55
@ 25 i’ Independent Financial Planning
\‘3,‘;;1/‘« and Mortgage Management

%/RobMac ===

FIVE GOOD
REASONS TO
TRANSFER OUT OF
YOUR COMPANY
PENSION.....

...AND FIVE GOOD
REASONS NOT TO

The world of pensions is changing. You need to make the
best choice for your pension

The purpose of this guide is to provide some basic factual
Information about the pros and cons of making a transfer of this
SO, 50 that you are better Informed prior to secking impartial
and expert financial adyice about your individual circumstances,
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Introduction -theworldof pensionsis changing

In the past, many peoplewho worked for private
firmsbuiltupacompany pensionbasedonhow
longthey had worked for the firm and how much
theyearned. Theamountof pensiontheywould
getwas guaranteed by therules of the pension
scheme, and so they were known as defined
benefit or DB pensions. These defined benefit
pensions have a number of advantages.

Your pension lasts aslong as you do, so there’sno
danger of you running out of money.

Thereis something for a surviving spouse after you
die. Thedetailsvaryfrom schemetoschemebut
survivors’ pensions of halfofthe scheme member’s
pension are common.

There is some measure of protection against
inflation, which helps to maintain the spending
power of your pension. Again, the exact provision
varies from scheme to scheme, but thereisalegal
minimum which all schemes have to deliver.

Your pension is unaffected by the ups and downs of
the stock market.

Despite all of these advantages, there are some

The purpose of this guide is to provide some basic
factual information about the prosand cons of making a
transfer of this sort, sothatyou are betterinformed prior
toseeking impartial and expert financial advice about
your individual circumstances.

However, itisimportanttostressthat,becauseof
theattractive featuresof DB pensions, the Financial
Conduct Authority (FCA) tells financial advisers to
start from the assumption thatitisnotin people’s
interests to exchange their DB pension rights fora cash
alternative!.

Growing numbers of people are being offered very large
cash sumsin exchange for giving up all of their rightsin
their DB pension scheme. These cash sums can be used
intwomain ways:

downsidestohaving a pension of this sort, such asalack
of choice overwhenand howtotake yourpension. So,
growing numbers of people are considering whether to
exchangetheir DB pensionrightsfora cash equivalent.

« forthose who arestill saving for their retirement, the
cash sum canbe transferred into a personal pension
where it will be invested, or

1A good place to startis the FCA page on pension transfer https:/Z/www.fca.org.uk/consumers/pension-transfer, which says: “In most cases you are likely to be worse off if you transfer out of a defined
benefitscheme, evenif your employer gives you anincentiveto leave. The cash valuemay be less than the value of the defined benefit payments to you and your eventual pension payments will depend on
theperformanceofthenewscheme,withtheriskthattheschemedoesnotdeliverthereturnsthatyouexpect”. TheFCAwebsitedoeshoweverpointoutthat “thereareriskstostayingtoo”.
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+ forthose who want to start living off the proceeds of
their pension, it can be transferred into a drawdown
account, wheresome ofthe moneyisinvested and
some is taken out either in lump sums or as a regular
income.

In both cases, there is no guarantee as to the future
level of income, and the only thing that is defined is
the contribution going in to the scheme. For this
reason, such arrangements are known as defined
contribution or DC schemes.

Two particular factorshaveledtoagrowinginterest
in converting DB pension rights into cash lump sums
which canbeinvested in DC pension arrangements.

First,in 2015 new pension freedomswereintroduced
which give you more choice over what you can do

with your DC pension pots. Instead of having to buy
an annuity which would provide you with an income
for life, you can now choose to access your pension
pot and draw an income from it when you need it. As
part of these reforms, the inheritance tax treatment

of money held in DC pension pots was made much
more attractive.

Second, the low interest rate environment of recent
yearshasmeantthatthetransfervaluesbeingofferedin
exchange for DB pension rights have soared to record
levels. This mainly reflects the fact that itis now costing
DBschemesalotmoretomeetthe pension promises
thattheyhavemade.

For all of these reasons, interest in DB to DC transfers
is increasing, with advisers and schemes reporting
growing numbers of scheme members asking for
valuations and seekingadvice.

There are a few things to be aware of at the outset.

« DB to DC transfers are irrevocable — you cannot
change your mind a few months or years later even if
youwishyouhadn’tmadethetransfer.

+ In general, once you have started receiving
benefits from your DB pension scheme you cannot
then give them all

up in return for cash. However, occasionally a scheme
will offer you a deal where some of your pension
benefit can be given up in return for a lump sum.

+ There are some types of DB pension schemes where
cashtransfers arenotpossible. These are mainly
public sector schemes such as those for nurses,
teachers and civil servants. The reason for thisis that
there is no pension ‘fund’ — the pensions of today’s
retired workers are paid for out of the contributions
by today’s workers and their employers.

The law requires that if you wish to transfer a DB
pension pot valued at £30,000 or more you must seek
financial advice before doing so?, and rightly so. These
are valuable pension rights and they should not be
givenup lightly. Any decision about what todowith
them shouldbemade on aninformedbasisand few
individual savers would have the necessary expertise
tomakethatjudgment. So we strongly support the
requirement totake advice before giving up significant
DB pension rights. This advice can also look at the
whole of anindividual’s pension rights which maylie in

2Therulesonwhichtransfersmustbemadewithadviceareslightly morecomplexthanthisbutaschemewouldbeexpectedtotellamemberifadviceisrequiredbeforethe
transfer of their particular rights can take place. The current FCA rules are set out in Policy Statement PS15/12: https://www.fca.org.uk/publication/policy/ps15-12.pdf
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several schemes and be a mixture of DB and DC rights.
This guide is not designed as a substitute forimpartial,
tailored financial advice.

What this guide doesseektodohoweveris simplyto
helpyouintheearlystages of consideringa DBto DC
transferby familiarising youwith someofthekey
issues thatyouwill need totakeintoconsideration.
Thiswill hopefully lead to a more informed
conversation with your adviser if you decide to proceed
tothe next stage. The guide seeks neitherto encourage
nortodiscourage suchtransfers,butratherto setout
inabalanced way the prosand cons of retaining your
DB pensionrights as compared with taking a transfer.

Our second purpose is to offer some thoughts on
how the process could work better for the general
public and for those who advise them. We explain the
currentregulatory regime around advice ontransfers
and arguethatitneedstobeupdatedinlightofthe
new pension freedoms. Wealso argue that the current
choice between transferring all of your pension rights
and none of them is too black and white. We make the

caseforgiving peoplethe optionofapartial transfer,
leaving some of their rights within their DB scheme
and transferring the remainder as a cash sum. We
believethatthis could producebetter outcomesforsome
consumers than the current, rather polarised, options
opentothemat present.
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At present, if you areamember of aDB pension
schemeyou havetherightto asktheschemeto
offeryouacashlumpsuminexchangeforyour
entire DB rights®. This lump sumis known as a

cash equivalent transfer value (CETV).

Ifthetransfervalueismorethan £30,000youare
required to seek independent financial advice before
deciding whether or not to proceed with the transfer.
This advice must be provided by, or atleast checked by,
aspecially-qualified pensions transfer specialist.

Inordertoprovideadvice onthesuitability or otherwise
of the transfer, the adviser must undertake a “Transfer
Value Analysis™. The central idea here is that the
adviser will look at the cash sum which is being
transferred, assess how much that sum might grow to
by scheme pension age and calculate the income forlife
that could be bought with that pension pot. Thiscan
thenbe compared with the pension that would have
been paid had the scheme member remained in the DB
pension scheme.

Adviserswill oftentalk about assessinga potential
transfer with reference to a critical yield. The critical
yield is the investment return that would be needed on
the transferred sum to build up a large enough pot at
retirementtobuyretirementbenefitsatleastasgoodas
the DB pension given up.

In many cases, to achieve a pension pot large enough
to buy an income for life of equal value to the DB
pension foregone will require a relatively high rate of
return which in turn would imply taking a high degree
of investment risk. Whilst this is not an absolute bar
to an adviser recommending a transfer, many advisers
would be nervous about recommending a transfer in
such a situation. However, as we discuss later in this
guide, this is not the only consideration — or even
necessarily the most appropriate one — when deciding
whether or not a transfer would be in your interests.

Ifanadviser concludesthat a transferis notin your
interests, thisisnotnecessarily abarriertothetransfer
taking place. If you are insistent that you wish the
transferto go ahead, some advisers will implement the
transferin any case, stressing that thisisnotinline with
their advice and that you need to accept responsibility
forthis decision. Others will simply decline to facilitate
thetransferandyouwillneedtogoelsewhere. Thisis
something worth exploring with your adviser before
starting the process.

This right does not apply to members of ‘unfunded’ schemes such as those in the public sector for teachers, nurses, civil servants and others, as there is no ‘fund’ to transfer.

“The automated system which uses the FCA’s standard assumptions to evaluate transfer values is known as ‘TVAS’ or the Transfer Value Analysis System.
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Of course, thereisstilllikely tobe a cost forthe work
that has been done even if the recommendation is not
totransfer. Inthis case, ifthe consumer proceedsonan
‘insistent’ basis, the adviser fee can be deducted from
thevalue ofthetransfer orthe consumercan paya
feedirectly to the adviser. If the consumer accepts the
recommendation they will have to meet the cost of
the advice from their own resources. The prospect of
paying from one’s own pocket may act as a further
incentive towards going ahead with the transfer.

Inthe next two sections we consider some of the reasons
why turning DB pension rights into cash might be a
goodideaforsome,and thensomeofthereasonswhy
othersmightbebetteradvised tokeeptheir pension
rights where they are.
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1. Flexibility

Whilst DB pension rights can be very valuable and
attractive, they can also beratherrigid and inflexible.
For example, a scheme may have a set pension age and
although taking an early pension maybe possible, it may
notbeonfavourableterms. Inthis case, takingyour
pensionearliermaymeanitismuchlowerthanifyou
had waited until you reached pension age. Similarly, a
scheme may have generous arrangements for married
memberswholeavebehind awidow orwidower but
these maybe of novalue to unmarried members of the
scheme.

If you convert your DB pension rights into cash and put
the money into a DC pension instead, then you benefit
from the new pension freedoms which allow you much
more choice about howyou use your money. In addition,
the cash amount that you are offered will generally
reflect the average cost to the scheme of providing
benefits to widows and widowers, so if you are a single
personyouwill getsomeofthevalueofthat provision
which you would not have done if you had stayed in the
schemes.

50Of course, if you are married, the opposite argument would apply.

Intermsofflexibility,thoseaged 55and overcan now
generallyaccesstheirDCpensionpotastheywish.So
ifyouwantedtoretireat 60 and live off yoursavings
you could do this with a DC pension whereas you might
have had to wait until you were 65if you had stayed

in the DB scheme. Of course, transferring the money
doesnotmeanitwilllast anylonger (and indeed if
thevaluationoftherightsisdoneonacautiousbasis
you may be losing some value when you transfer). So
although you can take your pension earlier undera DC
arrangement, youwill be spreading the value of your pot
over more years than if you had waited until the scheme
pensionageunderthe DBarrangement.

Another important aspect of the increased flexibility
following atransferis that you can decide howyou
wanttospreadyourincomeand spendingthrough
yourretirementratherthanhavingarigid amount
throughout. For example, you may take the view that
youwanttospend morein earlier retirement while you
aremoremobileand abletotravel, and spendlesslater
in retirement, and having a DC pot to draw on enables
you to make choices of that sort.

2. Potential for access to more tax-free cash

Whilst income from a private pension is subject to
incometax, most pensionsallowyoutotake onequarter
in the form of tax-free cash. In a DB pension this
usually means you get a cash lump sum at retirement
plus alower regular pension than if you had not taken
thecash®.InaDCpensionyoucangenerallytakeone
quarter of your pension pot as a tax-free cash lump sum
provided you are aged 55or over.

Onereason why a transfer to a DC arrangement may be
attractiveisthe potential todraw alarger tax-free cash
lump sum than if you remained in the DB scheme.

If you stay in a DB arrangement you can generally give
up aquarter of your pension rightsin exchange for a tax-
free lump sum. However, the value you get is generally
lessthan a quarter of the value of your pension. This can
be foranumber of reasons. These include the fact that:

« schemes have varying rules for how the pension you
have given up is converted into an equivalent lump
sum and in some casesthese can beveryungenerous,

5Some DB schemes are designed by default to give you a lump sum plus a regular pension and may not have the option to take the benefits exclusively as a (larger) regular pension with no lump sum.
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especially in today’s low interest rate environment.

+ theprocess of converting from aregular pensiontoa
lump sumisbased onthe scheme member’s pension
only but the rights given up include a potential
pension for awidow or widower.

« complex tax rules can mean that the size of the lump
sumisreducedrelative totheamount of pension
given up.

Oneway ofthinking abouttheseratesforconverting
pension foregone into a lump sum is to think about how
long you are likely tolive’. Suppose you expect tolive for
20yearsand are givingup a pension of £250 amonth or
£3,000ayear.Overthenext20yearsyouwouldreceive
£3,000 times 20 or £60,000 in pension (excluding the
effectsofinflation). Soifthe DBschemeoffersyoua
tax-freelump sum oflessthan £60,000 you might feel
thatyou are not getting a good deal.

An alternative would be towithdraw your entire
DB pension rights and transfer them intoa DC

arrangement. Once the moneyisin a DC arrangement
(andassumingyouareaged 550rover)youcanthen
take one quarter of the whole pot as a tax-free lump sum
and thisislikely tobe alarger figure than under the DB
arrangement. If tax-free cash is particularly important to
you, there maybe some advantages to transferring out,
especially if your scheme is one which offers relatively
ungenerous tax-free lump sums within the scheme?®.

3. Inheritance

Whether or not it makes sense to stay in your DB
scheme may depend in part on who will be left behind
afteryour death and to what extent you want to support
themfinancially. Recentchangesinthetaxruleson
inheritanceofcertainsortsofpensionshavemadeit
moreattractive to consider having your pensionrights
outsidethe existing DB scheme.

If you remain a member of your current pension
schemethenwhenyoudietheremaybeapensionfor
your surviving widow or widower. If you die very early
(perhaps a fewyears into receiving your pension) your
widoworwidower may benefitfrom a guarantee period

where the full pension has to be paid for a minimum of
(say)fiveyears.

If you are part of a couple but not married, those
rights may be more limited but this will vary from
schemetoschemeand maybeatthediscretionofthe
scheme trustees. And there may also be some pension
entitlement to any surviving dependants such as children
of school age.

Whilstsuch provisionis welcomeand valuable, itdoes
mean thatin many cases when you (and perhaps your
widow/widower) die, your pension dies with you. In
particular there is nothingleft to pass on toyour heirs
and successors.

An alternative is to convert your DB pension rights into
cash and then transfer the moneyinto a pension (if you
are still saving) or a drawdown arrangement. In this
case,ifyouweretodie, thevalueofthe assetsinthe
pensionorinvestment could passontoyourheirs.

One particularly important consideration is the tax
treatmentofsuchmoney. Underrecentchanges, if

“A good place to check is the Office for National Statistics website entitled ‘How long will my pension need to last’ — http://visual.ons.gov.uk/how-long-will-my-pension-need-to-last/

8Note that the amount of tax-free cash is potentially larger if you immediately take 25% following the transfer. If you simply put your transfer value into a DC pension some years before
retirement then whether or not you get alarger tax-free lump sum depends on the investment performance of the funds between the transfer and when you take the lump sum.
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youdiebeforetheage of 75,thenthe cashbalanceleft
behind can be received by your successors completely
tax free. Even if you die over the age of 75 then whoever
inherits your pot only has to pay income tax in the usual
waywhentheymakewithdrawals. Furthermore,ifyour
successorsdonotdrawonthisinheritance (perhaps
becausetheyalreadyhavesufficientincome)thenitcan
be passed on to subsequent generations®.

4. Health

One of the advantages of a DB pension is that it lasts as
longas youdo.

But what about people who think — or know — that
theirlifeexpectancyislikelytobeontheshortside?
Forexample,ifyoudrawapensionat65and dieat71
then you will not have got much out of the pension
scheme compared withsomeonewholiveswellinto
theirnineties. DB pension schemeswork by pooling
risk, and in effect those wholive for the longest time are
subsidised by thosewholive forthe shortesttime.

If you think you might be one of those whose life

expectancy is below average then you might consider
taking a transfer out. The value you are offered should
(broadly)reflect averagelife expectancy and this may
be a bigger amount of money than the amount it would
have cost the schemeto payyour pensionifyouhad
stayed in but died relatively young.

Ifyoutakeyourmoneyoutinthissituationyoucould
simplyinvestitwithaviewtoyourheirsreceivingthe
cash when you die. Alternatively, if you arenot concerned
about leaving anything behind after you are gone you
could buy something called an enhanced annuity. This
isbasically an income for life, but one which takes some
account of yourlikelihood of dying prematurely. So, for
example,someonewhohasbeenachain smokerall their
lifeorwhohasaseriousmedical condition mightbe
abletogetarelativelygenerousannuityratebecausethe
annuity provider does not expect to be paying the annuity
for very long. One option would be to obtain a transfer
value quotation from your current scheme and then find
outwhatannuityyoumightbeabletobuybeforeactually
makingthetransfer. Youcouldthenformaviewasto
which option would give you the bettervalue.

°ltis worth noting that if you die within two years of a transfer, your adviser or representatives may be expected to prove that they did not know
your death was imminent. If they cannot do so, the favourableinheritance tax treatment of the remaining pension pot may be called into question.

5. Concernsaboutthesolvencyofthe
sponsoring employer

Iftheemployer who sponsorsyourfinal salary pension
scheme is at risk of becoming insolvent, then there is
achancethatyoumightnotgetall ofthe pensionyou
were expecting. But if you transfer out of the scheme
thenyour investment fund will be unaffected by what
subsequently happens to your ex-employer’s business.

The way the system works is thatif the firm that stands
behind a DB pension scheme becomes insolvent, and if
the pensionschemeis well short of the moneyitneedsto
pay all of its future pension promises, then the scheme
will be transferred into an insurance-type lifeboat
arrangement called the Pension Protection Fund (PPF).

Undertherules ofthe PPF,thosewhohavealready
reached the normal age for drawing a pension by the
timeoftheinsolvencywill get 100% oftheirpension
paid by the PPF, whilst those who are under the
scheme’s pensionage will get90%. Notethat what
mattersisyouragerelativetothe scheme’spensionage
and notwhether ornotyou haveretired.
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Inadditiontothereductionforthoseunderscheme pension age. The cap in 2016/17is £37,420.42 which
pension age, there are several other reasons why the equatesto£33,678.38 whenthe9o% levelisapplied.
pensionyou get from the PPFmaybelowerthanthe The cap is reduced further if you started to draw
pensionyouwould have gothad the employerremained your scheme pension early (iebefore normal scheme

in business. pension age)°.

+ The PPF only provides annual inflation protection  Forall of these reasons, if you think that your employer
in respect of years of service since 1997. This is mightnotstillbeinbusinessin afewyears’timeand
because this is the minimum required by lawbutif =~ mightleavethe pensionfund withasignificantshortfall,
your schemehad moregenerousrules (forexample, it might be advantageous to consider moving the cash
giving you inflation protection for all your service) =~ equivalentvalueofyourcurrent pensionrightsintoa
thenyoumaygetaseriesofsmallerannualincreases  pensionfund of your own.
through your retirement.

+ The PPF usesthe Consumer Prices Index (CPI)
asitsmeasureofinflationwhensetting pension
increases. Some schemes use the generally higher
Retail Prices Index (RPI). Over time this could
make asignificant difference tohowmuch pension
youget.

+ Forthose with the highest pension entitlements, the
PPF applies a cap if you enter the PPF below scheme

There are plans to increase the cap on a sliding scale for those who have more than 20 years’ service in the scheme in question.
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1. Certainty

Onegreatadvantageofhavinga DBpensionisthatit
lasts aslong as you do. If you happen tolive longerthan
average thenitis the scheme that has tofind the money
for this.

By contrast, if you transfer your DB pension rights
into cash and manage it yourself, you are taking on the
uncertainty about howlongyou are going tolive. There
isclearevidencethat peopletend tounder-estimate how
long they will live, so there is a risk that you will run out
of money prematurely. On the other hand, you maybe
so worried about running out of money that you draw
down the moneytoo slowlyand donotenjoythe full
benefit of your retirement savings.

Youcould overcomethisuncertaintybybuyingan
income forlife (an annuity) but forvariousreasonsthis
is very unlikely to be as good as the pension you have
just given up in your DB pension scheme. Indeed, if all
youwantis a guaranteed income forlife then itis hard
toseewhyyouwould haveleftyour DBschemeinthe
first place.

Itis morelikely that youwill go oninvesting your
money and drawing an income from your fund, and
the bigunknown is how quickly it is safe to withdraw
money.

There are, of course, things that you can do to manage
this risk. For example, if you use the services of a
financial adviser,they canhelpyoutoreviewyour
investments and your withdrawal rate and make
adjustmentsifyouarerunning down your pottoo
quickly*.

Whetheryou are concerned about running out of money
too quickly, or about having to be overly cautious about
therateof withdrawal, itisimportanttounderstand that
thesearenotproblemsyouwould haveifyouleftyour
money in your DB scheme.

2. Inflation

Inthesedays of inflation close to zero, itis easy to
forgetthat overaretirementwhich couldlast 20 or 30
years, the value of having an income which has some
protection against rising prices could be considerable.

“For Royal London customers a Drawdown Governance Service is available to advisers which models arange of scenarios about
how your investments might do and provides an early warning system for advisers if your strategy needs to bereviewed.

Within your DB scheme the extent of protection against
inflation which you enjoy will depend on the rules of the
scheme and on when you were a member of the scheme.

Togive an example of the importance of inflation
protection, letus assumethatinflationrunsat2% ayear,
thatyourentire DB pensionrightsare guaranteed torise
bythismuch,and thatyouhavea 20 yearretirement.
Ifyourstarting pension atretirementwas £100 aweek,
itwould be £148.59 by the end of your retirement.
Without inflation protection you would still be getting
£100 a week — a final pension nearly one third lower.

Clearly the cash transfer value that you are offered will
reflectthevalueoftheinflation protectionbuiltinto
your pension scheme. Butonce you have taken the cash,
all of the inflation risk falls to you. If, for example,
inflation were to reach 4% then in the DB scheme your
pensionwould rise by atleast 2.5%, and possibly more.
Sothereal year-on-yearfall in the value of your pension
wouldonlybearound1.5%. Butwitha DCpension pot
a4%riseinthepriceof goodsrepresentsa 4% fallin
your standard of living.

RobMac 5 Reasons Guidelines 11



5 RobMQC e
fivegoodreasonsnottotransfer

Whilstitis possibletoinsureagainst rising prices
by, for example, turning your pension pot into an
inflation-linked annuity, this is likely to be very poor
value compared with the pension that you have given
up. Essentially, a DB pension scheme is able to make
much more cost-effective provision against the risks of
inflation than an individual can dobybuying an index-
linked annuity from an insurance company. Of course,
ifyouinvest your DC pension successfully you may be
abletoachieve an above-inflation rate of return but the
protection against inflation is not guaranteed in the way
thatitisina DBscheme.

Inshort, ifyouare concerned about the potentialimpact
ofrising prices overthe course ofalongretirement,and/
orabouttheuncertainty of whether future inflation will
behigh orlow, thenstayingina DBschemewill give

you both better inflation protection and greater certainty.

3. Investmentrisk

When you are a member of a DB pension scheme your
money is generally invested in a range of assets. This
could include shares, bonds, property, infrastructure
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assets,commoditiesand soforth. Thevalue ofthese
different assets can, of course, go up or down. But when
youareinaDBpensionscheme,theupsand downsof
these investments make no difference to the amount of
pension you receive — the scheme still has to pay your
pension and the employer has to bear the investment
risk. Youare, in effect,insulated againsttheupsand
downs of investment.

By contrast, if you take a cash transfer and invest the
moneyyourself, the value of your fund can —and will -
goup and down. This could have a considerable upside
—yourassets might appreciate considerably. But there
isalso a considerable downside risk — that your assets
will perform badly and you will have tolive on a much
reduced income.

Akey consideration thereforeis your attitude to risk. If
pretty much all of your non-state pension rights are in
your DBschemeandyou convertall ofthemtoacash
lump sum to be invested, then you are taking a big risk.
You need to consider how you would feel and how you
would copeifyourinvestmentsdid badly.

Obviously there are ways in which you can reduce the
riskassociated with investingina DCpensionorina
drawdown product. For example, you could invest in
lower-risk investments but the potential returns may be
smaller as a result®.

The key point here is that when you transfer out of a DB
pension scheme you aretransferring investment risk from
your old employer’s shoulders onto your own shoulders.

Itisalsoworthbearingin mind theadditional costs
whichyouwouldfaceifyoumanageyourown DCpot
rather than leaving your rights in a DB scheme. These
would include the costs of initial and ongoing advice as
wellas product feesand charges. These costs would not
arise if you left your funds in a DB scheme.

4. Provisionforsurvivors

Since 1997, DB pension schemes have had alegal duty

to provide a pension for a surviving widow or widower

if a scheme member dies after reaching scheme pension
age*and many schemes will offer benefits for widows,

dependent children etc beyond the legal minimum.

Thisis avaluable benefitand should not be disregarded
lightly. There will also be some rights for widows (from

1978) and widowers (from 1988) underthe rulesaround
Guaranteed Minimum Pensions (GMPs) which many

schemes had to provide.

Of course, any cash offerwhichismadetoascheme
memberwilltosomeextentreflectthefactthatthe
schemeoffersbenefitstosurvivors. Butbecausenotall
schemememberswillbemarried orhave dependants,
the cash value on offer will tend to reflect the average
valueofsuchbenefitsacrossall scheme members,
including those whowill get no survivor benefits.
Insimpletermstherefore,the amountof moneyyou
might get to reflect the fact that the DB scheme offered
survivor benefits would probably be well short of what
youwould need to buy equivalent benefits if you were to
trytodosoasanindividual.

Itis, of course, possible to turn your pot of money into
anincomeforlifewithanincomeforyoursurviving
partnerif youweretodie. But DB pension schemes
are generally able to offer benefits of this sortin amore

2Thereis adifferent sort of risk associated with having your money in a DC arrangement, namely that the provider may go bust. In this case thereis aFinancial Services
Compensation Schemewhich can provide assistanceup to acap. More details can be found at: www.fscs.org.uk.

BThere are complex rules about survivor benefits for same-sex married couples, cohabiting partners etc and some schemes will do more than the statutory minimum in such cases.
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economical way than an individual annuity purchaser
is able to. In addition, depending on your surviving
spouse’s circumstances, s/he may prefer the certainty
ofapensionfromaDBschemeratherthanhavingthe
responsibility of managing an inherited DC pension pot.

5. Taxation

For those with larger pension entitlements, the relatively
generous tax treatment of DB pension schemes
compared with DC schemes is another reason to think
carefully before transferring out of a DB scheme.

Under current tax rules, you can build up pensionrights
worth £1million overyourlifetime. Ifyougobeyond
thisyoucanfacetaxpenalties.

For DC schemes, it is largely a matter of comparing the
total amount of money in the pot against the £1 million
lifetimelimit. For DBschemes, adifferent (and more
generous) process applies. The amount of pension to be
paidismultipliedby 20 and any tax-freelumpsumis
addedin. Theresultisthen tested against the £1 million
threshold. An example will showthat as aresult there

are situations in which a pension leftin a DB scheme
couldbeunderthetaxlimitbutthe DCequivalent
could be overthelimit.

Consider, forexample,someonewith a DB pensionat
65worth £40,000 ayearand assumetheydonottakea
tax-freelump sum. Multiplying thisby 20 gives a figure
of £800,000 which is comfortably within HMRC’s £1
million limit. Now suppose the member asks fora cash
equivalent transfer value. The lowlevel of interest rates
and the terms of the pension might result in a multiplier
of 3obeingappliedand a CETV of £1.2 million being
offered. If the transfer goes ahead, the member is now
potentiallyatriskofataxchargeonthe £200,000in
excess of the £1million limit.

Clearlyinthis casetheindividual hasbeen offered a
verylarge cash sum and the fact that the transfer would
resultinataxchargeisnotofitselfareasonnottogo
ahead. Butitdoesmeanthatifyouhavealargervalue
pension pot you need to be aware that there could be tax
consequencesofmaking theswitchwhichneedtobe
taken into account.
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totransferornottotransfer??

To reiterate the point that we made in the
introduction to this guide, we are neither
promoting DB to DC transfers nor seeking to
discouragethem.The FCAis clearthatasensible
starting pointistheassumptionyouarelikely

to be worse off if you transfer out of a defined
benefitscheme.Thispresumptionshouldhelpto
ensurethatyouappreciatethevalue of whatyou
already havebywayofguaranteed pensionrights
in a DB arrangement.

In saying that, we hope that what this guide has done
ismakeyouaware of someofthe manyfactorswhich
havetobe considered by eachindividual whendeciding
whether or not to trade in DB pension rights for a cash
sum.

Forsomepeople, the argumentsin favour oftransferring
may be particularly compelling. Those who want to
maximise their tax-free cash, do not expect to live long
inretirement, are thinkingabouthowbesttopasson
unspent pensiontotheirheirs,arewillingand ableto
take ontheinvestmentriskassociated with their pension
and/or are worried that the ex-employer standing behind
their pension might not be there in years to come, could
allfind the currenttermson offertobe attractive.

On the other hand, those who value the certainty which
a DB pension provides may well wish to stay put. If
they do so, they will know that their pension will last as
long as they do, that they have a measure of insulation
againstinflation, that they are lesslikely to breach tax
relieflimits, thattheydonotneed toworryaboutthe
upsand downsofthe financial marketsand thatthere

will be a pension there for a widow or widower when
they are gone.

Ultimately, the decisionaboutwhethertotransfer should
be made after a conversation with a regulated adviser
who is either a qualified pension transfer specialist or
hastheirwork checked by one. The adviser can take
account of your personal circumstances and preferences.
Whilst such advice is not binding on the individual, we
hopethatthisguide hasshownthatthe complexity of
thechoiceinvolved meansthatsuchadviceshouldbe
taken veryseriously.

Wealso believe that ongoing advice through retirement
isof value, particularly if a transfer is made. With the
large sums that are now being offered to many people to
transfer out of DB pension rights, skilled management
of the resultant investment pot is of the utmost
importance. This will help to mitigate against some of
therisksidentifiedinthisguide.
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appendix —for regulators and policy makers —is the policy framework right?

In preparing this guide we have become
increasinglyconcernedthattherearesomekey
aspects ofthe currentregulatory regimewhich
do notseemto befitfor purpose. We mention
these here for the consideration of those who
regulate such transfers and those who make
publicpolicyinthisarea.

a) Partial Transfers

Asthings stand, individual DB scheme members have
therighttoask fora CETVinrespect of the whole of
their rights under a scheme. But they have no right to
insist on the option of cashing out part of their pension
rights. This seems to us to be a problem because a
partial transfer might well be the optimal solution for
some people.

Consider, forexample, the case ofsomeonewhohasa
full state pension and whose non-state pension rights
are wholly or mainly in a single DB pension scheme. As
things stand, that individual can receive either wholly
guaranteed income (state pension plus DB pension) or
justaguaranteedstatepensionandaverylargecash
sum toinvest. They may prefer an intermediate solution
wheretheyhaveahigherlevel of guaranteedincome
(e.g. state pension plus half the DB pension) and an
intermediate cash lump sum which they caninvest more
adventurously because they have secured their minimum
income.

Nowit could be argued that the individual who transfers

out can secure a guaranteed income at the necessary
level by using part of their DC pot to buy an annuity.
But,aswehavenoted throughout, thisislikelytobea
much less cost-effective way for an individual to secure
aguaranteed incomethan doingitthroughalarge-scale
pooled vehicle such as a DB pension scheme.

Apartfromthe potentialadministrative costtoschemes
(which could be recompensed for this work perhaps by
deduction from the transfer value) it is hard to see why
you should not have the right to ask for a partial transfer.
This might be in the interests of schemes (which could
see a higher volume of transfers by those willing to
undertake a partial transfer but not a full transfer), in
the interests of savers (who can choose their preferred
mixofguaranteed and variableincome)and evenin
the interests of HM Treasury which might see some
additional upfront tax revenueratherin the way thatthe
DC pension freedoms generated additional tax revenue
in 2015/16.

We therefore recommend that the
Government should consider as a matter of
urgency giving scheme

It would be necessary to consider how new rules around partial transfers would interact with the duties on some schemes to provide ‘guaranteed minimum pensions’ or GMPS.
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members the right to a partial transfer of
their DB rights.

In addition, there would be much to be said for a
requirement on schemes to provide members with
regularly updated information on the transfervalue of
their DB pension rights and also forindividuals to have
therighttotransferright up toretirement age.

b) Transfer Value Analysis

At present, advisers are expected tolook at the CETV
on offer, assess how much it is likely to grow between
the point of transfer and scheme pension age and then
calculatehowmuch pension could be boughtwith
that potin the form of an annuity. Ifthe annuityis
much less than the DB pension which the individual
wouldhavereceived, itcan bedifficultforadvisersto
recommend atransfer eveniftheybelieve thatitisin the
member’sinterests taking into account the individual’s
circumstances.

Based onthereducingvolumesofannuitysales, itis
reasonable to assume that relatively few people who take

alarge CETV will use all of it to buy an annuity. This
therefore seems like a questionable benchmark. One
ofthereasons fortaking a CETV might be to enable
someofthe pottoremaininvested forlongerand to
potentially generate a larger total return. There needs
tobe away foradvisers tobe ableto take account of
this fact. Indeed, for a client who has already indicated
that they wish to move their funds into a ‘deferred
drawdown’arrangement, rather than buy an annuity, it
seems particularly inappropriate to use an annuity-based
benchmarkin assessing whethera transfer should take
place.

More generally, advisers should find it easier to form a
balanced judgmentonthe prosand cons of a transferin
each individual case. Many advisers have been reluctant
toprovideadvicein thisareaatall forfear of subsequent
challenge from customers whose transfers take place
and do notturn out as they wish, and for fear of having
torefuse insistent clients who demand to be allowed to
transfer against the recommendation of their adviser.

GiventhatDBto DCtransferswillbeintheinterests

of someindividuals, itis essential that thereis a strong
supply of willing impartial advisers who are suitably
qualified toundertakethisworkand candosoin
good faith without fear of undermining their personal
indemnity insurance.

We therefore recommend that the FCA
reviews as a matter of urgency the advisory
framework around DB to DC transfers to
ensure that it enables advisers to offer the
balanced and impartial advice which is so
important to those considering going down
this route.

c) Regulatory Certainty

One issue raised by advisers as a barrier to providing
advice on DB to DC transfers is a perceived
inconsistencybetweentherulesassetoutbythe FCA
and thewayin which complaintsarehandled by the
Financial Ombudsman Service (FOS). In some cases
advisersreportthattheyfollowed theruleslaid down by
the FCA, were the subject of a complaint to the FOS
and had that complaint against them upheld because the
FOS was applying slightly different criteria. Anything
which can be done to ensure consistency between

RobMac 5 Reasons Guidelines 17



Independent Financial Planning
it and Mortgage Management

appendix —for regulators and policy makers —is the policy framework right?

regulators and Ombudsmen would provide greater
certaintyforbothadvisers and consumers,and should

helptoincreasethe supplyofadviserswilling to provide
advicein this area. The recommendations of the recent
‘Financial Advice Market Review’ may help in this
regard.
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For more information about this report please
contact:

Andrew Hannay — Director
email —andrew@robmac.co.uk

Jeff Lewis - Director
email — jeff@robmac.co.uk

RobMac would like to thank Royal London for allowing the content of this report to be
shared.

Robson Macintosh and Company Limited
15 Manor Place, Edinburgh EH3 7DH
Tel: 0131 226 6700 Email: enquiries@robmac.co.uk
Registered in Scotland No. - SC232903.
Registered office: 15 Manor Place, Edinburgh, EH3 7DH
Robson Macintosh & Company Limited is an Independent Financial Adviser authorised and regulated by the Financial Conduct Authority FCA
Reference number 217853. The guidance and or advice contained in this website is subject to UK regulatory regime and is therefore restricted to
consumers based in the UK.
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