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The correct legal analysis

After decades of litigating the issues, it seems that the legal analysis of what actually happens to pension rights is clear. 
1. The contract of employment is deemed to have been made with the transferee all along, but the contract is shorn of its provisions relating to old age, invalidity or survivors’ pensions.

“The continuing contract of employment is deemed always to have been with the transferee but it must be acknowledged that the pension rights have been removed from it and it cannot be treated as if they have not.... The claim is based on the previous contract and, in so far as its terms have not been transferred, it terminated upon the transfer and time began to run.”
(Powerhouse v Burroughs, 2005, CA at para. 25)

There is no contractual right to future service pension provision
 on the same basis as before, either against the transferee (Adams v Lancashire County Council, CA 1997) or against the transferor (Powerhouse).
If the transferor is already in breach of the contractual terms relating to pension provision by the time the transfer is made, the transferring employees can still bring a claim against the transferor. The transfer is irrelevant for the purposes of any such claim, except that the contractual terms relating to pensions are terminated for all other purposes by the transfer. Time limits therefore begin to run from the date of the transfer.
2. Leaving aside past breaches, issues relating to pensions turn on statutory provisions. 
So far as past service benefits are concerned, the legislation is contained in Part IV of the Pension Schemes Act 1993 (PSA 1993) and the Occupational Pension Schemes (Preservation of Benefit) Regulations 1991 (the Preservation Regulations).
Future service benefits are dealt with in sections 257 and 258 of the Pensions Act 2004 and the Transfer of Employment (Pension Protection) Regulations 2005.

Public sector employees have rights to future service pension benefits which are better than the rights applicable in the private sector. In the case of transfers made by “best value” authorities, the rights derive from the Best Value Authorities Staff Transfers (Pensions) Direction 2007. Other public sector employees can rely on the Cabinet Office Code of Practice on Workforce Matters issued in March 2005.
Past Service Pension Rights 
The rights

PSA 1993 and the Preservation Regulations contain the legal code for the pension rights of early leavers – in other words, this is not TUPE-specific. It deals with the pension rights of all early leavers, whether they are transferred, change jobs voluntarily or opt out of the scheme.
1. The position for members of a defined contribution or “money purchase” scheme is straightforward. They must be allowed to retain the accrued value of their pension account. They can leave it where it is or transfer it to some other pension scheme – unless they have less than two years’ membership, what they can’t do is have a refund of their contributions. 

2. The position of members of defined benefit or salary-related pension schemes is much more complex. Members with less than three months’ membership of the scheme must at least be given a refund of their contributions. The refund does not include anything for the employer’s contributions. The refund will be reduced by the amount of the tax saving that the member made during their membership. If the pension scheme was contracted out of the state second pension (S2P, formerly the state earnings-related pension scheme or SERPS), the member will be missing a few months membership of S2P. The refund will therefore be reduced by the cost (determined by the National Insurance Contributions Office) of reinstating them into S2P, and the members concerned will therefore have an unbroken S2P record.

3. Members with more than three months’ but less than two years’ membership also have a right to a refund as described above (subject to the same deductions) but they also have a right to a transfer to another pension scheme if they prefer. This is the right to a “cash transfer sum” – note the terminology leads to a potential for confusion with the right to a cash-equivalent transfer value, discussed immediately below.

4. Members with two years’ membership or more must be offered a preserved or deferred pension (the terms are interchangeable) payable from the scheme, or the right to a “cash equivalent transfer value” payable to another pension scheme. Such a member cannot be given a refund. 
Note that these are statutory minima.

The Calculations

The calculations are complex but important. That is because the value of a deferred pension, and the value of a transfer, may be less than the value of the pension rights that the member actually loses, for past service rights, as a result of the transfer
.
1. In a scheme where benefits are based on the member’s final pay, a preserved pension is based on the member’s actual membership of the scheme up to the date of leaving, their actual final pensionable salary as at the date of leaving, and the scheme’s pension fraction or “accrual rate”. Expressed as a formula it is: 
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Where N is their actual service, the accrual rate is assumed to be 1/60th for each year of service, and FPS is their final pensionable salary as at the date of leaving (not what their salary would have been if they had stayed on).
This preserved pension must be increased or “revalued” during the period between the date of leaving and normal pension age. The statutory requirements relating to revaluation are tortuous in the extreme, but in short, the member’s guaranteed minimum pension or GMP earned between 1988 and 1997
 must increase in line with RPI inflation; the rest of the deferred pension earned after 1997 must increase in line with RPI inflation, capped at 5% for service up to 6 April 2009 and capped at 2.5% for service thereafter.
The loss of value to the member comes from this revaluation process. If he or she had been allowed to remain in the scheme, the pension earned by past service in a final salary scheme would have been linked to their pay as at the date of retirement. It would have kept pace with the actual pay inflation of the member concerned, not some capped version of the RPI. Expressed as a formula again, the value of member’s actual accrued rights is:
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· where N is their membership to date, NS is the membership they would have had if they had been allowed to stay in the scheme, and P is the pension that they would have built up if they had stayed on until normal retirement age, based on their anticipated pensionable salary at retirement date. An older member nearing retirement may not be losing much because his or her actual pay may not have increased at a rate in excess of retail prices, but in times of high inflation, the 5% or 2.5% cap on part of the revaluation will hurt them. In the case of younger members, who could reasonably expect promotional increases, the difference between a capped variant of the retail price index and their actual pay in 20 or 30 years’ time could be very significant.
2. Cash transfer sums and cash equivalent transfer values are calculated in the same way. The only difference is that the amount of a cash equivalent transfer value must be guaranteed for two months after the date when it is quoted. The amount in both cases is calculated by the scheme actuary (i.e. the trustees’ actuary, not the employer’s). It represents the capital value in today’s terms of the member’s right to a pension payable at some date in the future, potentially for many years. 
The actuary makes assumptions on how this deferred pension would be increased during the period of deferment if it was not being transferred out (see above), how long this pension will be paid for (i.e. the period between the scheme’s normal pension date and the actuary’s assumed date of death for this member), and how likely the member will be married at the date of his or her death (which would lead to the payment of a spouse’s or partner’s pension). He or she then calculates the value of this pension; but because it would be paid at some future date, the capitalised value is then discounted: a pension payable in say 20 years’ time is not as valuable as a pension payable today.
Because the calculations turn on service to the date of leaving and final pensionable salary at the date of leaving, members’ rights are subject to the same diminution that applies when calculating a deferred pension: the member loses out to the extent that the pension is calculated by reference to the retail price index.
3. Pension schemes commonly provide life insurance benefits in the form of a lump sum payable to the dependants of members who die in service. These entitlements are not covered by the legislation at all: the dependants of an early leaver who dies before normal pension age are at the mercy of what the scheme rules provide. In a defined benefit scheme, that is usually nothing more than a pension equal to half of what would have been the member’s pension at normal pension age. Tax law prevents a lump sum payment.
Defects in the Preservation Legislation
It is widely perceived that members who leave a defined benefit occupational pension scheme lose out because the preservation legislation does not provide a pound-for-pound replacement for the pension that they have built up. The main losers are:

· Younger members who lose out because their deferred pensions are linked to retail prices and not pay;

· All members, if inflation exceeds 5% (or, for service after 6 April 2009, 2.5%) during the period of deferment; and 

· The dependants of any member who dies before retiring.
The first two issues can be mitigated by the way in which the employers who are party to the transfer structure the deal. The law requires the transferor’s scheme to provide at least a cash equivalent transfer value or cash transfer sum for all members with at least three months’ service
. The two employers can, and often do provide for more than the bare minimum.
The outline of the law above deals with the valuation and transfer of benefits, but says nothing about the transfer of cash from one scheme to the other, or the adequacy or deficiency in the funding of either scheme. Passing cash from one scheme to another is usually the subject of detailed negotiation and documentation in the commercial transaction between the two employers: if one scheme has a deficit and the other has a worse deficit or a surplus, over- or under-paying for the transfers will have a knock-on consequence for the employers’ funding obligations and the cash price for the sale of the business or contract. 
Making better than minimum transfer payments is often seen as a fairer way to treat transferring employees and sweetening the deal, as well as a means of converting a greater or smaller deficit into realisable cash for the two employers. Transfer values are often offered on the basis of calculations using anticipated pay at the date of retirement in the future, and not final pensionable pay as at the date of transfer. That is what the scheme actuary has been basing his or her calculations on in past valuations, and offering only cash equivalent transfer values only actually reduces the burden on the transferring scheme for past service rights – there is a hidden benefit to the transferor.
The typical arrangement is to offer transferring employees a time-limited offer to make a transfer on more favourable terms, and this calculation, based on assumed future pay, is the detail of what is happening behind the scenes.
It is questionable whether offering preserved pensions, or their cash equivalent transfer, is adequate to comply with the Acquired Rights Directive. The pensions exception for pensions, contained in Article 4(a) is well-known but Article 4(b) goes on to say:

Member States shall adopt the measures necessary to protect the interests of employees and of persons no longer employed in the transferor's business at the time of the transfer in respect of rights conferring on them immediate or prospective entitlement to old age benefits, including survivors' benefits, under supplementary schemes.

Similar wording, contained in the Insolvency Directive, was tested in the ECJ in Robins v Secretary of State for Work and Pensions (ECJ, 2007). The Court held that UK legislation that provided limited financial protection for pension rights in the event of insolvency did not provide the “necessary measures... to protect the interests” of members, deferred members and dependants in the event of insolvency. The ECJ held that the state did not have to ensure that such benefits must be funded in full, implying in the TUPE context that a complete matching of past service benefits is not required. The Court did not say what would amount to adequate protection, leaving the question would open in insolvency cases and by extension in any future argument about the Acquired Rights Directive and the preservation of past service rights.

Compulsory Transfers

The discussion above deals with the rights which must be offered to transferring employees, assuming that they have a choice whether or not to take a transfer or keep a preserved pension. The Preservation Regulations also contemplate the possibility that they are given no choice, and are required to transfer their past service rights.
Again the legislation deals with early leavers in general and not just TUPE transfers. It only permits compulsory transfers, however, where the sponsoring employer is reorganising its pension arrangements as a matter of internal housekeeping or where the transfer follows a financial transaction between two or more employers – that is, a business is being sold either as a consequence of a TUPE transfer or a share sale.
A compulsory transfer can be forced upon active, deferred and pensioner members or any combination of them. The trustees of the ceding scheme have to consent to the transfer and their fiduciary obligations toward the transferring members offer a measure of protection. More importantly, the transfer cannot proceed unless the transferring scheme actuary provides a certificate (called a “GN16 Certificate”) that, in his or her view:

“the transfer credits to be acquired for each member under the receiving scheme are, broadly, no less favourable  than the rights to be transferred; and 

where it is the established custom for discretionary benefits or increases in benefits to be awarded under the transferring scheme, there is good cause to believe that the award of discretionary benefits or increases in benefits under the receiving scheme will (making allowance for any amount by which transfer credits under the receiving scheme are more favourable than the rights to be transferred) be, broadly no less favourable.”
The benefits in the receiving scheme need not be identical therefore, and can be looked at in terms of the overall package rather than a line-by-line comparison. But that is not the same as saying that if Peter is better off and Paula is worse off, then the transfer can proceed: what it means that what Peter loses in terms of, say, partner’s pensions can be off set against Peter’s lump sum death benefits.
This Regulation (Regulation 12 of the Preservation Regulations) is supplemented by a mandatory Guidance Note issued to scheme actuaries by the Actuarial Standards Board (ASB). It adds two important riders. The first is that the actuary’s job is to compare benefit structures rather than the financial security of the transferring and receiving schemes. If the Pensions Regulator forms the view that the transaction materially weakens the funding position of either scheme he can take steps to reinstate the adequacy of security for benefits but, according to the ASB, that is not a matter for the actuary.
Secondly, the ASB takes the view that it is only in exceptional cases that a transfer from a defined benefit scheme to a defined contribution scheme could satisfy the requirements of Regulation 12. A defined benefit pension entitlement can only be replaced by another defined benefit entitlement.

Despite the understandable fear of the unknown, therefore, members who are subject to a compulsory transfer are typically in a stronger position than their counterparts offered membership of the transferee’s scheme on a voluntary basis. The package of benefits must be at least as good on an individual basis; and if there are serious doubts about the financial viability of the receiving scheme then they can expect the intervention of the trustees, and if necessary the Pensions Regulator. Actuaries are nervous of giving GN16 Certificates and the protection offered by Regulation 12 is very robust.
Future Service Rights

After Adams v Lancashire CC, transferred employees were left with little by way of future service rights. They had to be offered access to a stakeholder pension scheme (without employer contributions) after the Welfare Reform, and Pensions Act 1999 came into force; and they had to be contracted back in to the S2P or SERPS if they were not offered membership of another contracted out pension scheme. SERPS/S2P rights are meagre, and are gradually becoming flat-rate and not earnings-related.
The 2004 Pensions Act and the Transfer of Employment (Pension Protection) Regulations 2005 provide something better, but the legal minimum is still less than the benefits of the typical defined benefit pension scheme and many defined contribution pension schemes provided by better employers.
Entitlements do not depend on whether the transferor’s scheme provides defined benefits or benefits generated by defined contributions: the requirements are the same whatever the nature of the transferor’s scheme. Entitlement must be offered to employees who actually participate in the transferor’s scheme, who could have participated in the transferor’s scheme at their own election, or who could have participated after a minimum waiting period which had not yet run its course by the date of the transfer.
The minimum standards

The transferee has a choice as to the nature of the scheme it offers to transferring employees.
1. It can offer membership of a defined benefits scheme which meets a minimum standard. The standard adopted is the standard used to enable a scheme to contract out of the State Second Pension but there is no logical link between contracting out and business transfers; the contracting out test (the “reference scheme test”) was borrowed as a suitable standard for what amounted to a satisfactory defined benefit scheme.

This statutory standard is complex but the bare bones are these:

· The pension age must be no later than the member’s 65th birthday;

· Benefits must accrue at the rate of at least 1/80th for each year of membership (with a maximum of 40 years);

· The pension must be calculated on at least 90% of the member’s “band earnings” (i.e. earnings between the lower and upper earnings limits for national insurance purposes) averaged over the last three years of his or her membership;

· The scheme must provide a 50% pension for a surviving widow, widower or civil partner (but not necessarily an unmarried partner);

· Pensions in payment must be indexed at the rate of RPI increases or 5% if lower (2.5% for service after 6 April 2009); and

· Pensions in deferment, if members leave early, must be revalued in line with the statutory minimum requirements outlined above.

The scheme actuary must also certify, following the prescriptions of a Guidance Note issued by the ASB, that the scheme is adequately funded.

In practice, no transferee is going to create a defined benefit scheme solely for the purpose of receiving transferring employees. If they are offered membership of a defined benefits scheme it is because one already exists, and if it does it is likely to be contracted out and meet the reference scheme test anyway.
2. Occupational pension schemes are sometimes set up on the basis of a trust, which looks very like a defined benefit scheme with trustees, but the benefits that are paid out are based on defined contributions and not benefits. If the transferee has such a scheme, it can offer transferring employees membership as a means of meeting the statutory requirement; in which case, the scheme must provide for employer contributions which match employee contributions up to a maximum of 6%. Employees can be permitted to pay more, but the employer’s liability is capped at 6%. 
Occupational trust-based defined contribution schemes are increasingly rare and, again, are unlikely to be offered unless they already exist for the transferee’s other employees.

3. The third alternative is to offer membership of a stakeholder pension scheme to which the employer makes contributions. A stakeholder pension scheme is in reality nothing more than a personal pension, set up as an insurance contract between the member and an insurance company. The only differences that make is a “stakeholder” scheme is that (i) the administration charges that the insurer can make are capped at 1.5% of funds invested and (ii) the employer has to make arrangements for deduction of member contributions through payroll.
In practice, if the transferee has no scheme then this is the alternative which will be offered. Even if the transferee has a defined benefit or trust-based defined contribution scheme available, this will be the option it is likely to favour: defined benefit schemes are being closed everywhere, and trust-based defined contribution schemes are seen as unnecessarily complex.
Is this a good deal?
If there were no requirement to offer a pension post-transfer, the transferee would have to arrange for the transferring employees to contract into the S2P. If the response to the new regime is “it’s better than nothing” the riposte is “is it better than S2P?”
The answer to that is it probably is. S2P is a very complex, earnings-related pension benefit, theoretically funded by higher employer and employee national insurance contributions. It is based on career average earnings and not final pay. The NI contributions that are used to fund S2P are age-related and calculated only on “band earnings”, but the main point is that the required employer 6% contribution is additional to the employer rebate required to fund S2P. In other words, assuming that the employer goes for the cheapest and simplest option, and offers a 6% contribution to a stakeholder pension scheme, it will either have to leave the employees concerned contracted in to S2P (and they will build up a S2P entitlement) or they will contract out, in which case the employer’s contribution is 6% plus the employer’s national insurance rebate.
The real question is whether a transferee’s obligation to provide a pension under the new regime is an adequate substitute for a good quality scheme offered by the transferor. That depends of course on the standard of the transferor’s scheme, but as a rule of thumb: the cost to employers of providing benefits under the Local Government Pension Scheme is about 13.2% of pensionable pay (excluding any question of deficits). LGPS benefits are index-linked but otherwise not particularly generous: an employer’s cost of about 13 – 14% is typical for a defined benefit scheme (inclusive of the contracting out rebate). A 6% employer’s contribution will not come close to the cost of providing a typical 1/60th accrual defined benefit pension.
In the current climate, a second consideration for members who transfer out of a defined benefit scheme to a defined contribution scheme is security. In a defined benefit scheme, their pension is a fixed amount, and as secure as the employer’s ability to pay contributions (or the Pension Protection Fund, if the employer goes bust). In a defined contribution scheme, the value of their pension depends on fluctuations in the stock market.
Public Sector Transfers
As mentioned in the introduction, public sector employees whose employment is transferred under TUPE have better future service entitlements than their counterparts in the private sector. The protection for their past service rights is essentially the same.
For future service, they must be offered membership of a pension scheme that provides benefits that are the same as the benefits offered by the public sector scheme in question or, if they are not identical, are “broadly comparable” or better than the benefits of the public sector scheme.  The same requirement arises if a contract is re-let: a so-called second generation transfer.
The assessment must be made by the contracting public sector employer: it is their obligation to ensure that the contract incorporates the “broadly comparable” requirement. In practice, they will turn to the Government Actuary’s Department (GAD) to make that assessment. GAD says that a broadly comparable scheme is one that, in the opinion of a qualified actuary, provides that no identifiable employee will suffer material detriment overall in terms of their future accrual of benefit when compared to the public sector scheme. That means each individual’s case must be examined separately: robbing Peter to pay Paula is not broad comparability. A defined contribution scheme cannot be broadly comparable to a defined benefit public sector scheme.
Of course many contractors bid regularly for public sector contracts and it is an advantage to them to know, in advance, that this “broad comparability” test will be met. The system developed so that GAD would certify a scheme as broadly comparable and that certification could be relied upon for future transfers. The receiving scheme was given a “passport” so that in any tender, the authority and contractor knew in advance that the broad comparability test would be met.
The wholesale revision of the main public sector schemes has meant that the passporting arrangements have been terminated or at least put on hold. GAD explained that a passport comparing a receiving scheme against the standard of a public sector scheme that is in a state of flux becomes impossible or meaningless. Passport arrangements for the Local Government Pension Scheme in England and Wales have already formally been withdrawn and in practice no longer operate for the other public sector schemes either.
The loss of a passport system changes the ease of assessment of broad comparability but does not remove the need to assess it. Invitations to tender, and contracts that are let must still insist on broadly comparable pension arrangements. As before, the problem that arises is in terms of enforcement.
The obligation to provide a suitable pension scheme is contained in a contract between the authority and the contractor. The affected employees are not party to that contract and cannot sue anyone to enforce it. In the case of “best value” authorities the affected employees could sue to enforce the authority’s statutory obligations because the right is derived from a specific provision, namely section 101of the Local Government Act 2003. In the case of other public sector transfers, however, the basis of any claim is the failure of the department or authority to follow relevant guidance and that is much more difficult.
The Future
The whole issue of requiring a minimum standard of pension for future service or, in the public sector a broadly comparable pension provision post-transfer must be questionable now, in any event. 
This is perhaps a debate for another day, but the problem is essentially this: if a requirement relating to pensions is inserted in an invitation to tender, and if the requirement goes beyond the statutory minimum generally applicable to provide a pension scheme, does that breach the requirements of the Posted Workers Directive? 

The bare statutory minimum at the moment is an obligation to provide access to a stakeholder pension scheme. Ruffert, Laval and Commission v Luxembourg would suggest that any requirement over and above that is unlawful.

�  Strictly speaking, pension provision for these purposes means only old age benefits, ill-health benefits and dependants’ benefits. Redundancy pension entitlements do transfer. To save time “pension benefits” and “pensions” have this limited meaning below.


� The problems identified here apply where pensions are based on final pay. Career average or “CARE” schemes where pensions are based on the member’s pay throughout their career raise little difficulty.


� GMPs ceased to accrue after 6 April 1997. Thereafter the contracted-out element of a pension is revalued in  the same way as any other part of the pension


� Note that the law does not require the trustees of the transferee’s scheme, if there is one, to accept any transfers-in.
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