
 

Re
Ad
 
 

Abo
 
We 
cont
trans
man
orde
 
1 

2 

3 

4 

5 

6 

7 

 

Q1 
 
We d
out i
 

esponse
dvising

out Fowle

have chosen
text for our c
sfer decision 

ny address the
er to aid good

We are auth
expect to gro

We are also 
advised on h
in which a ra
holistic spen
not in retirem

We are amo
for the dyn
implement. 
delivery, whi

Stochastic si

As far as we 
to manage th

The model h
particular exa
(with uncert
horizon (give

In this defin
cash flows at
where the d
(changing) d
illustrated by
and new thi
shown to clie
replacement
process and 

 All adv

do not see ho
in your paper

e to FC
 on Pen

er Drew 

 to respond 
comments, re

and applying
e underlying 

d advice and g

orised to adv
ow further. 

authorised to
have benefite
ange of ident

nding goal. Sp
ment or from 

ngst a small 
amic manag
This is there
ich was alway

mulations are

know we are
he assets assi

has been desig
ample: select
tain outcome
en by expecte

ition of the p
t specified da

dynamics are 
duration of t
y time-indepe
nking about 
ents, above a
t TVC, preven
its communic

vice to be

ow it cannot b
r, which we su

CA CP17
nsion T

other than u
flecting our q
g models in p
conceptual fr

good decision

vise on pensio

o manage mo
ed from that o
tified assets f

pending plans
pension acco

number of fir
ement of po
fore capable 

ys its eventua

e a core comp

 the only firm
gned to deliv

gned to deal 
ing between 

es) to fund a 
ed time of con

problem, pro
ates) are a fun

themselves 
he liabilities. 
endent assum
constructive 
ll the TVC. Th

nt mathemati
cation to clien

e a person

be, if it is to b
upport (see Q

7/16  
Transfe

using the onl
quantitative e
practice. Thou
ramework tha
ns. 

on transfers a

oney with dis
ongoing man
for the memb
s that are, or a
ounts) represe

rms in private
ortfolios, so 
 of supportin
l intention. 

ponent of tha

m using the sa
vering the pla

directly with 
a risk free as
 defined liab
nsumption).  

bable outcom
nction of the 
a function o
 It is not a s

mptions, a fal
prescription

he Critical Yiel
ical consisten
nts. 

nal recom

be consistent w
Q2).  

rs 

line form in 
expertise and
ugh some of 
at should info

and we do. It 

scretion and 
nagement, as 
ber (and poss
are planned t
ent 70% of th

e wealth relyi
requiring mi

ng entirely d

t proprietary 

ame modellin
n outcomes w

the general p
set (with cert

bility (real cas

mes (defined 
return distrib

of risk-control
static problem
lacy that lies 
s of what qu
ld componen

ncy and logica

mmendati

with the holis

order to exp
d experience 

our observat
orm both rule

is a natural a

most of the 
part of a goa

sibly spouse) 
o be, in draw
e £250m we c

ing on quant
nimal human
igital method

quant approa

g both to pla
within the pla

problem of wh
tain outcome
sh flow) with

in this case 
bution of the 
l rules that a
m capable of
behind much
antitative me
t of the TVA, 
al clarity in th

on 

stic suitability

plain the tech
modelling th

tions are prac
es and guidan

area for us tha

transfers we 
al-based appr

are assigned
wdown (wheth

currently man

titative techn
n interventio
ds for access

ach.  

an a goal and 
anned constra

hich transfers 
es) and risky a
h a specified 

as a series o
dynamic por

are specific to
f being solve
h of the FCA’
easures shou
and the prop
he transfer a

y requiremen

1 

hnical 
he DB 
ctical, 
nce in 

at we 

have 
roach 
d to a 
her or 
nage.  

iques 
on to 
s and 

then 
aints. 

are a 
assets 

time 

f real 
tfolio 
o the 
ed or 
’s old 
ld be 

posed 
dvice 

ts set 



2 

 

Note though that transfer advice, required as a condition of the personal freedoms and 
responsibility encouraged by the Government, exposes the disadvantages of having regulations 
that require a recommendation. Recommendations can act to reduce the explanation and 
education that personal responsibility requires and act like a ‘decision by proxy’, encouraging 
dependency. Weak foundations increase the likelihood of regret later.  
 
In a regime that encouraged informed personal responsibility, it would be possible for 
appropriately-qualified professionals to provide personally-applicable information capable of 
allowing a client to self-select and by doing so to exhibit directly accurate information about their 
relevant risk attitude.  In this case (see 6 above), that attitude is measured (consistent with text-book 
theory) by the point of their indifference between the certain and the uncertain outcomes. We have 
demonstrated this over 12 year of practice, so it is not just theoretical.1 
 
We have one specific concern relating to the optimal format of the advice service that we think 
needs explicit support from the FCA. The economics of transfer advice, even without the higher cost 
implications of making it holistic, mean that it is in the customer’s interests that an adviser conduct 
a high-level assessment of the likelihood a transfer will increase their utility. Otherwise either the 
adviser has to absorb the cost of a review not leading to transfer or recover it from those reviews 
that do. It would not be ethical to charge for a full review process if there were not a reasonable 
chance of a transfer. 
 
It is therefore important that an adviser can opine on the likely suitability of transfer without it 
being a personal recommendation. To test for likelihood it is necessary to obtain a certain amount 
of personal information and to obtain details about the member’s DB pension including a CETV 
offer. Mathematical calculations might rely on some approximation for this purpose. If the 
conclusion of the high-level assessment is a recommendation not to transfer, and not to undertake 
a full review, there is at this point no recommended receiving scheme. It is however a personal 
recommendation, it is specific to the ceding scheme, yet it will not be compliant with all the 
requirements of a full review. 

Q2 New guidance on suitability? 

3.11 A neutral starting point 
The starting point is not relevant in the context of the advice process, only the conclusion and how 
it was reached. We are not therefore overly concerned about the apparent inconsistencies in the 
FCA’s statements about it at different points in this paper. However, the supposed softening of the 
wording might be relevant in persuading FOS to avoid a presumption that is widely seen as biased.  
 
PI insurers are also unjustifiably prejudiced. But both FOS and underwriters are probably taking 
their cue from conceptual errors about the CY in the TVA that the FCA has encouraged, rather than 
from a biased starting point. If the conceptual errors in the TVA persist in the TVC, even with a 
revised FCA starting point there is unlikely to be any gain in ‘educating’ either insurers or FOS.  

3.12 Referencing the comparison in COBS 19.1.6 R to 19.1.8 BR 
We support the intention of the new rules and the current and proposed guidance as summarised 
in 3.12 that the advice process be holistic and focused on cash flows. 
 

                                                                      
1 It helps that the modelling approach we have adopted to all cash-flow goals is based on indifference theory, 
as applied to a two-asset portfolio, consisting of a risk free asset (matched to the liability) and an optimised 
risky portfolio. In a two-asset or portfolio-separation approach, the high-level split is idiosyncratic but the risky 
portfolio can be common to all. It helps because the DB benefit is effectively a form of liability-matched risk 
free asset and so the transfer problem looks to clients like a particular form of the same problem they are trying 
to solve elsewhere, with the same logic. 
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The paper sets out a clear logic for this which we agree with. However, the overriding reason why 
this must be so is the point observed above in relation to the possible sources of any probable gain 
in welfare. When utility, risk preferences, risk levels and the asset mix are all the same for both 
scheme and member, it must be assumed that the member would be indifferent between the two. 
But if the risk preferences are not the same and the member is able to adjust her own holdings to 
provide a combined asset strategy without transferring, she will do so in preference to transferring. 
The two are always integrated. This is the theoretical imperative for a holistic approach.  
 
The combined approach should ideally be made visible in a notional ‘total balance-sheet’ that 
includes on the asset side actual holdings and a PV (capitalised) both of any DB pensions and of the 
state pension.  
 
In practice: 
 
 If the DB pension is not the sole or main source of funding retirement spending, there has to be 

a presumption that any existing capital can be and is being managed to complement the DB 
underpinning, hence the removal of that underpinning must be assumed to alter the approach 
to existing capital.  

 This would only not apply if the proportion of total spending intentions accounted for by the 
DB pension was so large relative to the existing capital that it was not possible to take enough 
risk with the other capital to offset the risk free element accounted for by the DB pension. The 
combined plan would then be sub-optimal without a transfer.  

 Unless the DB proportion is very low in relation to that capital, it must also follow that the risk 
attitude and risk levels adopted for that capital cannot be used as a proxy for the replacement 
capital if a transfer goes ahead.  

 Other than in such cases where the combined risk approach is constrained to be sub-optimal, it 
should not change with a transfer.  All that should change is the constituents of the unaltered 
risk free proportion of the combined balance sheet (although these differences can also be a 
source of welfare gain2). 

Our opinion is that the guidance and the rules should make the integral nature of the problem 
more explicit as it provides the conceptual argument for making suitability holistic and would help 
ensure that firms’ processes were principle-based.  

3.12 Investments of the receiving scheme 
The theoretical explanation above makes the suitability of the receiving scheme’s investments 
critical to the delivery of any expected gain in welfare, but in a holistic, integrated context. The FCA 
is therefore right to have highlighted the importance of demonstrating their suitability as part of a 
recommendation to transfer. Unfortunately, the practical application of this theoretical position is 
much more complicated than the paper recognises. 
 
1 The old and new rules both assume, by implication, that in most case there is a single product 

as the replacement strategy (hence the appropriate growth rate should match that used by the 

                                                                      
2 The gain arises if the time-varying real risk free rate enjoys some economic equilibrium level, with short-term 
factors explaining deviations from this level. Considered as a risk free asset, a DB pension is equivalent to an ILG 
with a duration equivalent to the duration of the liability as defined by each member’s age and actuarial life 
expectancy. A CETV, added to free capital, might be invested conventionally in line with the free capital on the 
basis of a fairly constant ‘balanced’ asset mix in which bonds also have a long duration, in which case any 
opportunity for gain as a consequence of substituting the risk-free asset is given up. If, on the other hand, the 
combined portfolio’s mix between risky and risk assets results from matching the liabilities by their term, so 
only short-term liabilities are matched by risk free assets, there is potential to benefit from mean reversion in 
risk free rates. 
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KFI of the replacement investment). The rules need to support more explicitly the use of a 
portfolio approach such as one relying on a SIPP.  

2 In a holistic approach the receiving scheme may complement existing investments and so the 
suitability (as for any holistic plan) has to be tested at the level of the overall portfolio assigned 
to retirement funding.  

 In an approach in which optimal asset location is a deliberate strategy, the pension account 
may hold a different asset mix from the total.  

o If the option of IHT benefits associated with the pension account is being valued, 
the allocation might reflect or take on solely the utility of the potential heirs. 

o If the pension account is intended to be the last account to be drawn, it is likely to 
hold more long-duration, and therefore riskier, assets than the plan as a whole. 

o Tax treatment before death may also justify which plan assets are assigned to the 
pension account, particularly if the Lifetime Allowance may bite. 

o Theoretically this ‘blending’ exercise could be conducted even when the 
replacement strategy is a single fund or product. 

 This implies the return rate used to test for the income gain or loss in does not need to be 
specific to the pension account, as the rules expect, as long as it is the right rate for the overall 
strategy.  

3 Self-directed investors are ignored by the rules and guidance and therefore advisers are placed 
at undue risk when trying to guess what the FCA expects. This is awkward for the FCA given 
that in this case advice may be sought as a regulatory condition rather than to satisfy a 
customer’s desire for advice.   

Advisers may not be providing the replacement strategy, at least at the level of individual 
implementing holdings, even if they advise on the receiving scheme (eg a SIPP). For example, 3.12 
refers to ‘the specific receiving scheme being recommended following the transfer and the 
investments being recommended within that scheme’ (our italics).  
 
Where the adviser is not recommending, providing or able to control the replacement strategy, the 
rules (old and new) appear to make advisers more responsible for the replacement strategy than 
they can in effect be. This is likely to have deterred some advisers from working in this area.3  The 
proposed guidance does not remove or lessen this deterrent. 
 
The rules are in any event somewhat disingenuous. We were not surprised to find on a self-directed 
investor forum hints about how to game the system by telling advisers what they wanted to hear to 
make the receiving scheme strategy look least challenging. Doubtless advisers too could game the 
system. 

Q3 Guidance re checking by PTS 
 
3.16 and 3.17 address problems posed by the separation of the value assessment/comparison 
element and the investment solution. These problems are likely to arise whether the separation 
occurs within a firm’s differently-qualified advisers, within a group, within a network or with 
outsourcing.  
 

                                                                      
3 We exchanged emails with the FCA about earlier this year having been asked to participate in a panel of 
advisers on a self-directed investor platform. Without obtaining any more assurances than provided in this 
paper, we decided we were too exposed and turned it down. Our reasoning, and perhaps similar reasoning 
from other advisers approached, may have been influential in the platform itself deciding to drop the idea. 
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We are not convinced the guidance does (or can) deal with this effectively as long as the entire 
process is integrated in the way we have outlined above. We do not separate it internally and we do 
no work on an outsourced basis so we cannot comment on the implications for firms that do. 
However, we can say that there is nothing here that would make us review the decision not to work 
on an outsourced basis and, in situations where we will not control the investment strategy, only to 
advise if there are exceptional circumstances.  

Q4 Qualification for PTS 
 
3.22 floats an idea that we believe is already addressed adequately by T&C rules. It is currently left to 
the discretion of the firm to determine the point at which an individual can work unsupervised. The 
prescription in this case of a particular condition, specific experience that is also recent, is 
unwarranted and impractical, for the following reasons. 
 
1 It ignores the fact that, the more complex the problem, the more likely it is that the application 

of knowledge to the problem is best founded on principles, not cases.  

2 An advice process based on the application of the principles of the decision is likely to be 
highly prescribed by the firm and its compliance team, including the use of consistent 
mathematical tools.  

3 Legislative changes may mean that there are no past cases that apply, whereas the process 
itself can be adapted.  

4 Even assuming the client context does not alter, conclusions over time will alter due to 
changing market conditions, invalidating conclusions from similar past cases.  

5 The specific factors that together make up a client’s utility, reflecting individual circumstances 
as well as preferences, are so varied that past cases are not likely to be representative.  

Q5 and Q6 Separation of functions 
 
The two-firm solution is a particular case of the general problem posed by separation of what 
should be integrated, as addressed in our response to Q3. As noted, this would not cause us to alter 
our decision not to perform outsourced advice.  

Q7 An appropriate pension transfer analysis  
 
The prescribed APTA is intended to give effect to the changes addressed above. We have signaled 
our support for these subject to various qualifications. The same applies to the scope of the 
proposed APTA set out in 4.8 to 4.13.  
 
1 Yes, it requires holistic cash-flow planning (4.9). 

2 Yes, the scale of the DB underpinning (4.9) is critical to the analysis of any net gain in welfare 
taking into account (depending on scale) the implied impact of a transfer on existing 
investments assigned to the retirement goal. 

3 But by the same token the requirement to consider alternative ways of meeting the objectives 
(4.13) extends to adjusting the existing investments while retaining the DB underpinning (per our 
argument about integration in response to your section 2 questions). Partial transfer, if 
available, makes it more likely the same outcome could be achieved by altering the way the 
free capital is managed. It is more likely that a transfer can be avoided if the customer is not 
already a client of the adviser (since it effectively admits to shortcomings in its previous 
planning). In practice, though, an independent adviser may also feel under pressure to 
maximise the total assets they might ‘capture’ by recommending a transfer. This asset-
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maximisation motive can be tamed by making the consideration of altering the 
complementary investments a required part of the advice process. 

4 Yes, consideration of death benefits must be on the same basis as the welfare comparison 
dependent on returns. Though the requirement to quantify is implicit in COBS 19.1.10 G (1) (e), 
as life insurance in conjunction with a retained DB pension could achieve the same objective as 
transferring to secure a full spouse pension, it is appropriate to make this clear in guidance. We 
do not think the FCA should prescribe whether the comparison should be in capital terms or 
income terms. Realistically, both bases are likely to appear in the APTA (the CETV being a 
capital sum and the probable replacement income a cash flow) so either is arguably ‘on the 
same basis’ depending on the exact context or where in the report this quantification gets 
included. 

5 No, we do not agree with the logic or practicality of 4.10. The presumption that advisers are 
more rational than clients, or better able to decide what makes up their personal utility, is 
speculative. It is anyway at odds with the importance given in the FCA rules and FOS reviews to 
what clients say about themselves. If in any area of advice a professional feels a client has not 
reached the same conclusion they would, when provided with the same complete, unbiased 
and (where possible) quantified information, they as agent must then assume they have not 
yet correctly defined what makes up their client’s actual utility. They must consider what it is 
that would rationalise the conclusion and test that with the client. It is perfectly possible that 
the implied justification is emotional. If this implied justification in fact holds and a client then 
persists in their decision, they are not an insistent client: the adviser is an insistent adviser, 
insisting on imposing their own utility, values, risk preferences or emotions on their client. The 
best the FCA can do to deal with differences in the way agents and principals make value 
judgements is to focus on the process that forces the quantities relevant to the value 
judgement to be addressed, which this paper does aim to do.  

6 Yes, the replacement strategy is critical (4.11), as COBS already makes it. We have already 
commented on the problems posed by agent responsibility not being matched by agent 
control. 

7 Yes, the intended means of taking benefits is critical to the assessment (4.11) – hence the 
internal inconsistencies in the CY and TVC.  

8 Yes, it must take into account tax (4.12) which will usually also mean it has to be holistic. 

Q8  A mandatory transfer value comparator 
 
We do not agree with your proposed TVC, for three linked reasons set out below. 
  
1 It does not achieve the objective set out in the paper to show the market-derived economic 

value of risk-free retirement provision. 

2 It is internally inconsistent because it implies there could be a radically different attitude to risk 
(or indeed to the value of a risk free pension) before and after retirement age. 

3 It does not deal appropriately with the dependency, in most cases, of any available utility gain 
on continued risk taking after the retirement age.  

These inconsistencies carry over from the existing CY approach where they are (in our experience) 
intuitively obvious to most clients and are a source of bafflement. They are also the source of the 
problems we have identified with simplistic assessment of the advice process by FOS and unrealistic 
proposal forms from PI underwriters.  
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1. The FCA’s objectives 
We agree with the concept of demonstrating quantitatively how valuable a risk free retirement 
income is, to lean against behavioural biases that could lead to poor choices.  
 
In our view this is not a requirement confined to a transfer exercise. The cost, in additional resources 
or lower outcomes, of adopting a risk free approach to any goal is part of the complete information 
required by investors if they are to exhibit their preferences directly. That cost should be derived 
from market prices or insurance quotations. In the particular case of a pension transfer, it is only the 
complex form that the indexation of benefits takes that makes the selection of the appropriate 
market prices more complicated than usual.  
 
Applied to a DB pension, the market-derived value of the benefits is a function of the cost of 
replicating those benefits in the period up to, as well as after, retirement. Both are risk free in the 
case of the DB pension (although we note that some proportion of the income may not benefit 
from inflation protection). The true cost of avoiding risk resulting from retaining the DB pension is 
given by the replication of benefits at every stage.  

2. Inconsistency of implied risk attitudes 
Any different approach imputes a different risk/return trade off to each of the accumulation and 
decumulation phases. This is intellectually flawed.  
 
There is, arguably, a rationale for making a change in risk attitude a function of reaching the 
retirement age: the option of working longer to make good poor investment returns in 
accumulation may be lost at retirement age. But this rationale cannot justify the TVC hypothesis: 
 In many cases the nature of the employment means the option will not in practice exist. 

 Even where it does exist, the FCA hypothesis describes a possible scenario, not the norm.  

 The likely adjustment to risk tolerance is much smaller than the change in risk tolerance 
implied by the TVC hypothesis.  

3. Dependency on the period of risk taking 
This intellectual inconsistency shows up as textual inconsistencies through out the paper. 4.16 
implies (wrongly) that risk tolerance can be identified independent of the term (and hence of the 
intentions for taking benefits). 4.28 stipulates that the growth rate assumed for the accumulation 
period should be estimated independently of the hypothetical assumption of an annuity purchase. 
But 4.28 relates to the preferences discovered by making the investment strategy dependent on a 
particular approach to taking benefits. Finally, a reference to lifestyling makes it unclear whether 
the presumption of an annuity requires a discount rate that assumes desrisking ahead of the 
annuity. If it did not, the risk attitude (and discount rate) derived from an intention to draw down 
would not necessarily be consistent with not derisking, given the scale of the uncertainty around 
the relationship between equity returns and gilt yields. These inconsistences are not resolved in 
COBS 19.1.10 G (a).  
 
Unless the remaining accumulation period is very long, it is likely that the identified investment 
strategy does explicitly rest on an assumption about extending risk taking beyond retirement age.  
A short period of accumulation is unlikely mathematically to yield any welfare gain from 
transferring. At the high levels of confidence logically consistent with the low-risk preference for an 
annuity, including a glide path to deal with the equity/annuity conversion risk, a short period of 
accumulation is likely to yield a shortfall.  Only factors other than investment returns can then 
explain any net gain in welfare.  
 
In cases where a long period of accumulation remains, the combination of a low-risk accumulation 
strategy and an annuity purchase could theoretically be appropriate.  The period of compounding 
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of any assumed risk premium then has to be long enough, even with a low exposure to risk assets, 
to provide a potential welfare gain. Note though that this is highly dependent on the level of ILG 
yields. In normal market conditions (so excluding the circumstances that currently favour transfers) 
the length of the accumulation term necessary to achieve a better outcome with a high level of 
confidence is  about 25 years (based on our model), even without allowing for a glide path at the 
end. It will rarely arise and if it does it will apply to a transfer value for a young person that is likely to 
be modest in relation to the present value of their future contributions to retirement income.  
 
We note that requiring the target to be a capital sum rather than a growth rate will make the 
calculation a function of the term over which growth compounds. But this in no way lessens the 
potential impact of not making the calculation dependent on, and consistent with, the client’s 
intentions about how to take benefits and the actual planned period of compounding.  
 
Once it is accepted that risk taking is intended to persist through retirement, the TVC is in any case 
redundant. 

How could the FCA amend the TVC? 
Because the FCA’s belief (hope?) that a single, standardised calculation can act as a deterrent to bad 
recommendations or bad choices is unfounded, it is important that the significance of the market 
cost of replicating the benefits risk free is communicated to all as a notional exercise, as part of a 
complete information set, so it loses the power to be wrongly used as a test after the event of the 
merit of the transfer.  
 
We believe this is achieved by quoting the cost of notionally replicating the benefits in a form that is 
risk free in every respect (longevity, capital markets, inflation) and at every stage (before as well as at 
retirement). This should be part of the comparison of outcomes required for any transfer report to 
demonstrate sensitivities to risk, and the time dependencies, on consistent bases. 
 
The calculation of the risk free replication is approximately equal to a deferred annuity with an 
appropriate level of inflation protection. In a situation in which the scheme has derisked and 
matched its liabilities, there is unlikely to be much difference in the resources required for the risk-
free personal pension and the CETV. But differences may arise where the CETV uses discount rates 
appropriate for an asset mix that includes a proportion of risky assets. This will at least help to point 
to the fact that the source of the welfare gain dependent on risk taking is a difference between the 
risk tolerance of the scheme and the risk tolerance of the member. 
 
The hypothetical case consistent with the TVC can also serve as the basis of redress, but only in 
situations in which the stated assumption of continued risk taking through retirement was found to 
be wanting and the ‘true’ preference, had it been properly informed and costed, was likely to be for 
an annuity.  
 
Viewed as one of a set of comparisons on consistent bases, the risk free illustration will be 
accompanied by illustrations that assume different levels of risk. In all these illustrations, note, the 
base number required for computing the probable outcomes (as cash flows, not capital) is not the 
projected pension at retirement age (which introduces potential errors in the future inflation 
assumption) but the value of the deferred pension at the time of the report, reflecting known uplifts 
since leaving. Curiously, this known quantity is not often available without requesting a CETV.  
 
We would like to point out that it is perfectly possible to provide these illustrations without making 
a personal recommendation. In our process, generating some modelled outputs specific to different 
risk approaches is used as part of the high-level feasibility check before drawing a client into an 
expensive review process that may have a low chance of providing economic value (see p3).  
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We have designed a tool for this purpose that interacts with a stylised version of our full stochastic 
model, simplified (for speed of iterations) but still specific to current market conditions. Our 
intention is to design an interface that uses the full version of the model so that client and adviser 
can both make inputs and generate outputs, with or without assistance. It is surely relevant that 
many of the intentions of the TVC can be met more effectively as part of a more informative process 
without excessive prescription.  

Q9 Proposed changes to the assumptions 
 
Though we see the TVC as redundant, except as part of a range of risk-dependent illustrations, we 
should still consider the proposed prescribed inputs. They could in principle be applied to all the 
illustrations.   

Growth rates 
These are fundamental to the decision but, as noted in response to earlier questions, they need to 
be made consistent with other proposed requirements, as follows. 
 
1 The assumption needs to be consistent with the purpose of the illustration. So to identify the 

cost of replicating the benefits risk free at every stage, there should be no growth input from 
risk assets.   

2 Where any risk taking is being illustrated, there should be a range of growth rates consistent 
with different approaches to risk, with or without an annuity assumption as appropriate. This 
makes the transfer report part of a risk-discovery process, not a recommendation process.  

3 The illustrations should be specific to the holistic retirement goal, not the replacement product 
or strategy.  

4 The resulting adopted approach should determine the growth assumption that can be tested 
for suitability purposes. 

5 The replacement strategy for the receiving scheme, whether a separate account or an addition 
to an existing account, may have a rationale specific to the asset location strategy and in that 
case may be different from 4 above. 

6 In any event, KFIs may not apply and may not provide the growth assumption. 

Charges 
Whether or not the TVC is redundant in the context of illustrations that seek to test for welfare gain, 
we believe all illustrations should be specific to costs. This is because one of the benefits of the DB 
scheme is the avoidance of costs.  
 
However, if there were no prescribed format for the TVC and instead only a format covering all 
illustrations used to compare benefits, it is appropriate that they include the marginal change in 
costs attributed to a transfer. We agree that this should include platform costs.  
 
 The illustration would only include an annuity cost if that was consistent with the particular 

illustration, such as a risk free alternative at every stage or risk-taking likely to be restricted to 
the accumulation period.  

 The marginal cost may not refer only to the specific replacement strategy if 5 above applied. 
However, the reasons for this would need to be noted.  

 Some of the marginal costs may be flat-rate rather than ad valorem, or there may be 
economies of scale applying to the value basis (so on unchanged assumptions growth might 
reduce the percentage charge).  
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Advisers need to be free to estimate these effects and explain them and guidance should address 
these points rather than assume a formulaic approach is always available.   
 

Q10 Views on the use of stochastic tools 
 
We have relied on stochastic modelling for any drawdown plan since the formation of the business 
in 2004, applying models first developed in 1998/99 and refined since. All models currently used are 
proprietary.  

Appropriateness of stochastics 
 In conventional portfolio theory, deterministic models usually presume a common definition of 

utility that justifies, for maximum convenience and scalability, using a standard measure of risk 
(variance and covariance) to build portfolios that maximise utility.  

o This simplification relies on a time dependency for risk (a function of the square 
root of time) that is at odds with the conventional assumption of mean reversion 
in real equity returns implicit in the assumptions commonly used (including the 
FCA prescribed growth rates). This leads to inaccurate estimates of the distribution 
of horizon-specific risky returns required to be compared with a horizon-specific, 
market-derived, risk free rate. 

o The simplification does not fit the much more complex and varied definitions of 
personal utility displayed by individuals.  

 Deterministic portfolio models cannot therefore deal adequately with the time dependencies 
involved in portfolio problems defined by:  

o outcomes at known horizons in the form of sustainable draw or ‘income’  

o constraints on outcomes (such as limited tolerance of unplanned cuts in income or 
draw over time; required sustainability to a given age; minimum tolerable draw)  

o utility defined in terms of the personal consequences of lower outcomes and the 
value assigned to higher outcomes  

o consequences and value that have time or age dependencies (forced cuts in 
spending or trading down at 90 may be expected to be experienced differently 
from the same at age 80) 

o tolerances that are conditional on progress to date4. 

 Simulations are likely to be used to model the dependency of returns on initial conditions 
(even if, once a model has been parameterised, simulations are not then required to generate 
every projection). As long as mean reversion is implicit in industry practices, making 
projections dependent on initial conditions will generate better projections and encourage 
investors’ persistency with a chosen course or risk approach, by making constantly re-projected 
plan outcomes less sensitive to short-term volatility.  (The FCA could argue that projections can 
be adjusted down from the prescribed mean to reflect high markets but that is pointless as 
long as they cannot be adjusted up to reflect low markets.) 

 With more robust calculation of the probability distribution it is possible to link risk tolerance 
to a specified level of certainty. Choices made can then reflect the required certainty.  

                                                                      
4 For example, in common with traded options, a tolerance of shortfall, expressed as a level of real income, 
exhibited by a client when a plan is or is expected to be fully funded will not be the same if and when the same 
plan has later moved into surplus. 
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 Time-dependent outcomes at known horizons that are subjected to constraints require a 
dynamic set of exposure rules that are unlikely to be captured without simulations of the 
application of the rules given different return paths.  

 Depending on the particular way in which the problem is to be solved, there may be elements 
of the model that are non-linear, such as short-term return distributions, regime-switching 
inflation or the path dependency of fixed draw rates. These are only possible with stochastic 
modelling.  However, these are not necessarily common to all solutions. For instance, inflation 
models could be avoided by modeling real returns directly (so inflation uncertainty and any 
links between inflation and real returns are absorbed within the observed real-return 
uncertainty without needing to be separately specified); path dependency could be avoided 
by independently funding all short periods of cash flows, such as every year. We think these 
particular variations in model approaches are likely to be less important to the relative merit of 
stochastic and deterministic projections than the other differences set out above.  

Presentation of stochastic outputs 
 The outputs from simulations that can capture all of a probability distribution can be used to 

inform clients’ choices and test their understanding of the costs and consequences of different 
constraints. They can also be used to plan the assignment of resources to different goals, if 
applicable, or to modify the approach to a single goal in order to reflect the presence of a 
separate objective or option (such as a bequest motive embedded in a retirement spending 
plan).  

 The approach would normally be iterative, although it is possible that there are no competing 
goals and most of the parameters of the single goal are known and fixed, in which case it may 
be possible to solve for the missing variable (usually the optimal risk approach).  

 The logic governing iterations is fairly intuitive: start with the knowns with no or little ‘give’ 
(which could be dates, or amounts such as a known CETV or finite real savings rate) and solve 
for the variables that have more give. These could be time (eg when economic earnings cease 
or how quickly), resources (more or less existing capital assigned, more or less planned savings) 
or risk (which will change the distribution and hence will impact in any constraints).  

 In an iterative process, the outputs themselves inform the adopted inputs, where any of these 
are not known but subject to trade offs. Hence, the cost of a risk free approach can show how 
much of the available resource it takes at the expense of any secondary purpose such as 
gifting.  

 This ensures the choices made are relevant to something they understand (spending) instead 
of abstract (as risk tolerance otherwise is) and are complete (fully costed, by linking probable 
outcomes to required or assigned resources). 

 In the context of transfer advice, the presentation of the outputs might be expected to focus 
on the following: 

o The probability of achieving a higher level of income than the DB target, taking 
into account any necessary adjustment to the outcomes of the existing plan that 
assumes the DB underpinning. 

o The size and chance of shortfall. 

o The size of any upside to which value needs to be assigned to justify any shortfall. 

o Stress tests of the duration of the plan if planned draw was not to be adjusted. 

o Comparisons of resources required including with the CETV.  

o The impact on resources required (or sustainability of known resources) of 
profiling spending at different ages/stages. 
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o The dependencies of all these outputs on different approaches to risk (also at the 
level of the goal as a whole). 

o Quantifiable options such as insuring spouse death benefits can be brought into 
account either as a reduction in the CETV, increase in resources required for the 
plan or reduction in draw. 

o Options subject to weighting by a probability estimate, such as IHT gains from 
dying with SIPP capital undrawn, can also be brought into account.  

Consumer understanding 
Since our approach relies heavily on the communication of model outputs as a means of planning 
goals, defining utility and identifying optimal approaches to risk, it is possible to test (crudely) for its 
benefits via various attributes of our own business. 
 
1 We enjoy very high conversion rates (from committing to a holistic review to appointing us to 

manage) when planning using the model.  

2 We have very high retention rates. We have never lost a client where we are managing the 
retirement spending goal. 

3 Clients do not often change the plan parameters except where circumstances change, so the 
initial planning approach does appear to get the risk attitudes right. 

4 These benefits have obtained in spite of many changes in individual advisers and the 
withdrawal of the founders, as authors of the process, from service delivery. 

The link with these attributes and the use of models appears to be confirmed by what clients say 
about the process.   
 
The last independent and anonymous client survey we conducted was in 2010. This established that 
clients enjoyed high levels of composure, which covers various features such as a sense of control; 
clarity about the objectives, the route to achieving them and the progress in achieving them; ease 
of decision making that the framework provides. Subsequent testimonials confirm these features. 
 
Feedback from the planning stage, which is where these foundations are built, suggests that some 
of these benefits stem from the mental accounting aids or motivational aids that goal-based 
planning generally is able to provide But we believe it is a significant advantage to be able to plan 
using the probabilities, because they allow us to answer the questions clients most want answered 
and to avoid abstract terms such as ‘risk tolerance’ that are either meaningless or mean different 
things to client and adviser.  
 
Further investigation suggests that the single most important innovation we have made that affects 
these features is using outputs about outcome probabilities to drive inputs to planning iterations. 
All iterations need to start with some potentially arbitrary assumption but thereafter the process 
relies entirely on further iterations to narrow down the ‘true’ preferred parameter values, be they 
resources, time or risk. What clients derived from iterative interaction with the model is not 
dependent on their own sophistication, as these vary widely across our client population, including 
between spouses. 
 
We believe that some of the benefits come from specific aspects of our modelling that may not be 
common to stochastic processes generally. For instance: 
 
 Simple models are easier to explain than complex multi-factor models. It helps when 

describing stress test that our equity real-return model is derived from a single factor: past real 
returns, as it makes it easier to explain, using historical examples, what the test looks like. 
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 We think the underlying philosophy of the model, seeing the model as a view of ‘how the 
world works’, is also important to consumer acceptance.  

 Our model also reflects a particular attitude to the industry and its historical development, with 
a focus on supporting personal responsibility and sharing not exploiting information 
advantages. There is therefore a perceived consistency between the personality and chemistry 
of the firm and that of the model. 

 Models that assume mean reversion when re-projecting probable outcomes will make for 
more stable outputs, such as funding status (resources required versus actual resources) or 
probable outcomes, than the portfolio value itself. Thus a 25% reduction in asset values should 
not result in anything like that change in projected outputs. This is an important aid to 
composure.  

 Though Liability Driven Investing is not a concept recognised by individual investors, a model 
that applies similar principles appears to provide a more intuitive framework for decisions, as 
(we maintain) has been the case for lay DB trustees. It helps that the liability profile in time fits 
easily with a cash flow plan, something they may already be familiar with.  

Reconciliation with deterministic projections 
When this issue surfaced first, just before the launch of this business, but after the original model 
had been built, we had a meeting with the FSA to try to explain why the idea of constraining 
stochastic models to ensure consistency of means with deterministic projections was both 
mathematically impossible (as long as the model was relatively complex and had non-linear 
elements) and conceptually bizarre. The whole point of stochastics is to make better estimates. We 
were certainly not alone in making the point. It remains our view, as a matter of principle. 
 
The FCA might reflect on the risk that in constraining the development of more robust or more task-
specific techniques it frustrates innovation. It is striking that the methods in practice in the industry 
have barely changed since computerisation first facilitated the implementation of portfolio theories 
developed in the 1950s. This ossification contrast with lively and creative academic activity in this 
area.  It contrasts with the constant development of practical applications of theories in other areas 
of finance. And when we see fintech being applied to household investment, it seems to have 
nothing to offer beyond replication by machine of those human processes that have been so 
resistant to change. The question the FCA needs to ask is how much are its regulations reinforcing 
ossification?  

Consistency with other mandated documents 
Inconsistency with the deterministic projections is a problem we as a firm could well do without.  
But it arises relatively rarely for us, as discretionary managers.  Transfer reports are one of the few 
instances where we find ourselves having to include numbers that we do not believe are helpful or 
meaningful and having to explain why they differ from our own projections.  
 

Q15 Overseas transfers 
 
The application of the existing rules to overseas transfers involving two firms, each in separate 
jurisdictions, is a subject we have in the recent past taken up with the FCA. It was prompted by an 
attempt to develop with an overseas firm in one jurisdiction (NZ) a combined approach consistent 
with the DWP’s intentions. After that contact with the FCA we were not satisfied that the 
boundaries between each firm’s responsibilities for different aspects of the advice were clear 
enough so we decided not to proceed.  
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The new proposals make no difference to our decision. The roles are still subject to too much 
overlap. We wonder how this can be reconciled with the DWP’s intentions. 
 
There are two technical observations to make. 
 
1 The mooted transfer is not a transfer of safeguarded benefits, unlike a UK beneficiary’s benefits 

from a UK DB scheme. The income with which the replacement strategy needs to be compared 
is the sterling DB income plus or minus an adjustment for currency risk. In a real-return context 
for the decision, in which currency is modelled on a purchasing power basis, the relevant risk 
measure is the variance in the real exchange rate, ie the movements not explained by inflation 
differentials. For receiving scheme currencies like the AUD and NZD this variance has 
historically been very high.  

2 The hypothetical assumption of a sterling annuity is even less appropriate and the prescribed 
TVC entirely inappropriate.  

Q16 Streamlined advice 
 
We do not understand how focused advice can be possible in the context of the holistic suitability 
requirements.  
 
In a hypothetical case in which there is no other ‘free’ capital contributing to retirement, it is a 
simpler exercise, and so likely to be quicker and cheaper, but is essentially the same exercise in 
discovery of the client’s true indifference between the certain outcome and uncertain outcomes.  

Q17 CBA 
Our recommendation that the complex and time-consuming be dropped, as redundant, would 
have positive cost/benefit consequences as this is an expensive component of the process. We 
wonder whether the FCA’s analysis would allow it to identify the cost contribution of this element 
currently.   


