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Executive Summary

This paper explores the possibility of transferring accrued Defined Benefit
entitlements to a CDC arrangement, either an Unconnected multi-Employer CDC
Scheme, or a CDC Superfund. The paper recognises that currently, only transfers
with consent, and with appropriate financial advice are permitted. Transfers without
member consent need to recognise the change in protection afforded to members in
downside scenarios. This paper explores whether a minimum level of uplift to
members benefits is sufficient to outweigh the loss of downside protection.

Background

The Government has introduced legislation and regulations for the introduction of
single employer CDC arrangements and is now consulting on multiemployer CDC
arrangements and at retirement CDC plans.

Through the current Pensions Bill, the Government is introducing an authorisation
regime for Superfunds. Superfunds are the Government’s policy approach to driving
consolidation in the Defined Benefit market which currently has just under 5,000
defined benefit arrangements, with around 2,000 of those having less than100
members.

Going forwards the trustees will have the option of running on their defined benefit
arrangement, transferring the scheme to a Superfund or buying out benefits with an
insurance company.

Trustees who choose to buy out benefits will often have to crystallise what may
historically have been discretionary benefits. Bulk Purchase Annuity (BPA) providers
will seek clarity and certainty on future benefits to be paid. A previous policy around
discretionary pension increases, or early retirement options are often dealt with
through an augmentation to guaranteed benefits.

Running the scheme on, allows any discretionary practices to continue but requires
the sponsor to continue to support the scheme, meet ongoing running costs and
underwrite the risk from future adverse experience.

In some respects, a superfund can act as a bridge between those two extremes. A
transfer to a superfund exchanges the support from the sponsoring employer with a
financial buffer but in some cases, it is possible to negotiate profit share type
mechanisms which share any future emerging surplus between the superfund and
members. With pricing potentially between 5-10% cheaper than a BPA, there is the
potential for both members and employer to share any potential savings.

Present policy is that a scheme which is sufficiently well funded that it could execute
a transaction with a BPA provider, is prevented from transferring to a superfund.

This policy is under challenge, as the proposals in the Pensions Bill for sponsors to
extract surplus mean that a scheme currently sufficiently funded to be able to carry
out a transaction with a BPA provider could have just enough surplus removed so
that it is no longer able to fully buy out and is therefore permitted to transfer to a
superfund.



Similarly, trustees and sponsors may agree a set of augmentations which mean that
a scheme currently funded to above buy out, might post augmentation be eligible for
a transfer to a superfund.

It should be noted that a BPA provider is supported by the Financial Service
Compensation Scheme (FSCS) whereas superfunds are supported by the Pension
Protection Fund (PPF). The expectation has been that the FSCS would provide
100% compensation on the insolvency of an employer whereas superfund members
would have a reduction in benefits in accordance with usual PPF practice.

Current legislation in the UK prevents a bulk transfer from a defined benefit pension
scheme to a CDC arrangement. Individual members could choose to transfer their
benefits but would need to take financial advice if their transfer exceeded the
£30,000 threshold for such transfers.

This paper explores whether it would be beneficial for transfers to be permitted from
Defined Benefit arrangements into a CDC pension arrangement and indeed whether
a CDC Superfund would be an enhancement to current end game options.

CDC explained

Defined Benefit pensions in the UK are typically expressed as providing a pension
equal to a fraction of earnings for each year of service. A typical defined benefit
arrangement might provide 1/60th or 1/80th of Final Pensionable Salary for each
year of service. So after a 40-year career, a 1/60th scheme would provide a
pensions of 2/3rds of Final Pensionable Salary and an 1/80ths scheme would
provide a pension of /2 of Final Pensionable Salary.

A whole of life CDC pension could provide a pension using the exact same formula.
The key difference between the two arrangements is as follows:

e Under a Defined Benefit arrangement, the sponsor is committed to paying the
promised pension and must fund the cost of that pension beyond any
prescribed contribution from the employee. As such, the employer has to
meet any additional cost arising from lower investment returns than expected
or increased longevity.

e Under a CDC arrangement, the pension or increases to the pension in
deferment or payment, can be adjusted. The employer contribution to the
arrangement is fixed. Any investment under performance or additional cost
through increased longevity does not give rise to additional employer
contributions, rather it is dealt with by an adjustment to the member’s pension.

As well as the customary formula for Defined Benefit type arrangements, some
employers have expressed interest in pensions expressed as monetary units. So, a
member might be allocated units of £10pa of pension payable from a specific
retirement age or year, with the pension being indexed up to and beyond retirement
in line with inflation eg CPI.

Expressed in this way it is easy for a member to build the pension that they believe
they will need at retirement. A member who believes that they will need to top up
their state pension by £2,000pa from State Pension Age, can simply calculate that



they need to buy 200 units of £10pa. Over a 40-year career that would amount to
purchasing 5 units per year.

The fact that the pension has targeted revaluation broadly means that the units of
pension that they purchase today, will have the same purchasing power at
retirement. The actual experience of the scheme’s investments might mean that the
indexation is slightly better or worse than CPI in reality.

Members could be alerted on their journey as to whether they are on target, or above
or below it, so that they can adjust their savings accordingly.

Both the power and drawback of expressing pensions in this way is that it hides
volatility in the underlying assets supporting the pension promise. Informing a
member that their fund might only be able to support future increases of 3.0% rather
than 3.1% might actually hide volatility in the underlying value of their pension by
10% or more.

Volatility in DC holdings can be alarming to some members and lead them to take
suboptimal investment decisions. They may adopt a lower investment strategy than
is appropriate to provide an adequate level of retirement provision.

The reality is that the month-by-month volatility or even year by year volatility might
not be a concern over a 40- year savings horizon. The fact that the volatility is less
transparent might therefore lead to better outcomes for those members. Trustees of
the CDC arrangement are essentially deciding on an optimal investment strategy
over the long term. It could also be argued that once the benefit has come into
payment, the member would likely place more value on receipt of their £2,000 pa of
pension rather than whether it fully matches inflation. If it falls behind inflation, a
member would have the opportunity to rein in their spending but have the knowledge
that there is a high likelihood that their £2,000 of pension with some, if not full
inflation protection, would be maintained.

In exceptional circumstances, it is possible that the actual pension amount and not
just pension increases might need to be reduced. But most actuarial modelling and
back testing suggests that significant one-off adjustments are only likely once or
twice in a hundred-year period.

Key Regqulatory Differences

This section of the paper considers the differences in regulatory regimes between:

e Defined Benefit Arrangements
e CDC Pension Arrangements
e Defined Benefit Superfunds

Regulatory oversight

All three of the arrangements set out above are subject to regulatory oversight by
The Pensions Regulator (TPR). In the case of CDC Pensions Arrangements, there
is an authorisation regime that ensure that key personnel, including the trustees,



meet a fit and proper assessment, that systems and processes are of an appropriate
standard and that the arrangement is financially sustainable.

The current Pensions Bill will impose a similar authorisation regime on Defined
Benefit Superfunds.

Other Defined Benefit arrangements are subject to oversight on governance,
administration and funding and investment but are not subject to a formal
authorisation regime.

Approach to funding

There are fundamental differences in funding between a defined benefit arrangement
and that of a CDC arrangement.

A CDC arrangement is required to fund on a best estimate basis with benefits
adjusted on an annual basis so that the total value of liabilities matches perfectly the
value of the assets. It is sometimes thought prudent if there is a buffer to even out
experience and to perhaps delay any reduction in benefits until it is clear that any
adverse experience is permanent and not temporary or reversed, In fact, buffers can
be a driver of intergenerational unfairness if they are built from the contributions of
initial members and then provide smoothed returns for subsequent ones.

Since CDC arrangements are funded on best estimate assumptions and tend to
retain a higher allocation to growth assets beyond retirement age, they are often
cited as providing significantly better pensions than saving via a DC arrangement
and then purchase of an annuity whilst sharing longevity experience.

Defined Benefit arrangements are expected to deliver the promised benefits with a
high probability and so are required to fund according to TPR’s Defined Benefit
Funding Code. The methodology behind the Funding Code is based on the principle
that the Scheme should be fully funded by the time that most or all members have
become pensioners. Fully funded in this sense means a 95% plus probability of
paying members full benefits without the need for further employer contributions.
This leads to a much more conservative funding approach than for a CDC pension
arrangement. This can mean that the same benefit is 35-40% more expensive to
fund within a Defined Benefit arrangement compared with a CDC arrangement.

However, in a Defined Benefit arrangement, if there is a sudden shift in, for example,
life expectancy, so that members live an additional 10 years on average, then
payments to members will be extended and the additional cost is borne by the
employer.

In a CDC arrangement, the employer is not expected to contribute more and
therefore benefit payments would need to be reduced in amount to deal with the
expected longer payment of pensions.

Transfers from DB to CDC

Legislation currently permits individual transfers from DB to CDC, provided the
member has taken appropriate Financial Advice but does not permit bulk transfers.

A transfer of a pension of £10,000pa within a DB scheme to a pension of £10,000pa
in a CDC Scheme might seem innocuous. But as described above, any adverse (or



favourable) experience within a DB Scheme is underwritten by the sponsoring
employer whereas adverse experience in a CDC Scheme is underwritten by the
member.

The member not only loses the support of the sponsoring employer against adverse
experience, they would also lose the protection of the Pension Protection Fund
(PPF) on the insolvency of the employer, albeit that the CDC Scheme would have
reserves, overseen by TPR to ensure the continuity plan could be executed if the
CDC Scheme was considered no longer viable

A member receiving £10,000pa in a CDC Scheme in lieu of a pension of £10,000pa
in a DB Scheme might reasonably assumed to be significantly disadvantaged in
terms of protection of their benefit against adverse experience.

However, consider if a pre-condition of a transfer from a DB Scheme to a CDC
Scheme was a mandatory benefit uplift of 30%. So a transfer of a DB Pension of
£10,000pa would require a minimum pension of £13,000pa to be provided in the
CDC Scheme. All other aspects of the benefit such as early retirement entitlement
and pension increases to be preserved.

Under most economic scenarios, the member is likely to be better off from the
transfer to a CDC arrangement. Essentially, there is a release of the inherent
reserve built into the DB Funding requirements which protects against extreme
events.

Put another way, the design of the Funding Code which aims to provide members
with full benefits in 95% plus of economic circumstances is inherently building up
greater levels of assets than is likely to be required to pay the promised benefits.
Building up a greater level of assets does not provide members necessarily with
better benefits and deprives the sponsor of funds which it could invest in its
business. It does protect members against extreme scenarios, such as if life
expectancy suddenly extended by 10 years in retirement or there is a catastrophic hit
to investment markets although many DB pension schemes have largely hedged out
such risks.

An alternative to uplifting the benefits by 30% might be a smaller level of uplift in the
nominal benefit but a conversion of existing pension increases to full CPI inflation
protection. For a transfer to a CDC Superfund, this might be more appropriate than
just an uplift to the nominal benefit.

Advantages and disadvantages of a
transfer to a CDC arrangement

This section considers the advantages and disadvantages of transfers from a DB
arrangement to a CDC arrangement from the perspective of different parties.

Advantages
Employers

e Removes underfunding risk from employer and will generally secure promised
benefits at lower cost albeit that there is a residual tail risk that is passed to
members



e By increasing benefits, enhances benefit provision at no additional cost

e CDC is accounted for as a DC arrangement

¢ Potential approach to harmonise benefits between DB and DC members
through a CDC at retirement provision

Members

e Substantive increase to members benefit because same benefit can be
provided at substantially lower cost through a CDC arrangement
e Potentially greater flexibility on how benefits received

Government

¢ Increase to members benefits means reduced likelihood of member’s claiming
means tested benefits such as housing benefits

e Nature of funding approach means higher allocation to growth assets and
ability to invest assets for longer time horizon and so greater ability to invest in
illiquid assets in accordance with Government’s Mansion House agenda

e May increase tax take if higher level of pension pushes member above higher
rate tax threshold.

Disadvantages
Employers

e Should there be a meaningful shift in, say life expectancy, then in a CDC
arrangement that would mean a reduction in member benefits. Members may
revert to the employer for compensation. Legislation should make clear that
there is no residual claim on the employer

Members

¢ Members benefit from a higher initial benefit that provides significant
protection from adverse experience but a very significant shift in, for example,
longevity would ultimately revert to a risk for members and a reduction in
benefit below that provided in the DB scheme

Government
e In the event of failure of a CDC arrangement there may be some criticism of
Government if benefits fell below those that may have been provided by the
PPF.

Consolidation into an Unconnected
Multiple Employer Scheme (UMES)

The Government is currently consulting on the establishment of a regime for CDC
Schemes for unconnected employers.



This paper considers that it should be permissible for the transfer in to such
arrangements of past service benefits from Defined Benefit Arrangements subject to
a minimum uplift as set out in earlier sections.

Once transferred in benefits would be treated in a similar vein to other CDC benefits
built up in the CDC UMES arrangement. Benefit arrangement into a CDC Scheme
represents a significant shift in the nature of a member’s entitlement. Sponsors and
employers will need to balance consideration of the significant uplift in pension with
the reduced protection against adverse experience.

Prior to effecting such a transfer, trustees should communicate to members the
nature of the transfer and provide members with an option to opt out whilst providing
them with a balanced and factual comparison of the advantages and disadvantages
of doing so.

A CDC Superfund?

This paper considers converting accrued Defined Benefits to enhanced CDC
benefits and consolidating those in CDC UMES arrangements. CDC UMES
arrangements are already likely to be subject to enhanced regulatory oversight. Such
arrangements will be required to demonstrate that people in influential positions
meet fit and proper requirements, that they have effective systems and processes
and are financially sustainable.

It might be considered that such arrangements will match the regulatory oversight
that DB Superfunds will have once the Superfund Authorisation regime is enacted.
As such, it might well be considered that no special regulatory regime would be
required in respect of the conversion and consolidation of Defined Benefit
arrangements into a CDC UMES. The question then arises as to what benefit the
introduction of a CDC Superfund would bring and how it might differ from a CDC
UMES arrangement.

A CDC Superfund

A CDC Superfund could differ from a CDC UMES arrangement by maintaining PPF
protection of the original Defined Benefit promise. In this way members transferred
from a DB scheme to a CDC Superfund would know that they would never be worse
of than they would have been had they remained in the original DB arrangement and
the sponsor become insolvent. The PPF underpin would only apply on the CDC
Superfund ceasing operation and not if economic or other shocks took the funding
below PPF level of benefits. Experience suggests that after such extreme shocks,
there tends to be at least some reversion which might then take funding above PPF
levels

The logic for such protection is that there is a change in the nature of the protection.
Had members remained in their DB arrangement, they would have been protected
on the insolvency of the sponsor by the PPF. In a CDC Superfund, they would
maintain the same level of protection as previously but would enter the PPF only on
the failure of the CDC Superfund.
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Summary Advantages of CDC
Consolidation

Advantages of DB to CDC transfer
Employers

e Removes underfunding risk from employer and will generally secure promised
benefits at lower cost albeit that there is a residual tail risk that is passed to
members

e By increasing benefits, enhances benefit provision at no additional cost

e CDC is accounted for as a DC arrangement

¢ Potential approach to harmonise benefits between DB and DC members
through a CDC at retirement provision

Members

e Substantive increase to members benefit because same benefit can be
provided at substantially lower cost through a CDC arrangement
e Potentially greater flexibility on how benefits received

Government

e Increase to members benefits means reduced likelihood of member’s claiming
means tested benefits such as housing benefits

e Nature of funding approach means higher allocation to growth assets and
ability to invest assets for longer time horizon and so greater ability to invest in
illiquid assets in accordance with Government’s Mansion House agenda

Advantages of CDC Consolidation

e Creates economies of scale allowing lower per member costs of
administration and governance

e Larger fund sizes allow access to investment opportunities not economic for
smaller schemes

e Larger fund sizes create the governance budget to invest in a wider range of
assets

e A CDC UMES has a higher level of regulatory oversight

e From the Government’s perspective, a CDC UMES that consolidates DB
accrued benefits is more likely to invest in illiquids, infrastructure and growth
assets that might boost the UK economy.
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