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EXECUTIVE SUMMARY 

Up until 1988 employers in the UK could make membership of their 
occupational pension scheme a compulsory part of employment. This 
changed in April 1988 and, soon after, individuals were able to 
contribute alternatively to personal pension plans. These personal 
pension plans were established with life insurance companies. 

The introduction of personal pension plans gave insurance company 
salesmen a great opportunity and up to five million policies have so 
far been sold. 

Around half a million of the policies issued have been in 
circumstances where transfer values have been paid into personal 
pension plans. A recent survey conducted on behalf of the Securities 
and Investment Board, who regulate the selling of investment 
products, suggest that over 90% of these sales were made without full 
information being available. This clearly suggests that many 
individuals may have been disadvantaged by transferring into personal 
pension plans and claims for compensation may ultimately occur. 

Transfers fall into two categories - those who transfer out of a pension 
scheme while staying in employment and those who transfer out as a 
result of leaving employment. 

The paper demonstrates that potential compensation for the former 
form of transfer is significant - between f 10,000 and f 50,000 using the 
typical examples at various ages. The latter transfer, however, may 
only lead to claims of up to a few thousand pounds. 



The survey conducted indicated that only 4% of the cases examined 
fell into the former transfer category, and so the eventual 
compensation cost will be contained. Nevertheless, the eventual 
compensation bill could be £100 million. 



1. INTRODUCTION 

1.1 Personal pensions have been available and marketed actively in 
the UK since July 1988. They were introduced under legislation 
known as the Finance (No.2) Act 1987. At the same time, 
pension scheme members were given the right to opt out of an 
employer sponsored pension scheme. This right was established 
under legislation known as the Social Security Act 1986. 

1.2 The above legislation was enacted to give individuals the choice 
between an employer sponsored scheme or making their own 
pension arrangements. The political atmosphere of the time 
was to encourage ownership and self-provision. Individuals 
were given financial incentives by the Government for setting up 
their own personal pensions. 

1.3 Independent Financial Advisors (IFA), life insurance salesmen 
and other pension advisors took this opportunity to actively 
market personal pensions. It was seen by them all as a golden 
opportunity to sell a new product and earn substantial 
commissions. 

1.4 The sale of personal pension plans is regulated by the Financial 
Services Act 1986. Various regulatory bodies were established 
as a result of this Act and one such body, the Securities and 
Investment Board (SIB), recently commissioned a study from 
accountants KPMG Peat Marwick into the sale of personal 
pension to those who were in company schemes. 

1.5 The study identified what appears to be wide spread "mis- 
selling" of personal pensions. The report covered the period 
from 1988 to 1993 and included over 700 personal pension 
cases. 

1.6 In only 9% of pension transfer cases was there evidence that 
the salesperson had complied with rules laid by regulatory 
authorities. In the remaining cases, no information or 
insufficient information was recorded for those conducting the 
survey to be satisfied that the sale had been properly assessed. 



It is said that over five million people have bought personal 
pensions since 1988. It is far from clear how many of these 
have been seriously disadvantaged because the KPMG survey 
merely highlighted that 91 % of cases had insufficient 
information for an assessment to be made. Reviews are 
currently been undertaken by independent financial advisors 
and life insurance companies which will clarify the situation. 

THE PROBLEM 

Sales of personal pensions to members of company pension 
schemes covered two broad categories of individuals. The first 
category are "opt out" individuals who leave the employer's 
pension scheme to set up a personal pension, although they 
remain in employment. The second category are "earlyleavers". 
These are individuals who leave employment and decide that 
the best home for their accrued pension rights is a personal 
pension. In making this decision, they would have taken a 
transfer value from the previous employers's scheme to the 
personal pension, but may have accepted or declined 
membership of their new employer's scheme. 

The sales convention for personal pensions over the last five 
years has generally been guided by the following considerations: 

Examples of potentially desirable "Opt-out" cases 

1 .  Expectation of several job moves in working career. 
2. Retirement flexiblity . 
3. High earner. 
4. Concern about lack of information on employer's 

scheme. 
5. Underfunding in employer's scheme. 
6. Concern about the administration of scheme. 
7. Young employee prepared to accept risk for 

potentially high gains. 



Example of potentially non-desirable "Opt-out" cases 

1. Individual near retirement. 

2. Employer's pension scheme provides good benefits, 
including death or sickness benefits. 

3. Individual is a member of a scheme providing index- 
linked increases in retirement - typically these are 
local authority and statutory schemes. 

4. Employer's pension scheme has low or no employee 
contribution requirement. 

'Examples of potentially desirable "early leaver" transfers 

1. Individual does not have confidence in the trustees. 

2. Several job changes anticipated in future. 

3. Convenience of one "home" for all benefits. 

4. Individual is not married, therefore monies can buy 
an increased single life annuity. 

5. Retirement flexibility. 

6. Ill health - possible increased benefits. 



Example of potentially non-desirable "early leaver" 
transfers 

Individual near retirement. 

Individual joins new employer with a pension 
scheme participating in the "transfer club" *. 

Individual does not understand investment risk. 

Transfer value offer does not include all possible 
discretionary benefits in the previous employers 
scheme. 

Transfer club - this is an arrangement primarily 
between local and national Government schemes to 
ensure that benefits are calculated on uninterrupted 
service. Typical schemes are the NHS, British Rail, 
Civil Service, Teachers Schemes. 

A member of an employer sponsored salary related pension 
scheme would expect a pension on retirement of a certain 
percentage of salary at retirement. In addition, the member 
may expect discretionary pension increases during retirement. 
Further, employers sponsoring such pension arrangements often 
provide a lump sum death benefit and sickness benefits before 
retirement, only for those employees who are members of the 
employer pension scheme. 

The pension entitlement from a company pension scheme 
generally increases in line with salary increases. The member 
can therefore predict with some degree of certainty the ultimate 
pension at retirement as a proportion of final salary. This 
enables the member to plan the retirement income required to 
maintain the standard of living enjoyed before retirement. 



2.5 The pension entitlement from a personal pension depends on 
the ultimate value of the fund at retirement and the pension 
which can be purchased. The ultimate fund will depend on the 
investment medium chosen. If invested in the stock market, the 
ultimate value will fluctuate in accordance with the underlying 
investments and this is therefore unpredictable. The pension 
which can be purchased at retirement depends on annuity rates 
offered by insurance companies and these can fluctuate 
considerably depending on market conditions. The ultimate 
pension is therefore very uncertain. 

2.6 In giving up membership of a company pension scheme an 
individual may therefore ultimately receive a pension which is 
higher or lower than the alternative payable under the 
employer's pension scheme. By coincidence, it may be the same 
but this is very unlikely. 

2.7 The loss to the individual who was advised to transfer to a 
personal pension plan is therefore the amount by which the 
pension from the personal pension scheme is lower than the 
pension from the employer's pension scheme. 

2.8 Apart from the fluctuation in fund values, the personal pension 
fund is ultimately likely to be less valuable than the value of 
benefits under an employer's pension scheme because most 
employers do not contribute to an employee's personal pension 
plan. Employers' contributions to an employer pension scheme 
are often three or more times the amount paid by the member. 
The loss of these contributions under a personal pension 
scheme means that the ultimate personal pension will be lower 
than an employer's scheme pension. 

2.9 Membership of an employer's pension scheme often entitles the 
individual to other valuable benefits. For example, the 
employer may provide valuable death in service and sickness 
benefits to pension scheme members on a cost effective group 
basis. On leaving an employer's scheme, the individual would 
need to pay for these benefits and the cost is likely to be much 
higher than that under the group basis. 



2.10 A member who leaves an employer's pension scheme will also 
lose the rights to future pension accruals under the employer's 
pension scheme. 

2.11 To summarise, the loss to a member who leaves an employer's 
pension scheme to set up a personal pension plan can result 
from the following: 

I (i) Poor investment returns and/or poor annuity rates at 
retirement. 

II (ii) Loss of employer contributions. 

I (iii) Additional cost for arranging individual benefits on death 
or sickness. 

(iv) Loss of future pension accruals under the employer's 
scheme. 

I1 (v) 
Loss on taking a transfer payment. 

TRANSFER VALUES AND CASH EQUIVALENTS 

A member who leaves a pension scheme can request a transfer 
payment to his new pension arrangement. The transfer value 
represents the current cash value of the benefits accrued under 
the employer's pension scheme. 

The basis for calculating the cash equivalent transfer value is 
familiar to the reader. However, all benefits ultimately payable 
under the pension scheme may not be valued as explained 
below. 



3.3 First, a pension scheme may offer benefits in the form of 
discretionary pension increases in retirement. An actuary would 
normally allow for this benefit in the calculation of the transfer 
value. However, the trustees of a pension scheme can direct 
the actuary to exclude the benefit from his calculations. In this 
case the member will lose the value of this benefit and all rights 
to such increases on taking a transfer payment to a personal 
pension. 

3.4 Secondly, on leaving a pension scheme the member is entitled 
to early leaver benefits only. This means that in the period to 
retirement, the pension would be increased in line with price 
inflation whereas if the member had remained in the employer's 
pension scheme, benefits would increase in line with salary 
inflation which is normally higher. The level of increases 
granted to early leaven in the period to retirement depends on 
the individual's date of leaving the employer's pension scheme. 

4. CONSIDERATIONS FOR ESTIMATING LOSS AND CLAIM 

4.1 The four types of losses which an employee may suffer were 
discussed above. The claims which may be made against an IFA 
would depend on the following. 

4.2 Poor return on the stock market and poor a ~ u i t y  rates 

In selling a product, an IFA is required to conduct a "fact find" 
of an individual's financial position. If the potential losses and 
gains under a personal pension were explained at the point of 
sale and documented, then there should be little concern for a 
claim. If this was not done, the IFA is likely to have been in 
breach of his regulatory body rules. 

4.3 Loss of employer contributions 

The loss of employer contributions could be very significant. 



4.4 Additional cost of arranging individual benefits on death or 
sickness 

These benefits are risk benefits which are usually insured under 
annually renewable single premium contracts. The cost of such 
benefits is small in relation to the value of the pension. 

If the employee chose not to purchase these ancillary benefits, 
then there should be no claim against the IFA. 

4.5 Loss of future pension accruals under the employer's pension 
scheme 

The value of the loss of future pension accruals is reduced by 
the value of benefits accrued under the personal pension plan. 
I take the view that because of the press coverage on the SIB 
review, most employer pension schemes will eventually offer re- 
admission to members who previously left their schemes. I 
therefore propose that the loss to the member would be 
quantified by the additional amount required, in excess of the 
proceeds of the personal pension policy, to grant full benefits to 
the individual as if he had never left the employer's pension 
scheme. 

4.6 Loss in the transfer value calculations 

A transfer value does not normally include the value of full 
future salary increases and often excludes discretionary 
benefits. This means that on the readmission of a member to 
his employer's pension scheme, the individual may be required 
to make good the value of these benefits previously 
surrendered. 



4.7 In conclusion the main losses which need to be addressed for 
claim purposes are: 

(i) The cost of reinstating benefits which may have 
been lost on transfering out of the employers 
scheme. 

(ii) The loss as a result of the transfer value not 
reflecting discretionary benefits. 

4.8 The next section considers some typical cases for estimating the 
loss to a member and the potential claim. 

5. EXAMPLE OF LOSSES AND CLAIMS 

5.1 In this section, I consider 3 male lives A, B and C with the 
following information: 

A B C 

Age 30 40 50 

Service to 
June 1988 5 10 15 

Salary at 10,000 15,000 20,000 
June 1988 (f) 

Normal 
Retirement Age 65 65 65 



I have assumed that the lives were members of a pension 
scheme in June 1988 providing a pension of 1160th of final 
salary for each year of service, with a 50% spouse's pension on 
death before and after retirement. The scheme also provides 
discretionary pension increases of 3% per annum. The 
employees contributed at the rate of 4% of salary each year. 

I have also assumed, in order to maximise the potential liability, 
that the members left their employer's scheme in July 1988 
without leaving employment and transferred to a personal 
pension. I further assume that these members will be offered 
readmission to their employer's scheme now. 

5.2 In the calculations, I have assumed that the scheme would be 
funded using financial assumptions as follows: 

Interest: 9% per annum 
Salary increases: 7% per annum 
Pension increases: 3% per annum 

In addition, standard mortality tables produced by the Institute 
of Actuaries would be used in the funding assumptions both 
before and after retirement. 

I have further assumed that the contributions paid by the 
individual to the personal pension would have increased in value 
between July 1988 to December 1993 at an average rate of 9% 
per annum, excluding expenses. 



5.3 The results of the calculations are as follows: 

Cost of re-instating benefits (f) 

Transfer value offered 
in July 1988. 

Past service reserve held 
in scheme in July 1988. 

Present value of benefits 
that would have been earned 
from 1988 to 1993. 

Present value of personal 
pension contributions made 

Amount required to 
reinstate benefits at 
December 1993 
(present value of 2 + 3) 

Amount available 
(present value of 1 + 4) 

Shortfall on reinstatement 

5.4 The amounts required for compensation are large. It should be 
remembered, however, that I have assumed the the "opt-out" 
occurred in July 1988 (the earliest possible date). Further, most 
"opt-outs" took place at young ages where the figures are lower. 



5.5 The following table shows the losses that could have occurred 
as a result of the transfer value calculated in Julv 1988 not 
reflecting discretionary benefits: 

Transfer Values (£1 A 

1 With discretionary 
increases. 

Without discretionary 
increases. 900 

Difference as at July 1988 220 

5.6 The losses are substantially smaller, even when interest is added 
to December 1993. 

6. CONCLUSION 

6.1 The costs set out above are sample values only and the actual 
cost for any particular individual will depend on their particular 
circumstances. 

6.2 My examples consider individuals at ages 30, 40 and 50 at the 
time of leaving the employer's pension scheme. In practice, 
individuals who transferred to personal pension plans have been 
members under the age of 50. This is also confirmed in the 
report commissioned by the SIB. 

The liabilities shown for ages 30 and 40 represent the more 
typical cases for considering a potential claim against an IFA. 



6.3 In cases where a large number of members opted out of a 
particular pension scheme, it may be possible to negotiate 
special terms for reinstatement. 

6.4 The report commissioned by the SIB makes a crucial 
observation that only 4% of the files reviewed were for 
individuals who had opted out of an einployer's pension scheme 
while remaining in employment. This means that some 96% of 
the cases to be reviewed relate to individuals who may have lost 
the value of discretionary benefits. Loss of discretionary 
benefits from a previous employers scheme is a relatively small 
liability, and only occurs in any event in a minority of pension 
schemes. 

6.5 This issue will continue to haunt the insurance company 
pensions market for a time yet. Evidence to date is that the 
number of claims has been low but this could well change. 
Original estimates for the total compensation bill were into 
billions of pounds, but based on this analysis it is more likely to 
be in the £100 million range. This is nevertheless a very large 
figure, which will have to be met by insurance companies and 
advisers. 

6.6 Finally, guidelines are now being introduced which will 
substantially increase the quality of the advice given to people 
proposing to transfer in future. The problem is therefore being 
dealt with .and this hopefully means that it will not re-occur in 
future. 


