Defined Contribution (DC) pension schemes are the main alternative
to Defined Benefit (DB) schemes. Moreover, given that many DB
schemes are now closed to new entrants, this form of pension
provision looks set to become increasingly important in years to
come.

Who pays?: With a DC scheme each member pays in to their
own fund. Employers will also usually contribute to this fund.

The pension payable to the scheme member will depend upon
how much has been contributed to each individual scheme
member’s fund, by how much the investments purchased with
the contributions have grown and upon annuity rates at the time
at which the annuity is finally purchased, if the scheme member
decides to purchase an annuity at retirement. As at 6 April 2006
(A-Day), there is no longer a requirement to purchase an annuity
when taking an income from a DC scheme. Notwithstanding this,
a large DC pension ‘pot’ at retirement, other things being equal,
buys a larger annuity payment than a smaller one. This is why these
schemes are also referred to as ‘money purchase schemes'.

Subject to scheme rules, the scheme member can take up to 25%
of their pension fund as a tax-free lump sum on retirement though
the higher the proportion taken as a lump sum, the lower will be
the eventual pension payments.

The scheme member can choose to contribute more to their fund
if they so wish, subject to maximum limits as defined by pensions
legislation, and additional contributions are often matched with
additional contributions from the sponsoring employer.

Investment strategy: The value of an individual’s DC fund and
therefore the income that this fund can finally secure for the
scheme member is clearly very dependent upon market conditions.
If the fund is not large enough to generate the pension that the
individual requires or expects, there is no obligation on the part

of the employer to make up the shortfall. In this sense then the
investment risk inherent in this kind of pension provision lies with
the pension scheme member.

AVIVA

INVESTORS

Because the investment risk lies with the member, DC schemes
usually offer each member a choice of investment funds and
therefore of investment strategy. For example, members may be
able to choose from a range of funds representing a range of asset
classes.

Rather than choose their own investment strategy, many DC
members choose a ‘default’ investment strategy, which is offered by
DC fund managers on the basis of actuarial and other professional
advice. These default strategies will typically recommend a relatively
high allocation to equities for younger scheme members and then
gradually move members towards an all-bond allocation as they
approach their chosen retirement date. This transition towards
bonds may typically begin around ten years prior to the chosen
retirement date. This means that if, when the individual retires,

they choose to purchase an annuity, this to some extent reduces
the investment risk before retirement, given the close relationship
between bond yields and annuity rates.
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This content of this document is provided for information only and is intended for professional advisers, corporate or institutional investors and pension scheme trustees.
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