June 2010 update on Contracting out of the Second State Pension – Reviewing your decision 

As you will be aware the government has previously announced that Contracting Out of the Second State Pension through individual pension plans will be abolished from 6th April 2012 onwards. 
However, despite this announcement it is still important for all pension policyholders to consider whether they wish to be contracted in or out of the State Second Pension (S2P) over the next 2 years. 

Circumstances affecting the economy and your financial circumstances can change and the relative attraction of contracting out, or in, can vary with age. It is essential that a review of your contracting out decision is undertaken regularly. This is because the levels of contracting out rebates are reviewed every 5 years. The last such review resulted in the maximum rebate levels being slashed from 10.5% to 7.4%, meaning that the maximum level of rebate payable is now reached at age 43.

The current consensus view is that anyone who does not wish to risk receiving lower benefits than those provided by the State Second Pension (S2P) should contract back in to S2P. 
The risk is particularly high for those aged over 43, who are likely to be worse off in purely financial terms if they remain contracted out as contracting out rebates are not likely to provide higher pension benefits than those offered by S2P without taking significant Investment Risks. This is based on the assumption that there will be no change to future S2P accrual and that the pension is drawn at State Pensions Age (SPA). 

However, if you are prepared to take significant Investment Risks in order to potentially receive higher pension benefits at retirement, then contracting out of S2P for the next 2 years may still potentially be beneficial as:

1. You will be able to take these benefits from age 55 which is earlier than SPA. 
2. You will be able to draw 25% of the accumulated fund as Tax Free Cash at retirement, which is not available from S2P benefits. 
3. If you currently don’t have a spouse or civil partner, if you die before SPA, your contracted-out fund can be left as part of your estate, which is not available from S2P benefits
In view of the complex issues involved, we would urge you to contact your consultant for a review of any Contracted Out benefits you may have.

