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In the March 2014 Budget, the government announced its intention to give members of defined 

contribution (DC) pension schemes much more flexibility in how they use their pension pots in 

retirement. We discuss below what this may mean for defined benefit (DB) pension schemes. 

 

What is the issue for DB pension schemes? 

 

Trustees of DB schemes are required by law to transfer a member’s benefits to a DC scheme when 

requested, provided the member is at least a year away from retirement and they stop building up 

benefits in their current scheme. In practice, many schemes will also allow members to transfer out 

within a year of retirement. 

 

Having the flexibility to take some or all of a DC pot as cash in retirement is likely to be popular. This 

could lead to more members of DB schemes requesting to transfer their benefits out into a DC 

scheme. Over time, this could lead to a reduction in the size of DB schemes. 

 

Will the government actually allow this to happen? 

 

This is the $64,000 question. The government has stated that, in principle, it is open to allowing 

members of DB schemes to enjoy the same flexibility as members of DC schemes. However, at 

present around £1.1 trillion is invested in private sector DB pension schemes1. Even a relatively small 

change in the size or composition of these assets could have a significant impact on UK financial 

markets – not least the index linked gilt market (the government estimates that as much as a half of 

this market is owned by UK DB pension schemes). For this reason, the government is consulting on 

whether to change the current rules, including: 

 
“legislating to remove the right of all members of defined benefit schemes to transfer to a defined 
contribution scheme, except in exceptional circumstances…This must be the government’s starting 
point, unless the issues and risks around other options can be shown to be manageable” 2 
 
Another issue the government will need to consider is whether DB members are being treated fairly.  

As discussed below, significant transfers out of an underfunded scheme can reduce the security of 

the benefits of those members that remain in the scheme.   

 
 
 
  
                                                      
1
 Source: Pension Protection Fund 

2
 HM Treasury ‘Freedom and Choice in Pensions’, March 2014 (italics added by Schroders) 
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What will be the impact on DB pension schemes? 
 

At this stage, it is too early to say which way the government will go on this. In the interim, trustees 

may see an increase in demand from members to transfer out in order to pre-empt the government’s 

decision. However, it is worth remembering that transfers out of DB schemes are notoriously 

cumbersome and can take a number of months to complete. Therefore, if the government eventually 

decides to legislate to restrict the flow, it is unclear how many transfers out would make it over the line 

in time.  
 

Longer term, schemes may feel a bigger impact if the government decides not to legislate and 

transfers out become more popular. These changes are likely to be gradual rather than immediate:  

  
— Funding position in pound terms: Transfer values are usually lower than the equivalent cost of 

funding the member’s benefits, which is calculated on a ‘prudent’ basis. Transfer values may also 

be lower than the cost of completing a buyout deal with an insurance company. Therefore, all else 

being equal, more transfers out would improve the technical provisions funding position in pound 

terms, and possibly also the funding position in terms of a buyout. 

 
— Funding levels in percentage terms: Paradoxically, funding levels in percentage terms may 

actually deteriorate as a result of transfers out if the scheme is underfunded. For example, 

consider a £100 million scheme that is 75% funded. If £20 million worth of liabilities are transferred 

out then the assets would fall to £55 million and the liabilities would reduce to £80 million, giving a 

new funding level of 69%3. So, even though the deficit hasn’t changed in pound terms, the 

security of the remaining members’ benefits will have decreased as the asset coverage of each 

member’s benefits would be lower in the event of the scheme having to wind up. 

 
— Liability profile and risk: The liability profile of the pension scheme would change if a high 

proportion of older members transfer out. Deficit risk (in pound terms) is likely to be lower as, 

overall, the scheme would be smaller. However, funding level volatility may increase if the 

scheme’s duration rises (in other words, the funding level would become more sensitive to 

changes in interest rates, inflation expectations and longevity). The precise impact will depend on 

the age profile of the scheme’s membership.   

 
— Investment strategy: Liquidity may be a consideration if a large number of transfers out are 

anticipated. A lower deficit may also bring the prospect of buyout closer for some pension 

schemes. These schemes may wish to consider putting in place a flight path, or similar de-risking 

plan, which can help trustees and sponsors plan and manage a smoother path to the exit.   

 
What should trustees do now? 
 

If trustees are seeing a significant increase in transfer value requests, or if their sponsoring employer 

is considering an enhanced transfer value exercise (that is to say, offering incentives to members to 

transfer out of the scheme), it may be a good idea to health check your investment strategy to ensure 

it remains appropriate. Schroders can provide you with a health check as part of your ongoing client 

service package. 

  
If you would like to discuss any of the topics detailed in this paper, or request a health check, 
please get in touch with your Client Director. 
                                                      
3
 This is a simplified example. The actual impact on the funding level will also depend on the strength of the transfer value 

basis compared to the basis on which the funding level is being measured. 
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Important information 

The views and opinions contained herein are those of Jonathan Smith, UK Strategic Solutions at Schroders, and 
may not necessarily represent views expressed or reflected in other Schroders communications, strategies or 
funds. 
 
For professional investors and advisers only. This document is not suitable for retail clients. This document is 

intended to be for information purposes only and it is not intended as promotional material in any respect. The material is 
not intended as an offer or solicitation for the purchase or sale of any financial instrument. The material is not intended to 
provide, and should not be relied on for, accounting, legal or tax advice, or investment recommendations. Information 
herein is believed to be reliable but Schroder Investment Management Limited (Schroders) does not warrant its 
completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict 
any duty or liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as amended 
from time to time) or any other regulatory system. Schroders has expressed its own views and opinions in this document 
and these may change. Reliance should not be placed on the views and information in the document when taking 
individual investment and/or strategic decisions. 
 
Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA. Registration No. 1893220 
England. Authorised and regulated by the Financial Conduct Authority.  
 
For your security, communications may be recorded or monitored. INS02923 
 

 
 


