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DC scheme design stirs up strong opinions, By Sophia Grene, FTfm, November
25, 2012
The UK is in the process of changing its pension system. Where it used to have a
system of defined benefit schemes sponsored (and guaranteed) by employers, most
current employees are now having to join defined contribution schemes, in which they
will bear all the investment risk themselves.
Some countries, such as Australia, Switzerland and the US, have moved further still
along this path.

Click to enlarge
The design of these new pension vehicles is a work in progress. David Blake,
professor of pension economics at London’s Cass Business School, likens it to the
early years of the aviation industry when aeroplane designers came up with all shapes
and forms. “But they had to get passengers safely to a destination on time, which
doesn’t leave a lot of choice in the end, so now planes all look alike,” says Mr Blake.
One design feature both Mr Blake and Towers Watson, the consultancy, think should
be dropped from the final product is the daily liquidity that is standard from most DC
pension providers. Towers Watson is calling for a re-think of this feature.
“These days, most DC plan members are used to getting up-to-date valuations of their
accounts – for example, online or via a customer service centre – with the ability to
trade on their accounts as frequently as they would within their ISAs [liquid, nonpension savings vehicles].” says Nico Aspinall, head of DC investment at Towers
Watson.
But Mr Aspinall argues this daily liquidity bars investments in many alternative, less
liquid assets, such as hedge funds, private equity, infrastructure, and reinsurance,
despite these seeming like the perfect fit for long-term investors.
Mr Blake agrees. “It’s ridiculous. We have these long-term investments and then
encourage people to treat them as short term. It’s dangerous. It could encourage some
people to become day traders with their pension funds.”
Admittedly, with more than 90 per cent of DC scheme members sticking with their
scheme’s default savings option, this danger is not a risk for most, but this apathy
shows how unnecessary daily liquidity is, according to Mr Aspinall. “We’re thankful
and glad if they look at the valuation once a year, when they get the annual report,” he
says.
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According to calculations by Towers Watson, DC funds could provide their members
with as much as 5 per cent extra income in retirement if they could fully diversify
their portfolios across all asset classes.
Making it hard for DC pensions to invest in infrastructure is also something of an own
goal for the UK government, says Mr Aspinall. “There’s been a lot of noise from the
government about wanting pension funds to invest in infrastructure, but if DC is the
future, where’s the money going to come from?”
The problem may not be insuperable, as shown by the Chilean pension system, which
is a mandatory DC system into which a 10th of employees’ salaries (up to a set
amount) is invested. The Chilean funds have daily liquidity and have between 5 and
10 per cent in illiquid assets, around the allocation recommended by Towers Watson.
Eduardo Walker, of the School of Business Administration in the Pontificia
Universidad Católica de Chile, has written extensively about the ideal structure and
asset allocation of DC pensions. He sees daily pricing as a positive.
“The big advantage of daily pricing, besides transparency, is that profits and losses
are realised daily and there are no strange incentives to the portfolio managers related
to mispriced securities. For example, if there were an asset which is overvalued in the
books, incentives for selling such a security are reduced.”
Illiquid assets are prone to mispricing, given that by definition they are hard to price,
which could also give rise to an unintended redistributive effect between pension
members.
Mr Walker explains: “The issue becomes whether and how wealth is redistributed
between shareholders of the fund when there are additions and withdrawals. If illiquid
assets are undervalued (or overvalued), new contributions to the fund will get too
many (or too few) shares and withdrawals, too few (or too many).”
However, Mr Aspinall claims that large enough funds should have sufficiently strong
governance to manage this, particularly given that there should be no significant need
for liquidity in most UK DC funds for the next 25 years.
Daily liquidity is not a requirement of UK-based DC pension providers per se, but it is
standard, in part because most DC pensions are set up using funds available through
platforms, which are regulated as for the retail savings market.
“We had reasonable occupational pension legislation and reasonable consumer saving
legislation,” says Mr Aspinall.
“The problem is that when they come together they don’t add value.” He says
regulators need to sit down with the pensions industry and work out what exactly is
needed.
Mr Blake says one vital element is scale: “There are 100,000 schemes in this country,
most are tiny.” This means they lack the resources to help members invest in illiquid
assets.
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“Governance of schemes needs to be tackled urgently,” he says.
“Otherwise all this money could be frittered away and people who have saved as the
government wanted will end up with rubbish pensions.”
Mr Blake sees a cap on costs as an effective way to “force economies of scale”.
The benefits of fewer, larger pension funds are not disputed, although many in the
industry are less keen on driving down costs, claiming value for money is more
important than a focus on charges.
London council pension funds criticised for bad management
MICHAEL BOW, City A. M., Monday 12th November 2012
BADLY managed council pension funds in London are increasing the risk of fee
hikes for taxpayers, a damning report today concludes.
The council pension schemes across London, run by councillors and underwritten by
taxpayers, have weak governance standards and make poor investment decisions, the
Pensions Institute report claims.
It adds that without change taxpayers will have to pick up the tab to fill the pensions
blackhole.
The study said the schemes’ watchdog, the Department for Communities and Local
Government, needs to take a tougher line on how indebted the schemes are allowed to
become, in order to protect taxpayers.
Report author Professor David Blake: “It is shocking to see the government’s
complacency in terms of the regulation of the gold-plated local government schemes.
“It is even more shocking when you realise that private sector employees, who are
also council taxpayers, will have to pick up the bill for the poor investment
governance.”
London council pension schemes are 'ticking timebomb', says report
Phillip Inman , The Guardian, Monday 12 November 2012
Pensions Institute says local authority schemes could cost taxpayers millions of
pounds after years of poor governance
Local authority pension schemes in London are a "ticking timebomb" that could cost
taxpayers millions of pounds after years of poor governance by trustees and the
government, according to an independent report by the Pensions Institute.
The study calls for an urgent review of the schemes, which look after the retirement
funds for hundreds of thousands of current and former local authority staff, to help
future taxpayers avoid picking up the tab for a looming explosion in costs.
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Trustees, who are responsible for the funds' health, are accused of massaging down
pension deficits by "shopping around" for favourable projections of long-term
investment returns and higher rates of interest on savings income. Trustees, many of
whom are elected local councillors, were found to be delaying recovery plans – which
would involve increased funding – in an effort to conserve cash.
The Pensions Institute, part of the Cass Business School, also says in the report that
the Department for Communities and Local Government needs to review its own
procedures after spending years ignoring the problem. The institute warns that without
a wholesale review, London councils will be threatened by a widening gap between
the costs of providing retirement incomes for workers and the funds available to pay
them.
Most public-sector pension schemes pay retired workers from annual tax income.
These pay-as-you-go schemes, which cover teachers, the NHS and the police, have
seen a large rise in costs as pensioners live longer. But local authority pension
schemes, which pay retirement incomes from investment funds built up over decades,
have faced a double whammy of rising life expectancy rates and falling investment
returns, leaving them with large funding shortfalls.
Mike Taylor, head of the London Pensions Fund Authority, which manages the
former Greater London Council pension funds and is covered by the report, said the
study bolsters the case for merging funds.
"This report pushes us further forward in the debate over the merger of local authority
funds," he said.
Many senior officials in the pension fund industry want a merger of all local authority
funds to save administration costs, but have met resistance from councillors and trade
unions. The institute says that trustee boards are hampered by the domination of local
councillors, many of whom have limited experience of retirement fund management.
Some London council pension schemes can meet only 60% of their liabilities against
an average of 75% across all councils and 79% in equivalent private-sector schemes.
The report says: "The London local government pension schemes in aggregate
represent a ticking timebomb for London council tax payers and very likely for
national tax payers too. But, we believe it is possible for this timebomb to be diffused
if the relevant stakeholders act now."
Ministers are currently steering a pensions bill through parliament that aims to limit
the costs of providing public-sector pensions. The rule changes affect most staff in the
public sector and will lead to later retirement, higher contribution rates and reduced
incomes. A report by the Pensions Policy Institute found that the cuts will make a
substantial reduction in costs to public-sector employers, though its calculations are
disputed by some pension experts, who accuse the institute of exaggerating the extent
of the reductions.
The PPI report concludes that the changes will reduce the annual cost to taxpayers by
a third, from about 23% of salary to 15%. John Ralfe, an independent consultant, said:
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"The 3% increase in member contributions from around 6% to 9%, is a saving, and
reduces the real cost to taxpayers from 25% of salary to 22%, a much smaller saving
than the PPI calculates. Since the public-sector wage bill is over £100bn, the PPI
understates the public-sector pension cost by a whopping £7bn a year." Ralfe says
that, like London councils, the government is underestimating the future costs of
providing guaranteed pensions to public-sector workers.
The Office for Budget Responsibility, which advises the Treasury, produced a report
earlier this year that showed the cost of providing public-sector pensions falling as a
proportion of national income over the next 30 years, but not before a rise that will
add several billion pounds to the exchequer's financial outgoings.
London LGPS 'fundamentally flawed': Pensions Institute
By: Naomi Rainey, Professional Pensions, 12 Nov 2012
London's local government pension schemes are poorly and inconsistently governed
due to "fundamental flaws" that could threaten their sustainability, the Pensions
Institute says.
The organisation released the "shocking" report into the capital's 34 LGPS funds
today, with PI director David Blake blasting the government's "complacency" towards
investment governance in the public sector.
Most of the London LGPS defined benefit schemes were found to have significant
faults in their investment governance procedures, which was further compounded by
"weak oversight" from Department for Communities and Local Government.
Among the issues of concern was the ability of schemes to understate their true
funding position by shopping around for the best actuarial assumptions and
inconsistent and incomplete data regarding the funds' financial health.
A lack of targets for investment performance and the ability for schemes to repeatedly
extend recovery plan periods were also criticised by the PI.
Blake, who authored the report alongside senior visiting fellow Dr Debbie Harrison,
said: "The government has a choice: sort out investment governance and regulation in
LGPS or make further reforms to the pensions provided by these schemes, bearing in
mind that in the private sector defined benefit has gone for good."
Local authority pension committees came under fire for lacking experience and
expertise, in part due to their composition of elected councillors. The report found too
few committees contest advice from actuarial and investment consultants, or
challenge under-performing asset managers.
A preoccupation with micro-issues such as asset manager selection and individual
manager targets, along with a default preference for active management solutions,
were responsible for driving unnecessary costs, the report found.
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Ultimately, the PI warned schemes will require huge cash injections to remain
sustainable once the true funding positions are disclosed.
The report argues London taxpayers - most of which work in the private sector where
DB schemes have been replaced with defined contribution schemes - are underwriting
these schemes and must be made aware of the "growing scandal".
Blake added: "The London schemes are particularly at risk because they are so small,
with funds worth less than £1bn at the last valuation, and less than £0.5bn in 50% of
cases. This denies them the opportunities conferred by scale, which is enjoyed by
many of the non-London schemes."
Responding to the report, a DCLG spokesman said: "Councils are required to properly
administer local government pensions schemes so they are cost effective and
affordable to taxpayers.
"Strict government rules already require councils to be transparent about all
investment decisions and how schemes are managed. These will be strengthened
further by the Public Service Bill, which will introduce independent oversight of
council funds to ensure a greater consistency and to prevent risks being taken with
taxpayers' money."
Reforms to LGPS are currently being considered by Parliament as part of the Public
Service Pensions Bill. Last week, the Chartered Institute of Public Finance and
Accountancy warned the changes could undermine local accountability (PP Online 7
November)
Pressure mounts to defuse London’s pensions ‘time-bomb’
Plans for a full or partial merger of London’s 34 council pension funds have come a
step closer, following an academic review of the funds’ investment procedures that
describes them as a “ticking time bomb”.
Mark Cobley, Financial News, 12 Nov 2012
Local-government leaders in London are due to meet on Tuesday to consider separate
proposals from accountants PwC to tackle the problem.
The audit firm recommends closer co-operation between the local-authoritycontrolled funds, including the pooling of their £25bn of investments.
The idea has been discussed before, but Mike Taylor, chief executive of the £4bn
London Pension Funds Authority, the biggest existing fund in the capital, said: “This
is moving it a step closer.”
The academic review, prepared by the Pensions Institute at Cass Business School,
found that most London funds are “sub-scale” with between £500m and £1bn under
management.
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Professor David Blake, one of the authors, said: “Local councillors are often reluctant
members of pension investment committees and don’t have the financial experience
to do the job effectively.”
'Serious weakness' in London funds, report finds
Ian Smith | Pensions Week | 12 November 2012 |
Many London local government schemes – especially smaller funds – are suffering
from poor governance and a lack of government oversight, according to a report
published today.
The report by the Pensions Institute has found “serious weakness” in the governance
frameworks of London pension funds that it said could not be solved by training
alone.
Professor David Blake, director of the Pensions Institute, and one of the report’s
authors, said some councillors needed to first recognise their inexperience for the job.
He said: “These [councillors] who are doing this unpaid work for the good of the
community should recognise where their weak points are, when it comes to this
massively important financial burden of underfunded pension schemes.”
The lack of expertise is compounded by the democratic nature of the scheme
management, the report found. At one scheme, all four councillor members of the
governance committee were changed at one meeting.
“In this case, scale is a way of improving investment governance,” Blake added.
The report also criticises the Department for Communities and Local Government for
the “lack of a strong governance framework and supervision”.
A DCLG spokesman said governance of these schemes is ultimately “a local matter
for councillors”, but that the public service bill will introduce independent oversight
of funds.
The current regulatory framework requires a funding strategy statement and statement
of investment principles from funds.
"[These are set to] ensure transparency and that all investment decisions are taken on
the basis of proper advice," said the spokesman.
London's local governments face pension time-bomb
LONDON | Reuters, Mon Nov 12, 2012
Years of poor governance and mismanagement have turned London's local
government pension schemes into a "ticking time-bomb" that could mean a massive
bill for taxpayers, a new report has found.
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The report by think-tank Pensions Institute published on Monday said that by
"shopping around" for the most favourable actuarial assumptions, local government
pension schemes were understating the real value of their pension liabilities and
repeatedly deferring funding recovery plans.
"Unless the government takes action, the point will come shortly when the schemes
can no longer hide their true funding positions and will require massive injections of
new money to remain sustainable," it said.
Many public sector and private sector pension schemes are under pressure because
people are living longer and investment returns have shrunk partly due to volatile
equity markets and a sustained period of low interest rates.
"It is ... shocking when you realise that private sector employees, who are also council
tax-payers, will have to pick up the bill for the poor investment governance that has
been going on now for many years," said Professor David Blake who co-authored the
report.
Blake said the government had to choose between sorting out investment governance
and regulation in the local government pension schemes, or take action in terms of the
pension provided by these schemes.
The report found that too few pension committees, which are dominated by elected
councillors, challenged under-performing asset managers or advice from their
actuarial and investment consultants.
It also said the councillors were overly dependent on the incumbent fund managers of
the pensions schemes for their investment "training". Experience and expertise of the
councillors on the committees was "severely limited" by the four-yearly election
system.
Pension committees also showed a strong preference for active rather than cheaper
passive asset management, adding cost without evidence of the benefit of long-term
outperformance.
(Reporting By Raji Menon. Editing by Jane Merriman)
Flaws in investment governance could jeopardise LGPSs futures
By Adam Cadle, Pensions Age, 12/11/2012
Local government pension schemes (LGPSs) in London are continuing to suffer from
a lack of a strong overarching governance framework and supervision that could
severely blight the future of these schemes, the Pensions Institute warned today.
In a report, the Pensions Institute highlighted that the majority of London’s 34 local
government pension schemes are suffering from fundamental flaws in overall
investment governance. Local Authority Pension Committees are choosing to focus
on smaller issues such as asset manager selection and individual manager targets,
rather than investment objectives and strategy. In addition, many schemes are not
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publishing targets for a scheme’s overall investment performance, which is key in
ensuring the smooth running of a defined benefit (DB) scheme. The report stated that
“pension liabilities are understated and repeatedly deferred into the future”.
Taking all of this into account, the Pensions Institute warned that many of these goldplated defined benefit (DB) schemes will require huge injections of new money to
remain sustainable.

The Pensions Institute director and one of the author’s of the report David Blake said:
“It is shocking to see the government’s complacency in terms of the regulation of the
gold-plated local government schemes. It is even more shocking when you realise that
private sector employees, who are also council tax-payer, will have to pick up the bill
for the poor investment governance that has been going on now for many years.
“The London schemes are particularly at risk because they are so small, with funds
worth less than £1bn at the last valuation, and less than £0.5bn in 50 per cent of cases.
This denies them the opportunities conferred by scale, which is enjoyed by many of
the non-London schemes.”
The report also emphasised the issue that elected councillors are dominating pension
committees and the decisions that they make, but their experience and expertise is
being severely limited by the four-yearly election system.
Blake added: “The government has a choice: sort out investment governance and
regulation in Local Government Pension Schemes or make further reforms to the
pensions provided by these schemes, bearing in mind that in the private sector DB has
gone for good.”
Academics Slam London’s Public Pensions
The capital’s pension funds are failing, and London’s tax-payers are on the hook for
the bill, research claims.
Elizabeth Pfeuti, aiCIO, Monday, November 12, 2012 5:52:18 AM
(November 12, 2012) -- London's local authority pension funds are being
inadequately managed, leaving a 'time-bomb' for tax payers to diffuse, leading
academics have claimed.
The Pensions Institute at London's Cass Business School said fundamental flaws in
the investment governance of the 34 pension funds in the capital threatened their
sustainability without a tax-payer bailout. The United Kingdom's capital city is
divided up into boroughs, each of which has a governing authority and a defined
benefit (DB) pension fund for its employees.
"As the evidence in our report reveals, it is not an exaggeration to suggest that the
London Local Government Pension Schemes (LGPS) in aggregate represent a ticking
time-bomb - however well managed some of the individual schemes might be," the
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report claimed. "The extent to which the liabilities in the schemes are being
understated and the recovery periods continually extended into the future will sooner
or later become transparent."
The authors of the report - Professor David Blake, a former aiCIO columnist, and Dr
Debbie Harrison - identified several key areas where the pension funds were failing.
They said unless these problems were addressed urgently, the bill for the shortfall in
pension provision would fall to those paying tax in the UK capital.
Blake and Harrison said trustees of these pension funds did not challenge the advice
they received from their consultants and actuaries and relied on training from their
existing asset managers, rather than from independent firms.
The authors also said pension funds were "shopping around" for discount rates and
actuarial assumptions which would give a more favourable figure for funding statuses.
They also said that recovery plans for under-funded schemes were repeatedly
extended, which meant there was no actual recovery.
Blake said: "The London schemes are particularly at risk because they are so small,
with funds worth less than £1 billion at the last valuation, and less than £0.5 billion in
50% of cases. This denies them the opportunities conferred by scale, which is enjoyed
by many of the non-London schemes."
One pension fund in the capital was spared the professors' criticism. The London
Pension Funds Authority, which runs investments and administration for several local
authority funds, was praised in the report for efficiency and efforts to create a pooled
pension system within the capital. This would mean smaller pension funds would
benefit from economies of scale and potentially more-experienced staff offering better
governance.
The authors criticized the national government department that is responsible for local
authority pension funds, the Department for Local Government and Communities,
claiming weak oversight on investment governance on its part.
Blake issued a stark warning: "The government has a choice: sort out investment
governance and regulation in LGPS or make further reforms to the pensions provided
by these schemes, bearing in mind that in the private sector DB has gone for good."
Actuaries enabling LGPS to 'postpone' funding decisions
Jonathan Williams, Investments & Pensions Europe, 12 Nov 2012
UK – Actuaries are aiding some UK local authority pension funds in postponing the
cost of funding deficits into the future, a report by the Pensions Institute has alleged.
Although the Cass Business School's research centre did not name individual actuarial
consultancies or Local Government Pension Schemes (LGPS) in its report examining
what it deemed "fundamental flaws" in the 34 local authority funds active in London,
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it claimed that valuations would often be based on assumptions "that help […] keep
down short-term funding costs".
The report, 'An Evaluation of Investment Governance in London Local Government
Pension Schemes', added that the assumptions did not fit with the longer-term funding
requirements of funds.
"This suggests that actuaries might be supporting a trend whereby schemes postpone
the recognition of liabilities and costs into the future."
Commissioned and funded by the London Pensions Fund Authority following a
debate on the proposed merger of the capital's pension schemes, the report by the
Institute's director David Blake and senior visiting fellow Debbie Harrison said the
capital's funds "suffered from a lack of a strong overarching governance framework",
and that it was unclear to what extent the Department for Communities and Local
Government acted as a regulator.
It continued that the elected councillors in charge of investment-related decisions did
not challenge underperforming managers in a "robust manner".
"The underlying problem here is that, in many cases, there appears to be no clear
focus on the investment objectives of the fund as a whole, which is a primary function
of good investment governance," it said.
Examining more closely the role of actuarial advisers, the Pensions Institute alleged a
"dependence" on the advice offered and also noted that decisions on addressing
deficits were being postponed.
"There is also clear evidence that some schemes are not sticking to their recovery
plan, with several recovery periods extended to the maximum permitted in the 2010
valuation," it said. "This simply transfers costs into the future."
The report, having recommended that individual funds disclose how much of the
locally raised tax is required each year to address deficits, added: "The London
LGPSs in aggregate represent a ticking time-bomb for London council taxpayers, and
very likely for national taxpayers, too.
"We recognise the sensitivity of the debate about reform, which is why we suggest
that a full benchmarking study based on an agreed definition of investment
governance – as recommended by the Hutton report – is required."
London’s council pension schemes ‘flawed’
The government has been slated for ‘complacent and weak’ oversight of council
pension schemes in London.
12 NOV 2012 | THE ACTUARY NEWSDESK: TOM FORREST
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In a report published today, the Pensions Institute concludes that there are
‘fundamental flaws’ in investment governance at the majority of the capital’s 34 local
government pension schemes.
In particular, the data collected to evaluate the schemes’ financial health are poor. The
report also found the Department for Communities and Local Government allows
schemes to ‘shop around’ to find the most favourable actuarial assumptions on which
to calculate their funding position. This has led to many funds understating the real
value of their pension liabilities, the researchers warn.
The report said that, compared with the job the Pensions Regulator does in the private
sector, the DCLG is ‘weak and complacent’.
Local authority pensions committees are criticised for being insufficiently challenging
of the advice received from actuarial and investment consultants and of underperforming asset managers. The high turnover of councillors on the bodies also
weakens the committees’ experience and expertise, according to the report.
Report author David Blake, director of the Pensions Institute and professor of
pensions economics at Cass Business School, said: ‘Given the insecurity private
sector employees face as a result of the replacement of defined benefit with defined
contribution schemes, it is shocking to see the government’s complacency in terms of
the regulation of the gold-plated local government schemes.’
He added that the London schemes were particularly at risk because they were so
small, with half of them worth less than £500m at the last valuation. ‘This denies
them the opportunities conferred by scale, which is enjoyed by many of the nonLondon schemes,’ he said.
‘The government has a choice: sort out investment governance and regulation in local
government pension schemes or make further reforms to the pensions provided by
these schemes, bearing in mind that in the private sector DB has gone for good.’
Responding to the report’s criticism, a DCLG spokesman said it was for councils to
properly administer their pension schemes.
‘Strict government rules already require councils to be transparent about all
investment decisions and how schemes are managed. These will be strengthened
further by the Public Service Bill, which will introduce independent oversight of
council funds to ensure a greater consistency and to prevent risks being taken with
taxpayers’ money,’ he said.
The London Pension Fund Authority welcomed the report, saying it had been
encouraging debate on ways to improve governance across the London schemes.
LPFA chief executive Mike Taylor said: ‘If we were starting again in 1965, we would
be unlikely to create 34 funds in London in this manner and we believe a single fund
of some £25bn would generate significant savings over the current arrangements.’
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But Taylor disputed the Pensions Institute’s assessment that local government
schemes were ‘gold-plated’. He said: ‘The recent review carried out by Lord Hutton
suggested that the average LGPS pension in payment was around £4,000. This is
lower than the unfunded public sector schemes and provides a vital income to many
local government workers on retirement.’
Capital's town hall pension schemes 'ticking timebombs', warns report
Dominic Browne, LocalGov.co.uk, 12 November 2012
Town hall pension schemes in London are a 'ticking timebomb' that could cost
taxpayers millions of pounds due to years of poor governance by trustees and the
government, a new report by the Pensions Institute has claimed.
The study calls for an urgent review of the 34 schemes – the majority of which are
said to have 'fundamental flaws' in their investment governance - and of the DCLG
oversight procedures after it showed 'shocking complacency' by ignoring the problem
for years.
Hundreds of thousands of current and former local authority staff have their
retirement funds invested in the capital's Local Government Pension Scheme (LGPS)
funds, which could be massively overvalued according to the Pensions Institute.
The report states:'Poor oversight by the regulator, the DCLG, allows London schemes
to understate their real funding position...Feeble regulation results in poor,
inconsistent and misleading reporting of scheme funding positions.'
DCLG slammed for ‘weak’ regulation of London council pension schemes
By Vivienne Russell, Public Finance, 12 November 2012
The Department for Communities and Local Government has been slated for
‘complacent and weak’ oversight of council pension schemes in London.
A report published today by the Pensions Institute concludes that there are
‘fundamental flaws’ in investment governance at the majority of the capital’s 34 local
government pension schemes.
In particular, the data collected to evaluate the schemes’ financial health are poor and
the DCLG allows schemes to ‘shop around’ to find the most favourable actuarial
assumptions on which to calculate their funding position. This has led to many funds
understating the real value of their pension liabilities, the researchers warn.
Compared with the job the Pensions Regulator does in the private sector, the DCLG is
‘weak and complacent’, the report says.
Local authority pensions committees are criticised for being insufficiently challenging
of the advice received from actuarial and investment consultants and of underperforming asset managers. The high turnover of councillors on the bodies also
weakens the committees’ experience and expertise, according to the report.
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Report author David Blake, director of the Pensions Institute and professor of
pensions economics at Cass Business School, said: ‘Given the insecurity private
sector employees face as a result of the replacement of defined benefit with defined
contribution schemes, it is shocking to see the government’s complacency in terms of
the regulation of the gold-plated local government schemes.’
He added that the London schemes were particularly at risk because they were so
small, with half of them worth less than £500m at the last valuation. ‘This denies
them the opportunities conferred by scale, which is enjoyed by many of the nonLondon schemes,’ he said.
‘The government has a choice: sort out investment governance and regulation in local
government pension schemes or make further reforms to the pensions provided by
these schemes, bearing in mind that in the private sector DB has gone for good.’
Responding to the report’s criticism, a DCLG spokesman said it was for councils to
properly administer their pension schemes.
‘Strict government rules already require councils to be transparent about all
investment decisions and how schemes are managed. These will be strengthened
further by the Public Service Bill, which will introduce independent oversight of
council funds to ensure a greater consistency and to prevent risks being taken with
taxpayers’ money,’ he said.
The London Pension Fund Authority welcomed the report, saying it had been
encouraging debate on ways to improve governance across the London schemes.
LPFA chief executive Mike Taylor said: ‘If we were starting again in 1965, we would
be unlikely to create 34 funds in London in this manner and we believe a single fund
of some £25bn would generate significant savings over the current arrangements.’
But Taylor disputed the Pensions Institute’s assessment that local government
schemes were ‘gold-plated’. He said: ‘The recent review carried out by Lord Hutton
suggested that the average LGPS pension in payment was around £4,000. This is
lower than the unfunded public sector schemes and provides a vital income to many
local government workers on retirement.’
Action urged on London pension 'time bomb'
By Ruth Keeling, Local Government Chronicle, 12 November, 2012
London council pension funds are a “ticking time bomb” thanks to poor management
and weak regulation, a report by a UK Pension research centre has claimed.
The Pensions Institute study, which was published on Monday, criticised fund
managers, actuaries, councillor committees and the Department for Communities &
Local Government for their part in allegedly allowing funds to understate their
pension liabilities.
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The damning report warns the funds will soon require a massive injection of new
money as their true financial position becomes clear. “It is not an exaggeration to
suggest that the London [funds] in aggregate represent a ticking time-bomb - however
well managed some of the individual schemes might be,” the report states.
“The extent to which the liabilities in the schemes are being understated and the
recovery periods continually extended into the future will sooner or later become
transparent.”
Report author David Blake, director of the Pensions Institute and professor of
pensions economics at Cass Business School, said it was “shocking to see the
government’s complacency in terms of the regulation of the gold-plated local
government schemes”.
A number of criticisms are levelled in the report, including claims that some fund
managers were picking particular actuaries in order to ensure their funding position
did not look so bad.
“There appears to be evidence that some schemes - through their choice of actuarial
or investment consultant - ‘shop around’ for discount rates and investment
performance assumptions to improve the funding level,” the report said.
The Pensions Institute report also accused funds and actuaries of repeatedly
extending “recovery” periods to the maximum - the time allowed to repay deficits resulting in no actual recovery in funding position.
Pension committees were criticised for their lack of expertise and for failing to
challenge actuarial and investment consultants while the Department for Communities
& Local Government’s oversight of the LGPS was compared unfavourably with the
Pensions Regulator’s work in the private sector.
Recommendations in the report include publication of consistent data and
benchmarking for all 34 London funds.
Brian Strutton, GMB national secretary for public services, said the report echoed his
own concerns.
“This report confirms what has been clear for some time, namely that some London
LGPS funds are run inefficiently and are seriously underperforming,” he said. “In fact
this analysis could be equally applied to LGPS funds in other parts of the country too.
“I’ve raised precisely these issues with DCLG many times but they do not see their
role as a regulator and so have not stepped in.”
Mr Strutton said these concerns had led the unions and the LGA to propose a national
LGPS board to work alongside the Pensions Regulator as part of wider reforms to the
scheme.
A spokesman for DCLG said: “Councils are required to properly administer local
government pensions schemes so they are cost effective and affordable to taxpayers.
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“Strict government rules already require councils to be transparent about all
investment decisions and how schemes are managed. These will be strengthened
further by the Public Service Bill, which will introduce independent oversight of
council funds to ensure a greater consistency and to prevent risks being taken with
taxpayers’ money.”
Merger
Mike Taylor, chief executive of the London Pension Funds Authority, which has
been advocating the changes to London funds for some time, welcomed the report.
“LPFA has been encouraging debate on this issue and believes there are
improvements in governance and savings that can be made by reviewing the structure
of London LGPS funds,” he said. “It is likely that over the whole country there could
be further savings from a rationalisation of the number of funds. There are potential
benefits in terms of governance and economies of scale that could be achieved.”
The LPFA presented their proposals for a merged pensions mutual to London
Councils in March but local authority leaders requested further research into the
options after the Society of London Treasurers raised some concerns. Mr Taylor said
LPFA would be a “willing participant” in any new structure, “but is keen for either
London Councils or central government to take any long term proposals forward”.
A spokesman for London Councils said: “Leaders of London boroughs are presently
examining the costs and benefits a range of options for their pension schemes in the
future.
“Leaders are committed to ensuring that their pension funds are managed efficiently
and that proposed changes to the schemes are prudent and the interests of the
pensioners of today and the future.
“Each borough must by law decide on its own pension scheme. Leaders of London
councils will consider all informed contributions as part of their deliberations on how
best to develop their own schemes and any proposed pan-London scheme in future.”
London pensions 'at risk' according to institute
Mark Conrad, Municipal Journal, 13 November 2012
‘Fundamental flaws’ in the governance and oversight of London’s 34 local authority
pension schemes is putting the future of retirement pots at risk, the Pensions Institute
has warned.
In a critical report published on 12 November, the institute describes a ‘grim picture
of the way the funds that support these gold-plated defined benefit (DB) schemes are
managed’.
‘Weak oversight’ of investment governance by the DCLG is partially to blame, the
experts say.
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Key data required to evaluate schemes’ financial health are ‘poor and inconsistent’,
the report states. ‘Potential conflicts of interest’ among those who managed London
councils’ funds have not been adequately tackled, while schemes are allowed to ‘shop
around’ for the most favourable actuarial assumptions on which funding positions are
calculated.
Consequently, the institute claims that some funds’ real pension liabilities are
‘understated and repeatedly deferred into the future’.
The DCLG, which regulates the Local Government Pension Scheme (LGPS), is
criticised as ‘weak and ineffective’ for allowing this to happen.
Ministers are urged to take action swiftly, or ‘the point will come shortly when the
schemes can no longer hide their true funding positions and will require massive
injections of new money to remain sustainable’.
The MJ understands that some of London’s council pension funds are just 70%
funded – meaning they cannot currently cover 30% of their liabilities.
Professor David Blake, Pensions Institute director, warned: ‘It is shocking to see the
Government’s complacency in terms of the regulation of the gold-plated local
government schemes.
‘It is even more shocking when you realise that private sector employees, who are
also council taxpayers, will have to pick up the bill for the poor investment
governance that has been going on now for many years.
‘The London schemes are particularly at risk because they are so small, with funds
worth less than £1bn at the last valuation, and less than £0.5bn in 50% of cases.
‘This denies them the opportunities conferred by scale, which is enjoyed by many of
the non-London schemes.’
Weaknesses within town hall pension committee arrangements – which are governed
by DCLG rules – come under heavy fire in the report.
Councillors’ lack of financial expertise leads to few occasions on which elected
members challenge the investment advice they are given, the authors report, while too
few committees challenge under-performing external asset managers.
Asset management ‘churn’ also adds significant costs to the operation of LGPS funds,
exacerbating funds’ poor financial position, the report states.

Local government pensions need better investment governance
By Jennifer Paterson, Employee Benefits, 14 November 2012
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The future of local government pension schemes (LGPS) in London is potentially
blighted by weak oversight of investment governance, according to research by the
Pensions Institute.
Its report, An evaluation of investment governance in London local government
pension schemes, identifies fundamental flaws in the investment governance of the
majority of London’s 34 LGPS.
The research found that key data required to evaluate the schemes’ financial health is
poor and inconsistent. It also found that schemes are allowed to shop around for the
most favourable actuarial assumptions on which funding positions are calculated,
while those involved in the management of the funds face potential conflicts of
interest. In many cases, therefore, the real value of pension liabilities is understated
and repeatedly deferred into the future.
The key findings of the report are:
Investment practice is frequently poor, with a disproportionate focus on micro
issues, such as asset manager selection and individual manager targets, rather
than on the broader investment objectives and strategy, and the overall fund
performance target. One of the results of this practice is asset manager churn,
which adds substantial cost to scheme administration.
Pension committees demonstrate a strong preference for active, rather than
cheaper passive asset manager solutions, which adds cost without evidence of
the benefit of long-term performance. Certain committees also allocate
substantial allocations to alternative asset classes, which appear excessive
relative to the scheme size, again adding to administrative costs, but also
increasing risk without demonstrating commensurate rewards.
Poor oversight by the Department for Communities and Local Government
(DCLG) allows London schemes to understate their real funding position.
Compared with The Pensions Regulator’s scrutiny of key actuarial
assumptions in the private sector, the DCLG appears to be weak and
complacent.
Feeble regulation results in poor, inconsistent and misleading reporting of
scheme funding positions.
Schemes appear to be allowed to shop around for favourable discount rates,
which enables them to understate the funding position.
Many schemes do not publish targets for their overall investment performance,
which is a key assumption for well-run defined benefit (DB) pension schemes.
Schemes repeatedly extend their recovery plan periods to the maximum
permitted, so there is no actual recovery.
The authors of the report are Dr Debbie Harrison, senior visiting fellow at the
Pensions Institute, and David Blake, director of the institute and professor of pensions
economics at Cass Business School.
Blake said: “Given the insecurity private sector employees face as a result of the
replacement of DB with defined contribution (DC) schemes, it is shocking to see the
government’s complacency in terms of the regulation of the gold-plated local
government schemes.
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“It is even more shocking when you realise that private sector employees, who are
also council tax-payers, will have to pick up the bill for the poor investment
governance that has been going on now for many years.
“The London schemes are particularly at risk because they are so small, with funds
worth less than £1 billion at the last valuation, and less than £0.5 billion in 50% of
cases. This denies them the opportunities conferred by scale, which is enjoyed by
many of the non-London schemes.
“The government has a choice: sort out investment governance and regulation in local
government pension schemes or make further reforms to the pensions provided by
these schemes, bearing in mind that in the private sector DB has gone for good.”
Understated pension costs may prove perilous to public sector reform
By Gill Wadsworth, Pensions Insight, 14 November 2012
Leading pension consultant questions calculations used as basis for retirement
benefits overhaul
The coalition government refused to bury its head in the sand when it came to public
sector pensions, commissioning former Labour work and pensions secretary Lord
John Hutton to find a solution to this political hot potato.
However it seems that efforts to reform the retirement benefits of millions of public
sector workers ranging from dinner ladies to doctors and high court judges are starting
to look a bit shaky.
As the Public Service Pensions Bill passed its second reading in parliament last month
– which would see member contributions rise, normal pension age linked to state
pension age and impose career average rather than final salary benefits on public
sector workers – a number of voices are questioning the very foundations on which
this sweeping reform is built.
A Pensions Policy Institute report published on 23 October was bullish in its
predicted savings to the taxpayer from government reform. The PPI calculates the
cost of providing public sector pensions will fall from 23% of salary to 15%; a
notable saving but still more generous, the PPI says, than the average private sector
DC scheme.
However, John Ralfe, an independent pension consultant and architect of the Boots’
DB scheme hedging strategy, has slammed the PPI figures claiming there are serious
flaws in the institute’s calculations.
Ralfe’s biggest concern is the basis on which liabilities have been calculated. The PPI
uses the same methodology employed by the Treasury to discount future pension
payments which is based on a forecast of future GDP fixed at consumer price index
inflation plus 3 percentage points.
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Such a generous discount rate, Ralfe says, grossly distorts the true costs of providing
public sector pensions and overestimates the reform’s ability to cut the pensions bill
for the taxpayer.
At the same time the Pensions Institute – wholly separate from the PPI – has released
a report entitled ‘An evaluation of investment governance in London local government
pensions schemes’ criticising the capital’s local authority funds for their lack of
investment governance and a propensity for “kicking the can down the road” by
deferring liabilities into the future.
Report authors Professor David Blake and Debbie Harrison of the Pensions Institute,
say: “It is not an exaggeration to suggest that the London LPGSs in aggregate
represent a ticking time-bomb. The extent to which the liabilities in the schemes are
being understated and the recovery periods continually extended into the future will
sooner or later become transparent.”
Tempting though it may be to soften the blow of public sector pensions on the
collective purse it completely undermines the purpose of reform.
Unless government faces up to the extent of its pension obligations - £5.01trn at the
last count - and cuts costs based on facts rather than fancy, then it could be that recent
battles to overhaul this important area have been fought in vain.
Pensions Institute: abolish high pension charges, FT Adviser October 17 2012
A 40-page report by the Cass Business School think-tank said up to 10m low to
median earners being enrolled face a “lottery” in terms of retirement outcomes unless
the government, regulators and industry ensure all members benefit from good-value
default funds.
Professor David Blake, director of the Pensions Institute, said an estimated 90 per
cent to 97 per cent of employees being auto-enrolled into defined contribution
schemes would use the default fund.
He warned that charges for default funds in large new auto-enrolment schemes
generally represent good value, but said tens of thousands of employees are currently
trapped in the funds of older schemes with high and disguised charges.
He said a kitemark should be introduced for direct-to-employer schemes and called
for the Pensions Regulator to reject schemes with high long-term charges relative to
those offered by the new trust-based multi-employer schemes, which have an annual
long-term total expense ratio of 0.5 per cent or less.
According to the report, high pension charges were masked by decent returns before
the financial crisis.
The Pensions Institute analysed contract- and trust-based default funds sold between
1990 and 2012 and modelled their performance over 40 years.
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It found the worst-performing was a 1990s balanced managed fund with a total
expense ratio of 3 per cent and produced a replacement rate – ratio of pension to final
salary – of 14 per cent.
In comparison, the replacement rate was doubled in a 2012 trust-based multiemployer or consultant-designed scheme, with a TER of 0.5 per cent.
Adviser View:
Tom McPhail, head of pensions research for Bristol-based Hargreaves Lansdown
“We do agree there is a risk of regulatory failure leading to poor member outcomes.
The report overstates the risk of workers being auto-enrolled into very high-charging
legacy pensions.
“We are concerned the Pensions Institute so readily dismisses investment
performance and good member engagement as factors affecting pension payouts.
“It also fails to address the importance of employers providing their employees with
an effective shopping-around process at the point of retirement.”
Key figure
11-13m: the estimated defined contribution pensions scheme membership by 2018
Key points
• Thousands of employees pay six times the annual charge that is available from the
modern multi-employer schemes – a TER of 3 per cent a year, compared with 0.5 per
cent for new schemes
• Retirement incomes of those in the high-charging schemes will be worth only about
an average of 50 per cent of the income achieved by members in low-charging
schemes after 40 years of membership
• Caveat venditor – seller beware – should apply to all schemes as members are not
choosing to be enrolled
Workers warned over pension charges, By Josephine Cumbo, Financial Times,
October 11, 2012
Millions of workers are at risk of having their retirement pots halved in value if they
are automatically enrolled into older-style company pension funds, a new report
warns on Thursday.
An estimated 10m workers will be automatically signed into company schemes over
the next five years under a new obligation on employers which started in October.
But while many staff will begin saving into new, lower-cost pensions, a report by the
Pensions Institute warns that millions could be “blindly” enrolled into older-style
default funds where charges can be up to seven times higher.
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“The difference between the high and low charges could mean a fund losing half its
value,” said Debbie Harrison, senior visiting fellow at the Pensions Institute, part of
the Cass Business School.
“It is a lottery now as to which scheme employees could get enrolled into. This is not
acceptable.”
The report calls on the industry and government to introduce a kite mark system to
help employers identify better value funds.
There are about 205,000 defined contribution schemes in the UK, with an estimated
45 per cent said to be older-style, with annual charges of 3-4 per cent, according to the
report.
The Association of British Insurers claimed on Wednesday that average charges on
default funds were about 0.77 per cent a year.
“The ABI continues to work with both the Financial Services Authority and the
Pensions Regulator to ensure that charges and costs are disclosed consistently to
employees across all pension schemes,” said the ABI.
Will staff automatic pensions lead to mis-selling scandal? The Independent, 13
October 2012
The Pensions Institute warned this week that the auto-enrolment process could cause
widespread mis-selling for millions.
Under the scheme, which began at the start of this month, up to nine million workers
will be automatically recruited into company pension schemes in the next few years.
But the institute warned that anyone joining an existing defined-contribution scheme,
could be hit by high charges and poor returns.
In a report entitled Caveat Venditor, the academics said: "Charges for default funds in
large new auto-enrolment schemes generally represent good value, but tens of
thousands of employees currently are trapped in the funds of older schemes with high
and disguised charges.
"There is a very real danger that smaller employers will use these older schemes for
auto-enrolment, potentially bringing millions of new pension investors into poor value
default funds."
Tom McPhail of Hargreaves Lansdown agreed that there are potential problems.
"There is a risk of regulatory failure leading to poor member outcomes," he said. But
he criticised the report for overstating the risk of workers ending up in high-charging
legacy pensions.
"Instead, the report should have addressed the importance of employers providing
their employees with an effective shopping-around process at the point of retirement,"
said Mr McPhail.
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Warning over poor performing auto-enrolment pensions, 11 October 2012 The
Guardian
Millions of workers could end up automatically enrolled into high cost and poor
performing pensions because employers do not get enough help in finding value-formoney schemes, a report has warned.
Since 1 October employers of large companies have been bound by law to enrol
employees into a workplace pension scheme, with set rules on how much should be
contributed.
The auto-enrolment rules are set to be rolled out to smaller employers over the next
six years in a bid to encourage more people to save for retirement, but the report
published by the Pensions Institute at Cass Business School warns that some members
could end up missing out on valuable retirement income due to the scheme their
employer has selected.
The report looked at existing schemes and found that thousands of employees were
paying charges adding up to 3%, which is six times the charge available on some
pensions.
It said analysis of retirement incomes of those in the high charging schemes showed
they "will be worth only about an average of 50% of the income achieved by
members in low charging schemes after 40 years of membership".
Pension savers with employers who already run schemes could face the biggest
charges, as even if their employer has opened a new lower cost pension they may
have existing savings in the old scheme.
The report also argued that an "advice gap" for smaller employers has been created as
an unintended consequence of auto-enrolment, combined with the retail distribution
review which will ban adviser sales commission on schemes sold from 1 January.
It suggested the introduction of a kite-mark code could help smaller employers seek
out schemes which represent best value for money.
Professor David Blake, director of the Pensions Institute, said there is some time to
tackle the problem as many smaller companies do not need to implement autoenrolment until mid- to late-2013.
"A clearly signposted kite-mark website for good quality value-for-money schemes,
available to all employers irrespective of their size and employee profile, would
facilitate fair and equal treatment for all private sector employees," he said.
The report, titled Caveat Venditor, argues that auto-enrolment should be governed by
the principle of seller not buyer beware. As employees are passively auto-enrolled
into schemes they are "buying blind", it said.
Chris Daykin, trustee director of Now: Pensions, which sponsored the research, said:
"'Let the seller beware' puts the onus on the seller to ensure its product will do what it
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says on the tin: to produce a lifetime income in retirement that is fair value relative to
the contributions paid."
Old age poverty crisis
Auto-enrolment aims to tackle growing concerns about an old age poverty crisis, as
people live for longer but fail to put enough away for their later years.
Recent official figures show the number of private sector workers paying into a
pension is at its lowest since records began in 1953. In 2011 just 2.9 million private
sector workers put money into schemes, the first time active membership dipped
below three million.
More than half-a-million people will be saving for the first time into a workplace
pension by Christmas under auto-enrolment, according to government estimates.
Steve Webb, minister for pensions, said: "I am watching pension charges like a hawk.
The creation of Nest [a not-for-profit pension scheme set up under the new rules] has
prompted new low-cost offers in the market, which is encouraging.
"But I am concerned about charges in legacy schemes and have challenged the
industry to bring these into line with new business. I have the power to cap charges
and will do so to protect consumers if I need to."
Tom McPhail, a pensions expert at IF Hargreaves Lansdown, agreed there was a risk
that failure to regulate auto-enrolment schemes could lead to poor results for
members. However, he dismissed some of the report's findings.
"The report makes some rather hyped up claims regarding pension charges and seems
to ignore the recent DWP research which shows that average pension charges for
workplace pensions are now below 1%," he said.
"We are concerned that as the Pensions Institute so readily dismisses investment
performance and good member engagement as factors affecting pension payouts, it
also fails to address the importance of employers providing their employees with an
effective shopping around process at the point of retirement."
He said he felt a price cap of 0.5% "would stifle innovation, undermine member
service and communication and ultimately it would lead to poorer member
outcomes".
Pensions industry 'needs kite mark': Pensions Institute calls for kite-mark
system to help employers find value-for-money pension schemes. The Telegraph,
11 October 2012
A kite-mark system should be introduced to help employers find value-for-money
pension schemes, a report has recommended.
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Pensions will be a "lottery" unless the Government, regulators and the industry ensure
that all workers benefit from schemes offering good value relative to contributions
paid, warned the report published by the Pensions Institute at Cass Business School.
It comes days after the Government's landmark initiative to automatically enrol up to
10 million people in workplace pensions was launched.
The Government scheme, started with larger firms and businesses, will gradually be
enrolled in a staging process over the next six years.
The report argued that an "advice gap" for smaller employers has been created as an
unintended consequence of auto enrolment, combined with the retail distribution
review which will ban adviser sales commission on new schemes sold from January 1.
The introduction of a kite-mark code could help these smaller employers seek out
schemes which represent best value for money, the report said.
Without such a code, there is real danger that millions of new pension investors could
be brought into schemes which offer poor value in a "dysfunctional" market.
Professor David Blake, director of the Pensions Institute, said there is some time to
tackle the problem as many smaller companies do not need to be prepared for auto
enrolment until mid to late-2013.
"A clearly signposted kite-mark website for good quality value-for-money schemes,
available to all employers irrespective of their size and employee profile, would
facilitate fair and equal treatment for all private sector employees," he said.
More than half a million people will be newly saving into a workplace pension by
Christmas under auto enrolment, according to Government estimates.
Savers will typically need to put aside just over £2 a week to get them started,
according to Nest, a not-for-profit pension scheme set up under the new rules.
The report, titled Caveat Venditor, argues that auto enrolment should be governed by
the principle of seller not buyer beware.
As employees are passively auto enrolled into schemes, they are "buying blind", it
said.
Chris Daykin, trustee director of Now: Pensions, the sponsor of the research, said:
"'Let the seller beware' puts the onus on the seller to ensure its product will do what it
says on the tin: to produce a lifetime income in retirement that is fair value relative to
the contributions paid."
Stephen Gay, Association of British Insurers (ABI) director of life, savings and
pensions, said: "It is important that all workers taking advantage of automatic
enrolment are enrolled into schemes that offer value for money.
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"The good news is that the cost for managing pensions has fallen over the last 10
years, according to ABI research."
The ABI is working with regulators to ensure that charges are shown consistently to
employees across all pension schemes to give greater transparency for workers who
are automatically enrolled, he said.
Auto enrolment aims to tackle growing concerns about an old-age poverty crisis, as
people live for longer but fail to put enough away for their later years.
Recent official figures show that the number of private sector workers paying into a
pension is at its lowest since records began in 1953.
Last year 2.9 million private sector workers put money into schemes, the first time
active membership dipped below three million.
Steve Webb, Minister for Pensions, said: "I am watching pension charges like a hawk.
The creation of Nest has prompted new low-cost offers in the market, which is
encouraging.
"But I am concerned about charges in legacy schemes and have challenged the
industry to bring these into line with new business. I have the power to cap charges
and will do so to protect consumers if I need to."
Pensions Institute calls for kite mark for auto-enrolment schemes, Money
Marketing 11 October 2012
A kite mark should be introduced for employers without existing active schemes or
those with expensive old schemes to fulfil their auto-enrolment obligations says the
Pensions Institute.
In a report published today – Caveat Venditor, or ‘seller beware’ – the report’s
authors call for a central website to direct employers without advisers towards kitemarked pension schemes that had charges in the region of the 0.5 per cent long-term
charge of new multi-employer schemes that have recently come to the market.
The Pensions Institute report says the kite mark is needed for two key areas –
greenfield sites such as those smaller employers who have no active scheme at all for
employees and existing high-charging schemes established in the 1990s and early
2000s who are set to be populated with many new members as a result of autoenrolment.
It found some of these legacy schemes have TERs of as much as 3 per cent, six times
higher than the better value schemes on the market. Auto-enrolment into these older
schemes should not be permitted, the report argues.
The report also found that schemes with dynamic asset allocation strategies such as
large multi-employer schemes and consultant-designed schemes with a 0.5 per cent
TER produced the best investment outcomes across members.
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The report says that for a number of providers, there is a lack of clarity over charges
and what precisely is included in the TER. The report says: “Our research
encountered examples of what can only be at best described as ‘disingenuous
practices’ in respect of charge and cost disclosure on the part of some providers and
advisors. These unfairly distort competition and strongly influence the ‘choice’ of
schemes employers purchase.”
Professor David Blake, director of the Pensions Institute, says: “Fortunately there is
time to address the problem of old high-charging funds, which for historic reasons are
still widely used in the smaller employer market. These employers are not required to
introduce auto-enrolment immediately but many companies will need to be prepared
by mid- to late-2013.
“This report recommends the introduction of a kite-mark code that can help these
employers find value for money schemes – and this is especially important if the
employer is considered uneconomic (‘polluted’ in the industry’s language) for the
advisory and provider market. A clearly signposted kite mark website for good quality
value-for-money schemes – available to all employers, irrespective of their size and
employee profile – would facilitate fair and equal treatment for all private sector
employees, irrespective of how much they earn and the company for which they
work.”
Chris Daykin, trustee director of Now: Pensions says: “’Caveat Emptor’ or ‘let the
buyer beware’ – the normal assumption that applies to the way financial services
products are purchased – simply does not work for auto-enrolment because the buyer
is the employer but the real customer – who is passively auto-enrolled – is the
employee. As the report states the “customers” are therefore “buying blind”. Caveat
Venditor represents a more appropriate principle for members of auto-enrolment DC
default funds, because, as the report concludes – ‘let the seller beware’ – puts the onus
on the seller to ensure its product will do what it says on the tin: to produce a lifetime
income in retirement that is fair value relative to the contributions paid.”
Tim Jones, chief executive, Nest says: “The report by the Pensions Institute shows
quite clearly that members are right to be concerned about the impact of high fees on
their pension pots. The report also identifies the elements of a well-designed DC
scheme, which looks very much like Nest. Low charges, a broadly diversified
investment strategy, strong risk management and being run as a trust are all absolutely
important to provide the kinds of outcomes that our members want for their later
lives.”
Stephen Gay, director of life, savings and pensions at the ABI says: “The cost for
managing pensions has fallen over the last ten years, according to ABI research the
average default fund charge for existing schemes is 0.77 per cent annually. This is
even lower for those schemes set up for automatic enrolment, charging on average
0.52 per cent. In a competitive market we expect that efforts to deliver improving
value for customers will remain a key measure of success.
“Pension providers and trustees also have a duty to ensure that the default option
offered to workers is competitively priced, and the Department of Work and Pensions
has the ability to cap charges if they are too high. The ABI continues to work with
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both the FSA and the Pensions Regulator to ensure that charges and costs are
disclosed consistently to employees across all pension schemes in order to achieve
greater transparency for workers who are automatically enrolled.”
Tom McPhail, head of pensions policy, Hargreaves Lansdown says: “The report
makes some rather hyped up claims regarding pension charges and seems to ignore
the recent DWP research which shows that average pension charges for workplace
pensions are now below 1 per cent. We believe the Pensions Institute report overstates
the risk of workers being auto-enrolled into very high charging legacy pensions.
“We are concerned that the Pensions Institute so readily dismisses investment
performance and good member engagement as factors affecting pension payouts, it
also fails to address the importance of employers providing their employees with an
effective shopping around process at the point of retirement.
“The report calls for a price cap on group pensions of 0.5 per cent. We believe that
this would stifle innovation, undermine member service and communication and
ultimately it would lead to poorer member outcomes.”
"Stop default funds with toxic charges," says Pensions Institute, Pensions Fund
Insider October 2012
Default funds with high charges should not be permitted in the new auto-enrolment
market; otherwise millions of employees will suffer, the Pensions Institute has
concluded in a new report.
The research, entitled 'Caveat Venditor: The brave new world of auto-enrolment
should be governed by the principle of seller not buyer beware', examined the default
funds, which an estimated 90-97% of private sector employees will use under autoenrolment, and found serious flaws with the continued use of older funds with 'toxic'
charges.
The key findings of the research , which was sponsored by NOW: Pensions and
carried out by the Pensions Institute at Cass Business School, could be summarized in
seven points:
1. There is a 100% difference in the pensions members achieve between the lowest
and highest charging defined contribution (DC) default funds.
2. An estimated 90-97% of employees auto-enrolled into DC schemes will use the
default fund, which means that their pension outcomes will be a lottery unless the
government, regulators and industry ensure all members benefit from default funds
that offer good value for money relative to contributions paid.
3. Employees do not choose their employer based on the quality of the pension
scheme. Nor do they have any influence over the charges and asset management
quality of the schemes their employers provide.
4. Employees are passively auto-enrolled. They are not knowingly financial services
'customers'; instead they are 'buying blind'. Therefore the Financial Services
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Authority's Treating Customer Fairly (TCF) approach, which is based on caveat
emptor (let the buyer beware) is not appropriate. Instead, caveat venditor (let the
seller beware) is the appropriate principle for auto-enrolment.
5. Charges for default funds in large new auto-enrolment schemes generally represent
good value, but tens of thousands of employees currently are trapped in the funds of
older schemes with high and disguised charges.
6. There is a very real danger that smaller employers will use these older schemes for
auto-enrolment, potentially bringing millions of new pension investors into poor value
default funds.
7. This is because the unintended consequences of the combination of auto-enrolment
and the retail distribution review (RDR), which bans advisor sales commission on
new schemes sold from 1 January 2013, has resulted in an advice gap in the smaller
employer market. At present, there is no mechanism to prevent the use of highcharging default funds for auto-enrolment.
Professor David Blake, director of the Pensions Institute, said: "Fortunately there is
time to address the problem of old high-charging funds, which for historic reasons are
still widely used in the smaller employer market. These employers are not required to
introduce auto-enrolment immediately but many companies will need to be prepared
by mid- to late-2013.
"This report recommends the introduction of a kite-mark code that can help these
employers find value for money schemes – and this is especially important if the
employer is considered uneconomic ('polluted' in the industry's language) for the
advisory and provider market. A clearly signposted kite mark website for good quality
value-for-money schemes – available to all employers, irrespective of their size and
employee profile – would facilitate fair and equal treatment for all private sector
employees, irrespective of how much they earn and the company for which they
work."
Chris Daykin, trustee director of NOW: Pensions, the sponsor of the research, said:
"'Caveat Emptor' or 'let the buyer beware' – the normal assumption that applies to the
way financial services products are purchased – simply does not work for autoenrolment because the buyer is the employer but the real customer – who is passively
auto-enrolled – is the employee. As the report states the "customers" are therefore
"buying blind". Caveat Venditor represents a more appropriate principle for members
of auto-enrolment DC default funds, because, as the report concludes – 'let the seller
beware' – puts the onus on the seller to ensure its product will do what it says on the
tin: to produce a lifetime income in retirement that is fair value relative to the
contributions paid."
Also commenting on the research was Morten Nilsson, CEO of NOW: Pensions, who
said: "We recognise that policy and regulatory reform takes time, particularly if it
requires consultation between the government, regulators and the pensions industry.
However time is running out. It is essential the auto-enrolment market is fit for
purpose for all employees, not just those who are employed by large companies with
good advisers. The report helps to define what a good default fund should look like.
29

An effective and well-promoted kite mark would help employers make the right
choice of default fund and scheme going forward, as well as help eliminate poor
practice relating to charges and investment governance."

Workers warned over pension charges, FT.com October 11 2012
By Josephine Cumbo
Millions of workers are at risk of having their retirement pots halved in value if they
are automatically enrolled into older-style company pension funds, a new report
warns on Thursday.
An estimated 10m workers will be automatically signed into company schemes over
the next five years under a new obligation on employers which started in October.
But while many staff will begin saving into new, lower-cost pensions, a report by the
Pensions Institute warns that millions could be “blindly” enrolled into older-style
default funds where charges can be up to seven times higher.
“The difference between the high and low charges could mean a fund losing half its
value,” said Debbie Harrison, senior visiting fellow at the Pensions Institute, part of
the Cass Business School.
“It is a lottery now as to which scheme employees could get enrolled into. This is not
acceptable.”
The report calls on the industry and government to introduce a kite mark system to
help employers identify better value funds.
There are about 205,000 defined contribution schemes in the UK, with an estimated
45 per cent said to be older-style, with annual charges of 3-4 per cent, according to the
report.
The Association of British Insurers claimed on Wednesday that average charges on
default funds were about 0.77 per cent a year.
“The ABI continues to work with both the Financial Services Authority and the
Pensions Regulator to ensure that charges and costs are disclosed consistently to
employees across all pension schemes,” said the ABI.

Millions could see retirement income halved under pension auto-enrolment, The
Telegraph, 11 October 2012
The Government’s flagship policy, which launched last week, obliges companies to
enroll all their staff into workplace pensions. The scheme is designed to give up to 11
million workers a private pension for the first time.
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However a report by academics at the Pensions Institute has warned that the large
amount of work involved in auto-enrolling staff into specially-created low-cost
pension schemes means that nine out of 10 firms are more likely to place workers into
their pre-existing voluntary schemes, which charge fees up to six times higher.
The difference could slash the amount that workers are paid when they retire by 50
per cent. Experts warned that high fees will simply lead workers to opt out of autoenrolment, which they are entitled to to.
The Department for Work and Pensions (DWP) has launched a low-fee pensions
company – NEST - to ensure that new savers are not hit by high charges. However
under auto-enrolment rules companies are free to choose which pension provider they
use.
According to calculations by the Pensions Institute, typical existing workplace
schemes – or ‘default’ schemes - charge savers an annual fee of 3 per cent of their
pension pot. This compares with annual fees of around 0.5 per cent at NEST.

Millions of workers in auto-enrolment pension schemes will see their retirement
income halved by being forced into “toxic” old schemes with high charges, a new
report warns.
Rip-off warning over Britain's 'auto-enrolment' pensions revolution, Daily Mail,
11 October 2012
Workers who sign up to Britain’s pensions revolution could be the victims of ‘a misselling scandal on an unprecedented scale’, a damning report warns today.
On October 1, new rules came into force meaning that, for the first time in history, all
bosses must pay into a pension scheme for workers aged from 22 to state pension age
who earn at least £8,105.
Up to 11 million workers will be automatically signed up over the next five years, a
process known as ‘auto-enrolment’.
But today’s report by the Pensions Institute, part of Cass Business School, says bosses
of smaller firms could enrol their staff into pension schemes set up decades ago, when
charges were far higher, at up to 4 per cent, potentially halving the value of pensions.
It says the new rules, which represent the biggest shake-up in pensions for more than
a century, will be ‘a failure’ if charges of up to four per cent are not cut to a
reasonable level.
A worker in a scheme with low charges of just 0.3 per cent for 40 years will enjoy a
pension which is 100 per cent more lucrative than a person in a pension with high
charges, it says.
Take the example of a worker who retires with a pension of £10,000 a year after
paying a charge of 0.3 per cent.
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Their friend who paid in the same amount of money would get only a pension of
£5,000 a year if their scheme charged a fee of three per cent, it says.
Dr Debbie Harrison, co-author of the report, said: ‘Unless older high-charging
schemes are abolished, their use for auto-enrolment will lead to the UK pensions
market facing a mis-selling scandal on an unprecedented scale.’

Pensions group warns new plan over high fees, Ben Southwood, City A.M.,
Thursday 11th October 2012
THE GOVERNMENT must stop its new auto-enrolment pension scheme from
directing contributions into default funds with high charges, the Pensions Institute at
Cass Business School demanded today.
Firms began auto-enrolling employees at the start of this month, under the scheme
spearheaded by pensions minister Steve Webb – but over 90 per cent of these will
enter into the default scheme, the research centre said.
Without a ban many people will end up in default pensions schemes with high charges
– and the plans with the lowest charges can deliver pensions 100 per cent larger than
those with the highest charges, it said.
“Caveat emptor, or ‘let the buyer beware’ – the normal assumption that applies to the
way financial services products are purchased – simply does not work for autoenrolment because the buyer is the employer but the real customer… is the
employee,” said Chris Daykin, trustee director of NOW, the low cost pension fund
that sponsored the research.
Professor David Blake at the Pensions Institute said that it was particularly the smaller
employers that were likely to have high-charging, poorer value funds as their default,
but he was optimistic there was time to sort the issue out.
“Fortunately there is time to address the problem of old high-charging funds, which
for historic reasons are still widely used in the smaller employer market,” Blake said,
explaining that smaller firms would not have to auto-enrol employees yet.
The report recommended putting a “kite mark” system in place giving simple and
clear guidance over the charges pension funds levy.
Pensions Institute: ‘Dysfunctional’ DC funds halve retirement incomes, By:
Rachel Dalton, Professional Pensions, 11 Oct 2012
The defined contribution market is “dysfunctional” and marked by “disingenuous”
fund charges which halve the retirement income of members in low-cost schemes, the
Pensions Institute says.
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Research by the Institute, sponsored by low-cost master trust NOW Pensions, said
some employees in individual company DC schemes are paying six times the annual
charge available from multi-employer schemes.
This comes after Labour party leader Ed Miliband launched an attack on pension
charges and pledged that, if Labour forms a government, it will impose a 1% charge
cap (PP Online 1 October).
Shadow pensions minister Gregg McClymont said at the PP Show that the industry
keeps itself purposefully "fragmented" and practices poor disclosure in order to
prevent employers buying schemes from exercising meaningful buying power.
The Pensions Institute report continued to claim there is a lack of clarity over charges
and what is included in total expense ratios.
The institute said that on several occasions it found examples of "disingenuous
practices" in cost disclosure which "unfairly distort competition" by misleading
employers into choosing certain schemes.
"Retirement incomes of these in the high-charging schemes will be worth only about
an average of 50% of the income achieved by members in low-charging schemes after
40 years of membership," the report said.
In particular, the value of default funds for auto-enrolment schemes varied widely,
with the highest-risk funds providing just 50% of the retirement income produced by
the lowest-risk funds, the report claimed.
The institute also found that members who only stay in schemes with dual charging
structures (those with charges on contributions or administration as well as assets
under management) for seven years or less are hit proportionately harder by charges.
Conversely, those staying in schemes for seven to 15 years will pay a TER of 0.5% or
less, the report argued.
The Pensions Institute recommended that the principle of caveat venditor - seller
beware - should apply to schemes, rather than caveat emptor or seller beware. It said
robust governance and fiduciary duty should be embedded in every scheme.
The report said the TER should include the fund's annual management charge,
additional fund expenses not included in the AMC, such as fund administration and
accounting and auditing fees, as well as scheme administration and record-keeping
costs and any advice to the employer or trustee where this forms part of the
membership charge.
Pension industry 'need kite-marks’ The Standard, 11 October 2012
A kite-mark system should be introduced to help employers find value-for-money
pension schemes, a report has recommended.
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Pensions will be a "lottery" unless the Government, regulators and the industry ensure
all workers benefit from schemes offering good value relative to contributions paid,
warned the report published by the Pensions Institute at Cass Business School.
It comes days after the Government's landmark initiative to automatically enrol up to
10 million people in workplace pensions was launched.
The Government scheme, started with larger firms and businesses, will gradually be
enrolled in a staging process over the next six years.
The report argued that an "advice gap" for smaller employers has been created as an
unintended consequence of auto enrolment, combined with the retail distribution
review which will ban adviser sales commission on new schemes sold from January 1.
The introduction of a kite-mark code could help these smaller employers seek out
schemes which represent best value for money, the report said.
Without such a code, there is real danger that millions of new pension investors could
be brought into schemes which offer poor value in a "dysfunctional" market.
Professor David Blake, director of the Pensions Institute, said there is some time to
tackle the problem as many smaller companies do not need to be prepared for auto
enrolment until mid to late-2013.
"A clearly signposted kite-mark website for good quality value-for-money schemes,
available to all employers irrespective of their size and employee profile, would
facilitate fair and equal treatment for all private sector employees," he said.
More than half a million people will be newly saving into a workplace pension by
Christmas under auto enrolment, according to Government estimates.
Savers will typically need to put aside just over £2 a week to get them started,
according to Nest, a not-for-profit pension scheme set up under the new rules.
The report, titled Caveat Venditor, argues that auto enrolment should be governed by
the principle of seller not buyer beware.
As employees are passively auto enrolled into schemes, they are "buying blind", it
said.
Chris Daykin, trustee director of Now: Pensions, the sponsor of the research, said:
"'Let the seller beware' puts the onus on the seller to ensure its product will do what it
says on the tin: to produce a lifetime income in retirement that is fair value relative to
the contributions paid."
Stephen Gay, Association of British Insurers (ABI) director of life, savings and
pensions, said: "It is important that all workers taking advantage of automatic
enrolment are enrolled into schemes that offer value for money.
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"The good news is that the cost for managing pensions has fallen over the last 10
years, according to ABI research."
The ABI is working with regulators to ensure that charges are shown consistently to
employees across all pension schemes to give greater transparency for workers who
are automatically enrolled, he said.
Auto enrolment aims to tackle growing concerns about an old-age poverty crisis, as
people live for longer but fail to put enough away for their later years.
Recent official figures show that the number of private sector workers paying into a
pension is at its lowest since records began in 1953.
Last year 2.9 million private sector workers put money into schemes, the first time
active membership dipped below three million.
Steve Webb, Minister for Pensions, said: "I am watching pension charges like a hawk.
The creation of Nest has prompted new low-cost offers in the market, which is
encouraging.
"But I am concerned about charges in legacy schemes and have challenged the
industry to bring these into line with new business. I have the power to cap charges
and will do so to protect consumers if I need to."
Pension auto-enrolment 'open to mis-selling', BBC News, 11 October 2012
The recently launched landmark policy of pension auto-enrolment may be a bad idea
for some workers, pensions experts have warned.
Up to nine million people will be automatically recruited into company-backed
pension schemes by 2018.
But the Pensions Institute says if they join an existing defined-contribution scheme,
they could face very high charges and poor investment returns.
The report says high charges on "legacy" schemes must be abolished.
"Charges for default funds in large new auto-enrolment schemes generally represent
good value, but tens of thousands of employees currently are trapped in the funds of
older schemes with high and disguised charges," the report's authors say.
"There is a very real danger that smaller employers will use these older schemes for
auto-enrolment, potentially bringing millions of new pension investors into poor value
default funds.
"Our findings from the quantitative analysis show that the retirement incomes of these
in the high-charging schemes will be worth only about an average of 50% of the
income achieved by members in low-charging schemes after 40 years of
membership," it adds.
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The report, Caveat Venditor, is published by the Pensions Institute at the Cass
Business School, which is part of City University in London.
The Pensions Institute argues that if newly enrolled workers join a multi-employer
scheme, or a newly established company scheme run by an insurance firm, then they
will probably pay low total charges, amounting to about 0.5% of the funds under
management each year.
But if they join an older established company defined-contribution scheme of their
employer's, the charges are likely to be much higher.
"A 'brownfield' employer... is likely to have been sold a contract based scheme in the
1990s or early 2000s, with a total member charge [known as a total expense ratio] of
2-3% of assets under management," the report says.
"Unless these employers are told otherwise, they will use their existing schemes for
auto-enrolment. If this happens, millions of members will suffer detriment."
The research was sponsored by NOW:Pensions, a UK offshoot of the Danish ATP
pension fund which in Denmark covers 160,000 employers and 4.7m workers.
It has been trying to establish itself in the UK by offering its services to employers
who, under auto-enrolment, will be forced for the first time to offer their staff a
pension scheme, to which the employers as well as the employees must contribute.
NOW:Pensions is in competition with other group pension providers, such as the
recently established Nest and the long established B&CE multi-employer pension
scheme for the construction industry.
Kite mark needed
The Pensions Institute argues that high charges are opaque, even to the employers
themselves.
If nothing is done about the problem of excessive costs, then the whole autoenrolment project will eventually lay itself open to accusations of pension mis-selling
on a huge scale, the authors say.
The solution, the report argues, is to abolish high charges on "legacy" DC schemes,
either by voluntary agreement, or by regulation, to bring them down to no more than
0.5%.
Also, a new kitemark system should be devised which would identify well-run, lowcharge, schemes for the benefit of both employers and their staff.
Professor David Blake, director of the Pensions Institute, said there was still time to
act, which would be of particular benefit to the many small employers.
"These employers are not required to introduce auto-enrolment immediately but many
companies will need to be prepared by mid- to late-2013," he pointed out.
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"A clearly signposted kitemark website for good quality value-for-money schemes available to all employers, irrespective of their size and employee profile - would
facilitate fair and equal treatment for all private sector employees, irrespective of how
much they earn and the company for which they work," he added.
Tom McPhail, pensions expert at financial adviser Hargreaves Lansdown, said the
report exaggerated the risk of workers being auto-enrolled into a high charging
scheme.
"Recent DWP research shows that average pension charges for workplace pensions
are now below 1%," he said.
"The report calls for a price cap on group pensions of 0.5%. We believe that this
would stifle innovation, undermine member service and communication and
ultimately it would lead to poorer member outcomes."

On my agenda: David Blake
John Kingdom talks to the professor of pension economics at Cass Business
School about the state of longevity research
JOHN KINGDOM, TheActuary, 01 OCT 2012

Tell us about your background and how you got to where you are now.
I was a student at the London School of Economics in the 1970s and 1980s. When I
finished my degree, I was offered a job as a research officer in the economics
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department under the direction of professor (now Lord) Meghnad Desai. I did a parttime MSc and then thought about a PhD. I was interested in institutional investment
behaviour and decided – under Meghnad’s supervision – to focus on modelling
pension fund investments.
I have never looked back. When I mention my area of interest to people, their eyes
soon glaze over. However, I find it a fascinating mixture of economics, finance,
actuarial science, behavioural science, accounting, law and demography.
After my PhD, I was fortunate enough to get a research job at London Business
School and then a lectureship at Cass Business School, before being promoted to
a professorship.

What is your current role?
I am the director of the Pensions Institute at Cass Business School. When I
established the institute in 1996, it was the first academic research centre in the UK to
be devoted entirely to pensions research and the first to be set up outside the US.
I was one of the first people to recognise the multi-disciplinary nature of pensions.
Prior to that, the various groups of pension professionals – actuaries, accountants,
lawyers – had worked in silos, used their own language, and barely communicated
with each other. Actuaries were the worst offenders here. When I first came across
actuaries in the early 1980s, I found them to be very territorial. Some were actually
quite hostile. Their attitude was: ‘Pensions is our area, what are you doing here?’
Things are much better now.

What are your main day-to-day activities at work and current research
interests?
My day is dominated by emails – oh, the tyranny of email! The first thing I do is read
all the pension newswires. Then there are requests from journalists and others seeking
pension information. In term time, there are lectures to give and students to mentor.
Finally, there is email correspondence with my research collaborators, most of whom
are based outside Cass in locations ranging from San Diego to Melbourne.
My current research interests include multi-population stochastic mortality modelling,
longevity risk hedging, basis risk modelling, the securitisation and tranching of
longevity risk exposures, the design of default funds in DC schemes, applying the
lessons of behavioural economics to improve retirement expenditure decisions, and
pension fund investment performance.

What longevity-related challenges do annuity and pensions providers face, and
how well placed are UK providers to deal with these?
The main challenge lies in getting a good fix on the trend improvement in longevity,
that is, the systematic component to longevity risk. The extent of exposure to
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systematic longevity risk faced by annuity and pension providers has compelled them
to take on investment risk in what should not really be an investment risk business.
The provision of an annuity or pension after retirement is really a cash-flow matching
exercise. But without longevity bonds to hedge systematic longevity risk, annuity and
pension providers have needed to assume some investment risk. We have yet to see
the long-term consequences of this.
The UK is no better placed than anywhere else to deal with the problem of longevity
risk. However, we do have one advantage in that we have started to recognise the
existence of the problem. Other countries – particularly the US and its actuaries – are
currently in denial.

Is there enough collaboration on longevity-related research between academia
and industry, and what areas of research would you like to see developed?
A team from the Pensions Institute – Andrew Cairns, Kevin Dowd and myself –
began a programme of research with investment bank J P Morgan in 2007. We
developed the LifeMetrics indices and wrote some very well received academic
papers, which were given free to the rest of the industry.
Other industry players used our work, but sadly they offered nothing in return: we
were offering cooperation to help establish the life and longevity market, but it
seemed virtually everyone else merely looked to their own competitive advantage.
Following the credit crunch and the Dodd–Frank Wall Street Reform and Consumer
Protection Act of July 2010, it had become too capital intensive for the investment
banks to remain in the industry and the research collaboration came to an end. But the
fundamental problems we were trying to solve still remain. There is insufficient
capacity in the insurance and reinsurance industry globally to shift $25trn of longevity
risk exposure out of corporate pension plans. Capital market solutions are needed.
That requires us to continue working on index hedge effectiveness and basis risk
modelling. It also requires much more transparency in the pricing of deals. More work
needs to be done on the design of longevity-linked capital market instruments to
better suit the needs of end investors: this involves finding the best way of securitising
and tranching longevity risk exposures.
How can the government best deal with the increasing challenge of providing an
income in retirement for future generations?
We have auto-enrolment just starting, so the first thing the government needs to do is
to insist that the default investment funds into which 90% of members will invest are
well designed and offer good value for money.
A key indicator of good design would be reliable and predictable outcomes in terms
of the pension received in retirement: two people making the same contributions for
the same period should not end up with wildly different pensions. Success will also
depend on having low and fully transparent costs and charges.
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The second thing the government needs to do is to get people to save more towards
their pension to avoid poverty in old age. There are useful lessons from behavioural
economics, which we are looking at applying to both the accumulation and
decumulation stages. Otherwise, the only alternative is that in the future people will
have to work much, much longer than the current generation.
The third thing is for the government to recognise that it has a very important role to
play in facilitating inter-generational risk sharing. It can do this by issuing longevity
bonds, which would help with the pricing transparency issue mentioned earlier and
help to reduce the investment risk that providers are now taking to compensate for the
systematic longevity risk they carry.

How long do you think it will be until living to 100 will become the norm, and
what do you think the main drivers behind this might be?
Demographers are predicting that a large proportion of people being born today will
live to be 100. The main driver will be medical science – who knows what
breakthroughs we will witness in the next 50 years? There are still concerns about
obesity, food, water and energy shortages, environmental degradation, pandemics and
wars, but none of these seem capable of slowing down the inexorable and amazingly
rapid increase in life expectancy that we are currently witnessing.
Savers could land in high-cost schemes, By Debbie Harrison, FTfm, 1 October
2012
Low earners have no choice over their pension provider
Employees of the UK’s biggest businesses will be signed up to contribute to their
employer’s pension scheme from Monday, unless they opt out. This auto-enrolment
programme will cover all employees over the next few years, but there is a danger that
a tunnel-vision focus on employer compliance with administration and contribution
rules will divert attention away from the most important challenge for the new private
sector pension system.
A forthcoming report from the Pensions Institute argues that the success of autoenrolment depends on universal access to low-cost schemes with a strong investment
governance framework – the main factors that determine the size of the retirement
income relative to contributions paid. If this objective is relegated to “any other
business”, employees’ retirement incomes will depend on their “choice” of employer,
which, for most lower and median earners, is no choice at all.
The report will demonstrate empirically the extent and impact of member inequality
through an examination of the full spectrum of defined contribution (DC) default
funds – old and new – likely to be used for auto-enrolment. It models the impact of
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asset allocations and charges on member outcomes, in terms of the emerging annuity
income, and finds that the impact of charges as they apply over the long term is by far
the most significant factor.
This will raise important questions for providers and consultants, many of whom
argue that asset management skill and the potential for outperformance is more
important than cost. There is little academic evidence to support this argument and in
reality UK pension funds have achieved near-zero returns since the turn of the
century.* Specialist asset managers might achieve outperformance over the short
term, but these firms are unlikely to run the large-scale funds used to accommodate
lower to median earners – the primary target for auto-enrolment.
Competition in the auto-enrolment market has triggered a fierce price war, which is
driving down costs for new schemes, but unfortunately not for the tens of thousands
of older schemes introduced in the 1990s and early 2000s and still in use. The latter
are characterised by total expense ratios (TERs) of up to 3 per cent, as compared with
the modern TERs of about 0.5 per cent (or even less over the longer term), established
by trust-based multi-employer schemes from B&CE, the National Employment
Savings Trust (Nest), and Now Pensions, among others. Exit penalties on older
schemes prevent members from transferring assets, even if they join a new scheme for
future service.
Moreover, the research reveals a significant advice gap in the employer market where
membership profiles – characterised by lower earners and high staff turnover – are
considered uneconomic by most providers and advisers.
Under the original blueprint for auto-enrolment, the default scheme for these
employers would have been Nest, but this feature was dropped due to industry
lobbying.
Without advice, employers are likely to use their current high-charging scheme for
auto-enrolment and there does not appear to be a mechanism in place to prevent them
from so doing.
The report argues that a low TER should be a priority for scheme compliance, but the
Pensions Regulator (TPR), which supervises auto-enrolment and is responsible for
trust-based DC schemes, does not regulate pricing; nor does the Financial Services
Authority (FSA), which is responsible for contract-based DC.
In an efficiently functioning market, buyers make informed choices that drive sellside conduct and pricing. Therefore the question of who is the customer in the
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contract-based DC market is pertinent because the contract is between the member
and the provider.
Yet the member has no influence over the charges of the scheme into which he or she
is auto-enrolled, on a passive basis, because this decision is made by the employer.
Advice to employers – which usually is incorporated into the member charge – is not
regulated by the FSA and unlike trustees employers have no legal or regulatory
responsibility for member outcomes.
It is hard to justify caveat emptor in the above scenario. The success of autoenrolment is predicated on member inertia, yet FSA regulation will treat millions of
new financially unsophisticated members, passively auto-enrolled into their
employer’s pension scheme, as though they are active purchases of complex and risky
financial services products.
The report presents a workable solution to inequality in member outcomes, which
would ensure that employers with no scheme at present, and those with existing
schemes with high-charging default funds, are directed towards trust-based multiemployer schemes, among other low-cost models. Under the proposed solution
employers would also be encouraged to facilitate transfers of any existing member
funds to new schemes, but this will not be easy unless provider conduct and pricing
changes.
The pensions minister Steve Webb has said that at present the government cannot
force providers to waive exit charges on older schemes.
He also said it would be very much in providers’ reputational interests to do so
voluntarily.
*Organisation of Economic Co-operation and Development Pensions Outlook 2012
Debbie Harrison is a senior visiting fellow of the Pensions Institute at Cass Business
School.
To contribute to the debates raised in this series go to discussions.ft.com/alchemy or
email dr.debbie.harrison@gmail.com

‘Sky-high’ pensions charges under fire, By Norma Cohen and Kiran Stacey,
Financial Times, July 23, 2012

42

Politicians are training their sights on the pensions industry as “sky-high charges” on
retirement savings rise up the political agenda.
The latest salvo came from Steve Webb, pensions minister. Stating that high fees
were “tearing the heart out of people’s pensions”, he threatened on Monday that the
government might ban fund managers from offering investment services to employers
if charges remained too high.
The way charges eat into investment returns has been well known for decades. But
with more than 10m UK employees beginning to be automatically enrolled in pension
savings schemes from October unless they make a conscious decision to opt out, this
is an ever more political issue, said Professor David Blake, head of the Pensions
Institute at Cass Business School.
“But if you’re enrolled in another scheme, and pay higher charges, politicians fear
they will get blamed for another pensions mis-selling scandal,” he said.
Writing in The Daily Telegraph, Mr Webb said: “Government can ban a scheme from
being used from automatic enrolment if its fees are too high.
“We could take action within months, so the industry has every incentive to do the
right thing.”
However, Labour accused Mr Webb of ignoring one obvious way to bring down
costs: by lifting limits on the National Employment Savings Trust (Nest) to allow it to
compete with private sector funds.
The government-sponsored but privately funded scheme has pioneered an ultra-low
charging structure, but it can act only for those on very low incomes.
However, Mr Webb and his officials believe making such a move would require
clearance from the European Commission.
Ed Miliband, the Labour leader, has warned that fees on pension savings could
become the next national scandal. “People can see half the money they put in being
lost in fees and services. It is a massive, massive issue,” he said.
The Association of British Insurers and the Investment Management Association
agree that the advent of open enrolment is turning fund charges into a political issue.
“Millions of people are being brought into pension savings,” said Jonathan Lipkin,
head of research and pensions at the IMA. “These are accidental investors.”
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Even when official charges are disclosed, other costs eat into retirement savings as
intermediaries take a cut. What look like small charges today could potentially take 30
to 40 per cent of retirement savings pots over the course of 25 years.
“You can have two identical pension schemes and two different sets of charges,
depending on when the individual came into the scheme,” said Tom McPhail, head of
pensions at Hargreaves Lansdown. “The problem is there is no overarching
responsibility for defined contribution pension regulation.”
Recent research from Money Management, part of the Financial Times Group, found
that even among providers with similar investment strategies, charging structures can
mean savers putting away £500 monthly over 25 years see a difference of nearly
£60,000 at retirement.
Even if fund managers cut their official charges, pension experts say, there are other,
non-disclosed charges that cut savings including trading costs and custodial,
accounting and legal charges that may all be deducted unseen from investment
returns.
Research from Which? concluded that trading costs, excluded by definition from
every category of required fee disclosure, may have a considerable impact. While the
European Union found that average portfolio turnover for active managers – those
who do not simply try to replicate an index – average turnover was 108 per cent, or
slightly more than half the total funds under management.
But Which? found that among fund managers offering investment in UK companies,
the turnover rates for some was more than 500 per cent. For example, the
Marlborough UK Large Cap Growth Fund, in the year to July 31, 2011 had a turnover
rate of 576 per cent, and a fund return of 7.7 per cent, some 7.2 per cent below the
return of the FTSE All-Share index over the same period.
London LGPS pension merger ruled out until 2016, By Michael Bow,
Professional Pensions, 5 Jul 2012
A merger of 34 London borough pension funds into a multi-billion pound superfund
is unlikely to happen until 2016 at the earliest, the head of London’s largest scheme
says.
London Pensions Fund Authority chief executive Mike Taylor said reforms to the
Local Government Pension Scheme – taking effect in 2014 – would mean a merger of
all LGPS funds in London would be delayed for four years, if the plan is taken
forward.
He said: “I wouldn’t see a merger happening at the earliest until 2016.”
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He added: “You need quite a lot of time to plan this and develop how it’s going to
work. It can’t be done overnight, particularly when people’s eyes are on the ball
changing the whole system.”
The proposal to merge the LGPS funds into a £30bn pan-London ‘London Pensions
Mutual’ scheme was first floated in April (PP Online, 10 April ).
A roundtable debate at think tank Demos on Monday – attended by Taylor as well as
Department for Communities and Local Government workforce, pay and pensions
deputy director Terry Crossley, Centre for Policy Studies research fellow Michael
Johnson and Cass Business School pension economics professor David Blake – has
reignited debate on the plan.
Taylor said: “Personally I think it’s worth looking at. It’s a no-brainer to say if you
started again you wouldn’t have 34 funds, you’d have one.”
Critics of the plan say merging the funds would remove its political accountability, as
each scheme has quasi-trustees elected in local referendums.
London borough of Enfield councillor Toby Simon said: “I’m certainly not a whole
hearted supporter. I need to be convinced that you can make a reliable case.”
He added: “For Enfield’s funds, the fact that the bulk of the fund is directly aligned
with the interests of the council gives us accountability and a direct line of sight.”
However, Professor Blake said he backed the merger idea. He said: “Running 34
funds is completely inefficient. It’s run by councillors who are trustees who have no
investment expertise whatsoever. This is an ideal opportunity to get economies of
scale.”
Specialist managers do best, By Steve Johnson, FTfm, 2 July 2012
UK pension funds run by specialist managers sharply outperformed those overseen by
balanced managers from 1984 to 2004, according to research by UK and US-based
academics.
The analysis suggests pension funds benefited by switching from balanced funds,
which invest across all asset classes, to more specialist mandates.
The paper found that specialist UK equity managers delivered an average post-fee
“alpha”, or excess return over the index, of 35 basis points, mainly because of
superior stock selection. Non-UK equity managers produced even higher alpha.
In contrast, the typical balanced manager generated negative alpha of -54 basis points
from UK equities.
Moreover, pension funds that hired several specialists for a given asset class did better
still, lifting average returns by 131 basis points, more than outweighing the higher
costs from this approach of 3 basis points a year.
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David Blake, director of the Pensions Institute at London’s Cass Business School and
co-author of the study, said this switch to multiple competing specialist managers
appeared to spur managers into greater effort, as well as reducing the diseconomies of
scale that can weaken the returns of managers running large pots of assets.
Prof Blake admitted to being “surprised” by the findings, which called into question
his prior belief that low-cost passive investment was preferable to active investment,
given the inability of all but a few active managers consistently to outperform their
index, after fees.
“A passive set and forget strategy, which we thought was the right approach, now
doesn’t seem to be the optimal strategy. Having gone deeper into this, we know that
prediction was based on an incomplete analysis.
“With more complete analysis, there is no simple answer; there is no silver bullet,”
said Prof Blake.
He did add, however, that for pension funds that lacked the governance structures to
manage their managers, passive might still be the best approach.
Specialist managers outperform balanced managers: Cass, By Rachel Dalton,
Professional Pensions, 02 Jul 2012
Pension funds run by specialist managers outperform funds run by balanced
managers over 20 years, according to Cass Business School research.
Specialist managers focusing on single or a small group of asset classes demonstrated
better stock-picking skills than balanced managers who focused on a range of asset
classes, according to the 20-year study.
The trend was most evident in UK equities; the dominant asset class for UK pension
funds.
Professor David Blake, director of the Pensions Institute at Cass and the report's
author, said "UK equity specialists generated an annual average post-fee alpha of 35
basis points, whereas the average balanced manager generated a negative alpha of -54
basis points."
The industry's shift towards using multiple competing managers instead of single fund
managers boosted performance, despite the increased cost of management fees, the
report said.
"Pension funds which switched from employing a single specialist to multiple
specialists increased average performance by 131 basis points," said Blake.
"Switching from single balanced to multiple balanced management led to a 63 basis
point increase in performance. In both cases, fees increased by just three basis points."
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Professor Ian Tonks, co-author of the study, added: "Our findings suggest that
decentralisation actually improves performance sufficiently to compensate for the
coordination problems that result.
"The shift to decentralised management offers funds with growing assets under
management a path for reducing the effects of scale-diseconomies. The move toward
decentralisation means the pension fund can exploit the increased skills of specialized
managers, as well as benefit from competitive pressures when multiple managers are
used."
The full report, Decentralised Investment Management: Evidence from the Pension
Industry Fund, by David Blake, Alberto Rossi, Allan Timmermann, Ian Tonks and
Russ Werners, will be published in the forthcoming Journal of Finance.
Pension funds run by specialist managers produce higher returns, by Rachel
Fixsen, Investments & Pensions Europe, 2 July 2012
UK – Pension funds in the UK run by specialist managers produce far higher returns
than those using balanced managers, and shifting to multiple competing managers has
paid off, a new study shows.
Specialist fund managers focusing on just one or a few asset classes were better at
picking stocks than balanced managers focusing on a wide range of asset classes, the
20-year study to be published in the Journal of Finance revealed.
Professor David Blake, co-author of the report, said: "UK equity specialists generated
an annual average, post-fee alpha of 35 basis points, whereas the average balanced
manager generated a negative alpha of -54bps."
This superior performance of specialist fund managers was most clear in UK equities
– the main asset class for UK pension funds, the authors found.
The shift in the UK pension industry towards using multiple competing managers and
away from single fund managers has led to a big hike in performance, even after
accounting for increased fees, they found.
"Pension funds that switched from employing a single specialist to multiple specialists
increased average performance by 131bps," said Blake, who is director of the
Pensions Institute at Cass Business School in London.
"Switching from single balanced to multiple balanced management led to a 63bps
increase in performance," he said.
"In both cases, fees increased by just 3bps."
Even though changing to a range of predominantly specialist managers from just one
meant higher fees for the sponsor, the increase in pre-fee returns more than
compensated for this, he said.
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Blake said: "In UK equities, we find that the average excess return generated by a
fund in the year prior to the switch to multiple managers was -53bps, while the year
following it was a positive 9bps."
Using multiple managers normally led to a diversification loss because the individual
managers would not account for the correlation of their own portfolio returns with
those of the other managers, said another co-author of the study, professor Ian Tonks.
Market timing strategies were also more difficult to coordinate, he said.
But despite this, the shift to multiple managers still paid off for pension funds.
"Our findings suggest that decentralisation actually improves performance sufficiently
to compensate for the coordination problems that result," Tonks said.
"The shift to decentralised management can, therefore, be interpreted as rational,
since it offers funds with growing assets under management a path for reducing the
effects of scale-diseconomies."
Moving towards decentralisation allowed a pension fund to exploit the increased
skills of specialist managers, and benefit from competitive pressures when several
managers were used, he said.
Specialist pension fund managers trump balanced managers, Pensions World, 2
July 2012
UK pension funds run by specialist managers sharply outperform those overseen by
balanced managers, according to a new 20-year study in the Journal of Finance.
Specialist fund managers, who focus on a single or a small number of asset classes,
showed superior stock selection abilities compared to balanced managers, who focus
on a wide range of asset classes.
The superior performance of specialist fund managers was most evident among UK
equities, which is the dominant asset class for UK pension funds.
“UK equity specialists generated an annual average post-fee alpha of 35 basis points,
whereas the average balanced manager generated a negative alpha of -54 basis
points,” said co-author of the study, Professor David Blake Director of the Pensions
Institute at Cass Business School.
The study also analysed the UK pension industry’s shift from single fund managers to
multiple competing managers.
It found the trend towards multiple managers led to a significant hike in fund
performance, even after accounting for the higher cost of management fees.
Professor Blake said: “Pension funds which switched from employing a single
specialist to multiple specialists increased average performance by 131 basis points.
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Switching from single balanced to multiple balanced management led to a 63 basis
point increase in performance. In both cases, fees increased by just three basis points.
“We found the switch from a single balanced or specialist manager to multiple,
predominantly specialist mangers reduced the impact of scale diseconomies as the
assets of a fund increased over time,” he added. “While the shift to multiple
managers incurs higher fees for the sponsor, the increase in pre-fee returns more than
compensates for this.”
The authors argue that fund sponsors employ multiple managers to promote
competition and drive up performance. “In UK equities, we find that the average
excess return generated by a fund in the year prior to the switch to multiple managers
was -53 points, while the year following it was a positive nine basis points,” said
Professor Blake.
The study helps to explain the UK pension industry’s “surprising” decentralisation
move from balanced to specialist managers and from single to multiple managers.
“These switches are surprising because the mean-variance efficient portfolio chosen
by a single manager will generally differ from the optimal combination of meanvariance efficient portfolios picked by a group of managers responsible for different
segments of the portfolio.
“Employing multiple managers usually leads to a diversification loss, since individual
managers will not be able to account for the correlation of their own portfolio returns
with the returns of other mangers in the fund. Market timing strategies are also more
difficult to coordinate,” explained Professor Ian Tonks, another co-author of the
study.
“Our findings suggest that decentralisation actually improves performance sufficiently
to compensate for the coordination problems that result. The shift to decentralised
management can, therefore, be interpreted as rational, since it offers funds with
growing assets under management a path for reducing the effects of scalediseconomies. The move toward decentralisation means the pension fund can exploit
the increased skills of specialised managers, as well as benefit from competitive
pressures when multiple managers are used.”
‘Decentralised Investment Management: Evidence from the Pension Industry Fund’
by David Blake, Alberto Rossi, Allan Timmermann, Ian Tonks and Russ Wermers,
forthcoming Journal of Finance
Study finds specialists outperform balanced managers, By Matt Ritchie,
Pensions Age, 2 July 2012
UK pension funds run by specialist managers sharply outperform those overseen by
balanced managers, according to a new 20-year study from Cass Business School.
The study, due to be published in the Journal of Finance, found that specialist fund
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managers, who focus on a single or a small number of asset classes, showed superior
stock selection abilities compared to balanced managers.
Cass Business School's director of the pensions institute professor David Blake, who
co-authored the study, said UK equity specialists generated an annual average postfee alpha of 35 basis points, compared to -54bps from the average balanced manager.
The study also found that the trend towards multiple managers led to a significant
hike in fund performance, even after accounting for the higher cost of management
fees.
Pension funds which switched from employing a single specialist to multiple
specialists increased average performance by 131bps, switching from single balanced
to multiple balanced management led to a 63bps increase in performance. In both
cases, fees increased by 3bps.
“We found the switch from a single balanced or specialist manager to multiple,
predominantly specialist mangers reduced the impact of scale diseconomies as the
assets of a fund increased over time. While the shift to multiple managers incurs
higher fees for the sponsor, the increase in pre-fee returns more than compensates for
this,” Blake said.
Specialist fund managers superior to balanced managers, Matthew Jeynes,
What Investment, 02 July 2012
Specialist fund managers sharply outperform balanced or multi-asset managers,
according to research from Cass Business School.
The 20-year study has found that pension fund managers that specialise in a specific
asset class achieved superior performance to balanced managers, who invest in a wide
range of asset classes.
The outperformance was most pronounced among UK equities, where the average
specialist manager had an annual post-fee alpha of 0.35 per cent while the average
balanced manager generated -0.54 per cent.
The research paper also analysed the trend by pension funds away from single
managers to multiple fund managers, finding that a switch from a single specialist to
multiple specialist managers increased average annual fund performance by 1.3 per
cent.
Professor David Blake, director of the Pensions Institute at Cass Business School and
co-author of the study, commented, ‘While the shift to multiple managers incurs
higher fees for the sponsor, the increase in pre-fee returns more than compensates for
this.’
The study lends support to the ‘decentralisation’ of the pension fund industry, from
balanced to specialist managers and from single to multiple managers.
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Professor Ian Tonks, fellow co-author of the study, added, ‘The move toward
decentralisation means the pension fund can exploit the increased skills of specialised
managers, as well as benefit from competitive pressures when multiple managers are
used.’
The research also found that this move to decentralisation was largely driven by the
‘rapidly increasing size of pension funds and the associated market impact effects’
and the emergence of highly skilled specialist fund managers in the earlier 1990’s.
Where’s TPR’s steer on default funds? By Debbie Harrison, FTfm, 2 July 2012
The Pensions Regulator’s (TPR) latest governance guidance for auto-enrolment fails
to address the continued use of outdated defined contribution (DC) default funds used
by thousands of small and medium-sized employers in the UK.
These “set and forget” funds lack ongoing investment governance and are
characterised by high-risk asset allocations, high charges, and poor de-risking
mechanisms in the run-up to retirement.

Click to enlarge
Under auto-enrolment, which begins in October 2012, 80-90 per cent of pension
scheme members are expected to use the default funds offered under the plans
selected by employers. Of the 200,000 DC schemes in the private sector, only 10,000
have more than 100 members. Most – particularly, but not exclusively the smaller
schemes – represent the legacy of “set and forget” corporate adviser sales in the
1990s.
Paul Macro, DC retirement consulting leader at Mercer, says: “In many cases large
employers and their advisers are generally doing what the guidance requires, so it’s
time the Regulator looked ahead to the position of smaller and medium-sized
employers, who might not have access to professional advice and whose choice of
schemes will be limited. Indeed many of these may not even know the guidance
exists.”
Mr Macro points to the “vast numbers” of DC schemes put in place in the 1990s and
early-2000s. “These still lack any form of governance structures and are likely to still
retain their high equity asset allocations and potentially high charges. The danger is
inertia will encourage employers to use these ‘set and forget’ schemes for autoenrolment. Members will suffer as a result.”
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In its analysis for a forthcoming report, the Pensions Institute found that these funds
typically have equity allocations of 80-100 per cent, a total expense ratio (TER) of up
to 1.5 per cent and limited or no lifestyling mechanism, leaving members exposed to
market shocks when they convert their funds into annuities.
Research published last month by the Organisation for Economic Cooperation and
Development (OECD) indicates that these funds contributed significantly to the
shocking performance results for UK private pensions. Pensions Outlook 2012
showed that the average annual net return (after inflation) for 2001-10 was -0.1 per
cent; the figure for 2007-11 was -1.1 per cent.
Pablo Antolín, senior economist in the Financial Affairs Division of the OECD, says
high charges and set-and-forget asset allocations “may be symptomatic of a sellerdominated pension industry, in which employers and employees, have a clear
informational disadvantage compared with pension providers”.
The OECD Roadmap for DC design, published with Pensions Outlook, states that
default funds should fully integrate the annuity conversion risks to ensure internal
coherence between the accumulation and payout phases. This requires strong
investment governance processes that de-risk funds to avoid the impact of market
shocks in the run up to retirement.
Mr Antolín says if auto-enrolment is to succeed it is imperative that all employees use
appropriate funds. “The continued use of high-risk and high-charging funds that do
not integrate accumulation and payout phases will discredit auto-enrolment and
undermine public confidence.”
The benchmark for default fund investment governance standards for smaller and
medium-sized companies is the National Employment Savings Trust (Nest), which
has an equity exposure of about 30 per cent and uses alternative assets to enhance
growth prospects and reduce the impact of market shocks. Nest’s TER is about 0.5 per
cent.
A similar approach to default fund investment governance is found in schemes run by
Now Pensions, which harnesses the governance expertise of its Danish parent ATP,
and BlueSky, which uses AllianceBernstein’s target date funds. Together with
B&CE’s People’s Pension, these large-scale schemes are considered sensible choices
for smaller and medium-sized employers.
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The problem of inadequate advice in the smaller and medium-sized employer market
will be exacerbated by the Retail Distribution Review (RDR), which bans commission
on sales of new pension products from January 2013.
Unless TPR provides a clear steer towards schemes – eg through use of a governance
kitemark – these employers are likely to continue using outdated funds for autoenrolment.
Mr Macro says in addition to its principles-based guidance, TPR needs to tell
employers what is not acceptable under auto-enrolment. “Post-RDR many of the
former commission-based advisers may no longer deal with these types of employers,
while life offices are likely to refuse the business as they will not want an influx of
uneconomic auto-enrollees.”
TPR also needs to ensure that where employers do transfer to modern schemes, all
members take their legacy pots with them or transfer them to an alternative scheme.
The government is examining the problem of poor-performing and high-charging
legacy pots, but has yet to reach its conclusions. “Employers need this legislation in
place,” Mr Macro says.
The availability of low-cost default funds with low charges for legacy pots could form
part of the auto-enrolment default fund kitemark. A website for kitemarked schemes
that identified providers accepting smaller employers, would go a long way towards
addressing the problems.
Debbie Harrison is a senior visiting fellow of the Pensions Institute at Cass Business
School.
To contribute to the debates raised in this series go to discussions.ft.com/alchemy or
email dr.debbie.harrison@gmail.com
OECD to launch guiding principles for DC schemes, By Rachel Dalton,
Professional Pensions, 18 May 2012
The Organisation for Economic Co-operation and Development will launch a guiding
principles document for defined contribution schemes next month to improve global
consistency in schemes.
The organisation, which publishes global policies on economic and social issues, will
issue the principles to policymakers around the globe as a template to improve DC
schemes.
The principles are backed by 34 member countries of the OECD, including the UK.
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OECD private pensions unit head Juan Yermo said: "DC is becoming the core part of
retirement income provision in many countries around the world.
"There is a need for greater adequacy in DC pensions, for more coherence in the
design of DC, more internal consistency between the design of the accumulation and
the design of the pay-out phase and a need for greater efficiency.
"We will have a set of principles forthcoming from the OECD, which will be targeted
at defined contribution plans, in the next couple of weeks."
The principles are due to be launched at an event at the Cass Business School
Pensions Institute on 11 June.
The OECD Guiding Principles come on the back of six principles issued by The
Pensions Regulator last year to improve DC scheme governance.

Big solutions to balance a bigger DC arena, By Debbie Harrison, FTfm, May 13,
2012
Ever since defined contribution personal pensions were introduced in the UK in 1988,
asset managers have struggled to penetrate a market dominated by insurance
companies, which have the ability to provide product wrappers and in-house
administration services.
With the phasing in of auto-enrolment this year – which will increase UK DC scheme
membership from 5m to an expected 13m – two reports highlight asset management
innovation in the accumulation and decumulation phases.

Click to enlarge
The 2012 DCisions Report questions the use of DC default funds – which
accommodate 80-90 per cent of members – in relation to performance benchmarks,
distribution and the role of investment governance decision-makers.
It analysed data on more than 1m DC investors to calibrate and contextualise the asset
management strategies of these funds and to evaluate performance on a risk-adjusted
net return basis. DCisions argues that this single transparent system of measurement is
essential in a market characterised by multiple self-selected performance benchmarks.
A key finding of the report is that many schemes do not have access to modern default
solutions that incorporate sustained investment governance delivered through direct
access to top asset managers and consultants. Smaller schemes in particular tend to
languish in outdated “set-and-forget” strategies that were implemented as a one-off
exercise by financial advisers and consultants in the 1990s, which have left in place
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“static” funds with an excessive equity weighting and in some cases with no
lifestyling mechanism to protect members approaching retirement from market falls.
The report compares default funds currently in use with asset manager recommended
solutions, most of which are not widely used because – with the notable exceptions of
BlackRock and Fidelity – asset managers rely on investment platforms and the
advisory community for distribution.
Nigel Aston, business development director at DCisions, says that distribution barriers
to asset manager solutions can lead to unintended consequences.
“By necessity, these funds are designed by asset managers to appeal to platforms and
consultants rather than members.
“Asset managers need to refocus on consumers, but to do this they need a level
playing field in relation to the firms that advise employers and trustees.”
A key issue in this debate is where responsibility for investment governance lies. This
is “embedded” within solutions available through AllianceBernstein’s target date
funds and Fidelity’s FutureWise, for example, but consultants such as Mercer also
offer this approach.
Mr Aston says: “The question of whether to empower consultants or asset managers
with responsibility for asset allocation is growing in importance as the boundaries
between fund management and investment consulting blur.
“With consultants facing a rapid decline in their defined benefit hunting grounds, it is
natural for them to seek new sources of revenue, even though asset allocation
traditionally has been the province of the asset managers.”
To ensure a level playing field, Mr Aston proposes that all market participants should
be subject to the same disclosure regime. This would ensure that the value delivered
to members is clear and measurable, as well as improving transparency of the roles,
responsibilities and regulation of the parties involved.
“Without this, it can be very hard for employers and schemes to make valid
comparisons between service providers. Trustees and governance teams should tackle
any potential conflicts of interest head-on.”
The report reveals a lack of clarity in the identity of governance decision-makers.
Although 70 per cent of schemes said that the plan sponsor or trustee has
responsibility for asset allocation, almost 60 per cent use white-labelled solutions,
indicating the strong influence of consultants.
It also identifies concerns about the disconnection between the de-risking mechanism
and the decumulation objective set by the scheme – typically a level annuity.
One “joined-up” solution to the de-risking and decumulation challenge is a new
concept from AllianceBernstein. Retirement Bridge, available later this year, will
offer an “at retirement” target-date fund that incorporates a drawdown facility.
55

This enables members to take an immediate income, based on prevailing annuity
rates, for as long as they wish – from a few months up to 10 years.
The advantages of this flexibility are manifest to those concerned about falling
annuity rates.
Retirement Bridge gives retirees more time to make an informed annuity choice and
the potential for improved rates because the over-70s benefit from a higher mortality
cross-subsidy and are more likely to qualify for enhancements.
In the meantime, their fund would be managed in an environment that
AllianceBernstein described as low-risk and low-cost compared with current
drawdown arrangements.
The annual management charge, including drawdown administration, is expected to
be “substantially less than 1 per cent”. In the event of an early death the fund would
be paid to the member’s estate.
David Hutchins, head of UK DC investments at AllianceBernstein, said: “At present a
lot of purchases in the annuity market could be described as ‘distressed’, where
people aged 65 and in good health feel compelled to secure an income but at the same
time end up buying longevity insurance they don’t need.
“While they understand the implications of future inflation increases, they cannot
afford to protect against it and cannot know how their circumstances might change in
the next five to 10 years.
“The best time to consider the annuity purchase is after you’ve retired and had time to
think.”
Retirement Bridge might be an alternative for those with smaller funds in particular,
for whom temporary annuities might not be an appropriate solution. Moreover, these
people are often excluded from the drawdown market due to its complexity, expense
and regulation.
At present 90 per cent of retirees buy an annuity immediately at retirement in a
market worth £10bn-£12bn a year.
The reaction of annuity providers to the new concept will be interesting. They might
be reluctant to see DC members delay annuity purchases; alternatively they might see
the upside of avoiding the longevity risk associated with younger retirees.
Debbie Harrison is a senior visiting fellow of the Pensions Institute at Cass Business
School.
To contribute to the debates raised in this series go to discussions.ft.com/alchemy or
email dr.debbie.harrison@gmail.com
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Companies urged to improve pensions, By Norma Cohen, Economics
Correspondent, Financial Times, 15 April 2012
Companies could increase employees’ pension pots by as much as 40 per cent without
any additional contributions, giving employers greater flexibility to manage staff in
the run-up to retirement, according to a report out this week.
The report, prepared JLT Benefit Solutions, a consultancy, and by Cass Business
School says a range of measures could be adopted to improve scheme governance –
from negotiating lower fees to shopping around for an annuity.
Employers are stepping up closure of final salary pension schemes, replacing these
with less expensive defined contribution schemes as a new generation of employees
begins to take pensions under the terms of the government’s auto-enrolment
requirements.
Duncan Howorth, chief executive of JLT Benefit Solutions, said businesses were
scrambling to find ways to support good pension schemes that were “smart, not
expensive”.
The report comes as the official retirement age begins to rise, allowing workers to
continue in employment after 65 if they wish to do so. “If the employer can’t force
people to go and the employee can’t afford to leave, there is a problem,” said Deborah
Harrison, senior fellow at Cass’s Pensions Institute and a co-author of the report.
The report says workers could obtain far better value from defined contribution
savings pots that leave workers at the mercy of stock and bond markets, as well as the
annuities market offered by insurers, for retirement income.
A surprising number of schemes, for example, offer a default fund that is
insufficiently diversified and that moreover, waits too long before easing investments
into lower-risk assets such as bonds or cash. Just improving investment choices can
increase a retirement pot from £9,000 to £11,000 at retirement, it says.
Other measures such as encouraging workers to step up their own savings whenever
they get a pay rise will also increase pension pots, as well as efforts by trustees to
negotiate down aggressively annual management charges levied by fund providers,
the report says.
Shopping around for an annuity at retirement instead of simply taking one offered by
the fund manager makes a further big addition to a pension. If trustees made efforts to
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find out who might be entitled to enhanced annuities – say, those who smoke or who
have chronic illnesses – this would also make a significant improvement.
Pension providers spruce up their DC image, John Richardson, Financial News,
05 Mar 2012
Defined contribution schemes have an image problem. Earlier this year, actuarial
consultancy firm Barnett Waddingham produced figures comparing defined-benefit
and defined-contribution accumulation outcomes.
Taking two individuals on a salary of £31,600, it calculated that employee A, enrolled
in a DB scheme for 40 years, would receive a pension of £21,070 every year, if he
were to retire today. Employee B, in a DC scheme with the same salary and service,
would be entitled to £13,330.
But if employee B were to start work now, and retire in 40 years, then his pension pot
would only be worth £6,440 in today’s money.
The DC outcome was based on a typical profile of a conservative investor
contributing 8% of salary to a pension, investing exclusively in equities, which
returned 3.5% above gilts, and then switching to gilts close to retirement.
It is little wonder, therefore, that some consultants warn about DC’s ability to build a
decent retirement income to match rising life expectancy.
Auto-enrolment
However, the advent of auto-enrolment in the UK, which requires employers to meet
minimum governance standards and scheme contributions, is driving change. This has
led to a lot more employers looking at their DC offerings and recognising that must
improve to comply with the requirements of the Department of Works and Pensions
or the Pensions Regulator.
Andy Dickson, investment director at Standard Life Investments and vice-chairman of
the Defined Contribution Investment Forum, said: “Auto-enrolment has been the
catalyst to review workplace pensions, and the vast majority will capture members in
DC.”
Paul Gilbody, director and head of DC consulting relationships at BlackRock, has also
noticed a sharp rise in employers focusing on their DC arrangements ahead of autoenrolment, which is now due to go live next year after a few delays. He said: “The
number of high-quality tenders from employers out there is higher than it has been for
a number of recent years.”
Much of the attention is on schemes’ default funds, the catch-all option for scheme
members who do not choose their own funds. Results from a survey by consulting
firm Mercer in December last year revealed that 79% of DC schemes had more than
75% of members in their default fund. That number is expected to rise, particularly as
a default is a mandatory requirement for an auto-enrolment qualifying scheme.
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Tailored structure
This has led to predictions that the days of the one-size-fits-all passive default fund
are fading, because different workers at different stages of their working lives need to
be given the right default options.
Recent improvements have come in the form of target-date funds. These can deploy a
“glide-path” strategy, which gradually moves members’ investments from large
equity allocations to bonds and cash at the most opportune time before retirement.
Unlike the less sophisticated basic lifestyle fund, which switches from equities to
bonds on a set date, target-date lets members benefit from short-term market
opportunities.
But even these appear to be old hat as DC innovation gathers pace.
Gilbody believes the National Employment Savings Trust, the UK government’s DC
plan for workers whose employers don’t run a scheme, should take some credit for
understanding that in the early years of an employee’s membership of a scheme, the
focus should be on getting into the habit of saving and building up a pot of money.
Nest’s default offering includes a foundation stage that aims to prevent sharp falls in
value by matching the consumer price index.
Online planning tools
He said: “One thing we’re looking at doing is contacting members when they reach a
certain age or savings amount and making sure they know that there are tools
available to them online that can help them plan for retirement.” But this will only
work if they have not been put off by wild fluctuations in their annual statements. As
a result, diversified growth funds, which are meant to protect DC pots from volatility,
are gaining in popularity.
Standard Life’s version, for example, called the Global Absolute Return Strategy,
seeks to gain returns in all market conditions. This is done by moving away from
traditional benchmarks and taking a more diversified approach to asset allocation,
with active management and the use of derivatives. More than £30bn is now invested
in these types of multi-asset funds in the UK, most of which have produced returns
that have far exceeded the FTSE100 over the past four years.
However, for a scheme to achieve success with its funds it needs a steady and large
flow of contributions.
Some employers have adopted automatic employee scheme contribution rises, in line
with pay rises, to good effect. But those employees who have to voluntarily increase
their contributions balk at the idea, even when the economy is in good shape.
Nonetheless, the consensus is that the 8% minimum level that auto-enrolment will
eventually install will not be enough.
Simon Butler, policy and propositions manager at Friends Life, said that
communication and help from providers and employers is vital. He said: “We want
people to get good information so that they can work out how much they would need
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to retire. And if there is a gap, which sadly there usually is, then they can consider
what they are going to do about it.
“Being in a position of power over information that relates to your circumstances is
absolutely critical.”
A fair deal
Building a decent-sized pot of savings is only one aspect of a successful defined
contribution pension. The average DC member is still fighting a losing battle when it
comes to buying the best value and most appropriate annuity.
A joint report published last month by the National Association of Pension Funds and
the Pensions Institute at Cass Business School concluded that some half a million
retirees could be losing as much as £1bn over their non-working lives due to some
questionable insurance industry practices.
It also revealed that those who do not exercise the open market option – allowing
someone approaching retirement to shop around for annuities – and fail to look
elsewhere for a better deal could inadvertently almost halve their future retirement
income.
The report finds that members with less than £50,000 are shut out from the open
market option because annuity advisers will not find it profitable enough to advise on
small pots. This currently affects up to 80% of savers.
Those who have larger pots and do shop around are hampered by a system that is built
to favour the insurer over the annuitant. Barriers to finding the best deal include:
advisers who do not cover the whole market; little support from employers or
providers; and price manipulation.
In the case of price manipulation, claims were made to the report’s authors that some
insurers deliberately lower rates when they anticipate a group of people approaching
retirement, as they correctly assume that most will not use the open market option and
take the insurer’s first offer.
Gail Philippart, a principal in Mercer’s DC consulting arm, says firms should take
more responsibility to ensure employees end up with a fairer deal. She said:
“Employers pay millions in these schemes every year. So they should also have a
keen interest in ensuring their money is put to good use and not simply thrown away.”
Retirement will become age management, By Liz Bolshaw, Financial Times,
February 29, 2012
If you are working and in your 40s or 50s, do not count on that carriage clock any
time soon. The idea of a comfortable retirement is becoming a mirage that keeps
receding the closer you get to it, while the means by which we pay for it is
increasingly unsustainable.
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Late last year the UK government abolished the default retirement age (DRA) –
legislation that provided a retirement norm of 60 for women and 65 for men and
coincided with the state pension age. The Pensions Bill is in the process of increasing
that SPA from 60 to 65 for women between 2016 and 2018 and to 66 in 2018 for men,
with plans to increase it to 68 for everyone from 2046.
Ros Altmann, director-general of Saga, the financial services group for the over-50s,
says: “It’s a direct result of the benefits that have derived from improved healthcare
and better working practices. The majority of jobs are physically less demanding. As
the labour market has developed and people are living longer, healthier lives… we
still haven’t adjusted our ideas about retirement.”
According to the latest numbers provided by the Office for National Statistics,
average life expectancy for men in the UK was 78.2 years and 82.3 years for women
in 2010. More significantly, remaining life expectancy at 65 in the UK is 17.8 years
for men and 20.4 for women.
When the state contributory pension scheme was first introduced in 1926 only a third
of men and 40 per cent of women were expected to celebrate their 65th birthdays.
David Blake, director of the Pensions Institute at Cass Business School, says, in
response to the current unprecedented improvements in longevity “existing pension
systems are unsustainable because people have simply not saved enough. They are
now playing a classic Ponzi game and relying on the next generation and the
generation after that to bail them out… This could lead to very severe
intergenerational tensions.”
It is estimated that the proposals in the new Pensions Bill will save £30bn in benefit
payments and attract a further £8.1bn in tax and national insurance. By abolishing the
DRA, the government can also expect an increase in tax and NI from those who
choose to continue to work beyond the state pension age.
A survey undertaken for Saga by Populus, the pollster, last year suggests that people
over 50 are not sorry to see the DRA disappear. Of the 13,000 respondents still
working, 71 per cent agreed that they “would prefer to stage their retirement by
working part-time before completely stopping working” and only 29 per cent wanted
“to stop work completely”. Responses varied according to social class, with 39 per
cent of the lowest three social and economic groups saying they would prefer to stop
working completely, compared with only 27 per cent of the top three (there are six
groups in total).
“We need to rethink retirement. It is becoming a process rather than an event and it is
much healthier if that can be achieved. There is a social revolution under way and a
whole new phase of life that is being invented,” says Ms Altmann.
But Prof Blake sounds a note of caution: “More choice sounds great but the
unintended consequences, as always, are not thought through.”
“Because there is no DRA, there is no fixed date in the future that forces people to
focus their minds on retiring, so it could mean that they actually start saving for their
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pension even later,” he says. This negative effect on pension provision might mean
“they won’t have enough money to retire and will be forced to work much, much
longer.”
At the same time, he continues, “you’ve got people in their late 50s and early 60s in
final salary pension plans who could actually be hitting the lifetime allowance even
though they may want to work longer. But if they continue to accrue pension benefits,
they will face big tax bills.”
Prof Blake argues that calculating the liabilities of final-salary plans will become
“more difficult in future. In addition to the problem of reliably forecasting future life
expectancy, actuaries will now have to make assumptions about what is a reasonable
range of retirement dates for every plan they monitor.”
He points out that retirement as a social norm was “a 20th-century invention” and it
may have had its day. “Looking forward, most of us are going to have to work longer,
even after formal ‘retirement’ and get used to doing part-time jobs. The concept of
‘retirement’ will alter.”
“There will be a new activity called ‘age management’ that both individuals and the
companies that employ them will have to accept and embrace,” says Prof Blake, and
human resources policy will be more challenging as a result.
Old-style retirement, “working full time on Friday and no time on Monday,” says Ms
Altmann, was not always easy to adjust to. A new form of semi-retirement may be
more fulfilling. “If you think of it as an extended period of healthy life and can
achieve a better work-life balance as well as contributing to the economy, you can
have a better lifestyle and more money to spend,” she says.
Ruling the roost, OUTSIDEINSIGHT, PensionsInsight, February 2012
The Eurozone crisis and an ageing population are just two of the major threats facing
UK pension schemes. Time is running out to correct the problems, says David Blake
The Eurozone crisis is the most immediate and visible part of a wider crisis facing the
West. Individuals have borrowed far too much to support a living standard that is not
justified by their work effort or future productivity. States have made huge unfunded
pension promises to both their citizens and their own employees; now they have been
forced to bail out the banks.
This has resulted in enormous liabilities for future tax payers. In ‘A Bankruptcy
Foretold’, Nick Silver estimates that the official UK national debt in 2010 was £772bn
(54% of GDP), but the true national debt, taking into account the unfunded pensions
promises, is £4.8trn (333% of GDP). It’s worse in Europe: Italy spends 14% of its
GDP on pensions and Greece 12%, compared with 5% in the UK. It is even worse in
the US. Prof Larry Kotlikoff of Boston University estimates the true US national debt
to be $202trn which is more than 15 times the official debt and 13 times US GDP. He
concludes that the US is bankrupt.
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It is difficult to see how we can grow our way out of this problem. The ratio of debt to
GDP will not fall over time if GDP falls by more than the debt falls. The plans by 26
of the 27 member states of the EU for greater fiscal integration and strictly enforced
limits on budget deficits – combined with a single euro-wide monetary policy and
interest rate – will inevitably constrain growth and lead to higher unemployment in
many of the peripheral Eurozone states.
The sovereign solvency crisis in the EU increases the risk of a domino effect arising
from the crossholdings institutions have in each other. The banks hold sovereign debt
and governments hold significant investments in banks. Barclays has exposure to the
PIIGS (Portugal, Ireland, Italy, Greece and Spain) of 120% of its core tier 1 capital,
RBS 105%, and Lloyds nearly 80%: total exposure by British banks to the Eurozone
is £650bn, 42% of GDP. The implication of this is that the banks are still seriously
undercapitalised. The European Banking Authority says European banks must raise
an additional €115bn in capital by June 2012. This is in addition to the refinancing of
maturing bank debt. UK banks have £140bn of term funding maturing next year.
This is of great importance to both pension funds and life offices selling annuities
since they have significant holdings of bank bonds which were believed at the time to
have much lower credit risk than other types of corporate bonds. So there is a very
real risk of contagion across all the sectors of the economy.
There will also be a big impact on how risk is perceived by individuals. If
governments and banks are no longer believed to be safe havens for savings, this will
dramatically reduce individuals’ willingness to save, particularly for the long term,
such as pensions. The unavoidable consequence is that individuals will have to work
much longer before they retire.
We also seem to be entering a new world of shorter business cycles, insipid growth,
and inflation spikes. This new world appears to be associated with low real returns,
but also returns that are increasingly volatile. In the past, corporate sponsors of
pension schemes have relied on a fairly stable equity risk premium of around 6% p.a.
to keep the employer pension costs low. This stability stopped at the end of the 20th
century. The increased volatility of both asset returns and interest rates has, in turn,
increased the volatility of scheme deficits. This will inevitably reduce the willingness
of companies to sponsor pension schemes.
This willingness will be further reduced if two very damaging ideas coming from the
EU are implemented. The first is the financial transactions tax which would cost the
UK £26bn per year. The biggest cost would fall on pension plan members – it could
reduce the value of their pension fund by 5%. Second, applying Solvency II to
pension funds would cost UK companies £100bn in extra funding. Steve Webb, the
Pensions Minister, has called this a £100bn tax on growth.
Then there are the consequences of the true size of national debts. The retirement of
the baby-boomers is going to bring this to a head sooner rather than later.
Governments can no longer borrow to the extent that they have done in the past.
There are therefore only three ways left for dealing with these debts: raising taxes to
pay off the debts, reneging on the promises made or a bout of inflation to reduce their
real value. Now inflating away the debt or reneging on the promises made will mean
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the old will have to live in increasing poverty. Raising taxes will fall on the young.
The problem with this is that there is a huge demographic imbalance in Western
countries, arising not only from population ageing, but also declining fertility. There
are simply not enough young people around to pay the taxes. Further, those that are
here will become increasingly angry about the price they will asked to pay for their
parents’ and grandparents’ profligacy. This is a recipe for intergenerational conflict.
The bottom line is that we now face a very grim future in the West and an even
grimmer retirement. A lot of chickens are about to come home to roost.■
Dr David Blake is professor of pensions economics at Cass Business School and
director of the Pensions Institute. He is one of Pensions Insight’s 50 Most Influential
People in Pensions.
UK pension body warns that annuity market is on the brink of failure, By
Debbie Harrison, FTfm, 6 February 2012
The UK’s annuity market – currently valued at £12bn a year and expected to treble in
size under auto-enrolment – is on the brink of “failure”, warns a report published
today by the National Association of Pension Funds and the Pensions Institute.
The DC member’s journey under auto-enrolment
Savings/accumulation
Wholesale
transaction

model:

Annuity purchase/ decumulation
Business-to-business

Retail model: Business-to-consumer transaction

Growth: 25-35 years

Decision: Less than 6 months

De-risking: 5-15 years

Impact: Rest of life

Product
type:
management

institutional

asset

Product type: retail insurance

Designed for: defaulter (80-90%)
Designed for: engaged, financially aware consumer (10-20%)

Governance: employer, trustee, provider
responsibility; manages risk to a large extent

Governance: optional on part of scheme decision makers,
beyond giving member basic generic information

Member risks: investment,
interest rates (de-risking)

Member risks: inflation, interest rates, morbidity & mortality
(member plus spouse for joint life annuity); members required to
manage all of the risk

inflation;
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The DC member’s journey under auto-enrolment
Savings/accumulation

Annuity purchase/ decumulation

Decision risks: spread over 40+ years via
regular contributions; multiple transactions;
regular review of performance

Decision risks: concentrated in last months before retirement;
income for life, 20+ years, plus spouse’s life (joint annuity); oneoff transaction

Member
flexibility:
can
change
contribution level, fund choice, retirement
date

Member flexibility: none; once one-off decision made it is
irreversible

Min. regulatory requirements: to set
minimum contribution rate; to provide a
lifestyled default fund suitable for
membership profile

Min. regulatory requirements: to give member basic generic
information on annuities and OMO

Advice: professional; sellside driven by
employee benefit consultants, IFAs, asset
managers etc; but limited or absent for low
value schemes; cost of advice amortised
over large sums and multiple accounts

Advice: needs to be personalised; buyside driven; difficult to
locate specialists via post code-based adviser website search
engines; shrinking market 2013; plenty of “execution only”
services via internet search engines but require member to make
decisions; cost of advice borne by the member

Member engagement and understanding:
not required, because decisions are made by
professionals

Member engagement and understanding: required, because
the decisions are member specific

Source: Pensions Institute and NAPF

The report, Treating DC Members Fairly in Retirement, highlights systemic flaws in
annuity pricing and rate transparency. It claims there are insurmountable barriers to
using the open market option (OMO) for DC scheme members, particularly for those
with smaller funds. As a result, annual cohorts of annuitants lose an estimated £500m£1bn of aggregated lifetime income.
There are 4.7m employees in private sector DC schemes: 5m-8m more will join under
auto-enrolment, which begins in 2012. With the financial security of future private
sector retirees at stake, government intervention in the market is inevitable, the report
says, unless the pensions industry undertakes root and branch reform to ensure all
members secure the right type of annuity at the right price.
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Insurance companies that operate in both the scheme and annuity market benefit most
from the current system and retain up to 86 per cent of DC customers at retirement.
The Association of British Insurers wants insurers to promote the OMO more
explicitly, but the report asks whether the companies that profit from the status quo
can drive through the necessary reform.
For members, DC schemes represent an illogical and disconnected journey. The
accumulation stage is based on an institutional asset management model designed
primarily for the “default” member, who does not make active decisions.
Defaulters account for 80-90 per cent of members; they rely on the default fund for
the entire accumulation process.
The success of auto-enrolment is predicated on high levels of member inertia. Yet at
retirement, the member is expected to select a long-term retail insurance product – the
annuity – a process that requires an above-average level of literacy and numeracy and
an understanding of inflation and morbidity trends. For the defaulter there is no
learning curve for this one-off irreversible decision.
The regulation of annuity sales in the DC scheme market is irrational: the Financial
Services Authority regulates contract-based DC, while The Pensions Regulator
regulates trust-based schemes. The report urges the two regulators to agree on a single
set of simple rules for non-regulated advice in the workplace, so that employers and
trustees can be more pro-active.
The regulation is also weak: the only requirement is that members are given basic
information – a leaflet will do fine, but even these are flawed. The FSA and TPR
annuity leaflets describe the OMO and the (highly complex) advisory system. They
direct members to adviser websites that use postcode search engines, which do not
locate specialist advisers that offer a cost-effective service for smaller funds.
Most independent advisers will not take on clients whose fund value is less than
£30,000, unless they have other investable assets.
This threshold is expected to rise to £50,000 in 2013, when new rules for the advice
market are introduced.
This will exclude about 80 per cent of DC members from full advice. Nevertheless,
the cost of commission for advice – typically 2 per cent of the fund – is factored into
most annuity rates, so members pay whether they take advice or not.
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Overall, therefore, the report found that the annuity system for DC schemes endorses
the inappropriate transfer of risk from the “knowledge community” of employers,
trustees and providers, to those least capable of making informed choices.
A key finding of the report is that annuity pricing lacks transparency and conceals
“anomalies”. A common practice is rate manipulation, whereby scheme providers
drop their rates in anticipation of a substantial tranche of DC member funds reaching
maturity.
The report also found that “enhanced” rates offered to members with poor health or
lifestyle conditions can be poor value and worth 15 per cent less than the top OMO
standard rate.
Unless the FSA introduces benchmark rates, the term “enhanced” will remain
misleading, and is likely to trigger a mis-selling scandal.
Even where enhanced rates are secured through the OMO, these are “underwritinglight”: they provide only a percentage of the potential uplift because the underwriting
is based on a simplified, rather than a full medical questionnaire.
These transparency and pricing issues are unlikely to be tackled under current
regulation. Section 348 of the Financial Services and Markets Act prohibits the FSA
from publishing “confidential information”, unless it has the insurance company’s
consent.
One way to circumvent these problems, the report says, is for the government to
require all schemes to provide a default member support service, which actively helps
members to choose the annuity type and then makes the purchase in the open market.
This model is already being used by contract- and trust-based schemes at no
additional cost to employers.
If the industry does not reform voluntarily, the report recommends that the
government replicate in the annuity market the process it has introduced for
accumulation through the National Employment Savings Trust (Nest), which was
designed to correct a market failure in relation to low-to-median earners, who are not
served well – or at all – by private providers.
Criticism from the industry
Expecting employees to understand annuities is totally unrealistic, industry says
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Debbie Harrison is a senior visiting fellow of the Pensions Institute at Cass Business
School.
To contribute to the debates raised in this series go to discussions.ft.com/alchemy or
email dr.debbie.harrison@gmail.com

Annuity selling is 'unfair and opaque', says NAPF, BBC News, 4 February 2012
http://www.bbc.co.uk/news/business-16873806
The way annuities are sold is costing half a million retirees each year as much as £1bn
in future pension income, a report claims.
The National Association of Pension Funds said the sale of annuities was "hugely
unfair and opaque".
Annuities are the annual incomes most retirees buy with their personal pension pots.
The NAPF said the problem lay with obstacles that stopped many people shopping
around for the best deals.
Its report also said the insurance firms which sell annuities were guilty of "sharp
practice and murky pricing".
"The process for choosing an annuity is a complex one and the majority still go for
the "default" option by sticking with their pension scheme provider," the NAPF said.
"This failure to shop around for a better deal can wipe 30% off their annual pension
income, and in some cases up to 50%," it argued.
'Toxic system'
The NAPF based its arguments on research carried out by the Pensions Institute, a
department of the Cass Business School in London.
“Too many end up stuck with the wrong annuity at a bad price” Joanne Segars
NAPF
With the decline of final-salary pension schemes, most people employed in the private
sector now put their pension contributions into so-called defined contribution
schemes.
In these, their contributions are invested and when they retire the accumulated sum
can be used to buy a guaranteed annual income for life.
The problem, the NAPF said, is that many obstacles are in the way of those who
might be better off shopping around among different insurance firms - the "open
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market option" - rather than just accepting the annuity offered by their pension saving
company.
Joanne Segars, chief executive of the NAPF, said savers were being "short- changed
by a toxic system".
"Every year a billion pounds that could have been paid out in pensions instead
disappears down the plughole of a murky annuity market," she said.
"Lower and middle income workers are especially vulnerable - too many end up stuck
with the wrong annuity at a bad price," she added.
Persuasion needed
The NAPF's report said most people retired with pension pots worth less than
£50,000.
However these were not large enough for most annuity advisers to make a profit by
giving advice on which annuity should be bought.
Few people, the NAPF argued, knew enough to successfully chose an annuity
themselves.
And those who were able to shop around may have found that the best deals were
simply not advertised.
"It is virtually impossible to find a specialist adviser who covers the whole market and
who is willing to help those with smaller funds," the NAPF said.
Meanwhile, most employers did little more than give their retiring staff a leaflet
directing them to a price comparison website.
Tom McPhail, of the financial supermarket Hargreaves Lansdown, said: "The
pensions industry and the government have a responsibility to ensure that the
information sent to investors in the run up to retirement makes it as easy as possible to
shop around."
"This is something they have demonstrably failed to do in the past and even today it is
proving a struggle to push insurance companies and pension schemes into giving their
customers a fair deal," McPhail added.
However he argued that there are in fact enough annuity brokers who would be
willing to advise customers with small pension pots, but the problem lay in
persuading retirees to use them.
"At present investors sometimes struggle to see past their existing insurer's
uncompetitive annuity terms and to find someone who can help them get a better
deal," he said.
Inaccurate
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The NAPF report also took a dim view of the way annuities are priced by the insurers
selling them.
It identified a number of "sharp practices" such as insurers "tailoring" their annuity
prices according to how much money was being used to buy the annuity.
"Annuity rate bands can have 'cliff-edges'... penalising customers who could get a
better rate by having as little as £1 more in their pot," it said.
Otto Thoresen, director general of the Association of British Insurers (ABI) said such
claims were wrong and based on anecdotal evidence only.
But he agreed with the report's general thrust.
"We fully agree that all customers need to shop around," he said.
"70% of our customers already shop around with 44% switching provider, but this is a
critical decision for our customers so we need to do all we can to improve this further.
"We are consulting on a compulsory code for our members to help the third of
customers who don't shop around to make sure they take the right decision and get the
best deal," Thoresen added.
From April 2011 it became no longer effectively compulsory for most people to buy
an annuity with their pension pots by the age of 75.
Even so, for most people, buying one at retirement is still the most sensible and least
risky option as it guarantees an income for life.

Pensioners in £1 billion annuity rip-off, By James Hall, Daily Telegraph, 4
February 2012
Half a million pensioners are being ripped off by up to £1 billion each year by a
“toxic” system of poor returns and hidden charges from retirement annuities, a major
report from the pensions industry has warned.
“Sharp” practices and “murky pricing” mean that the 500,000 private sector workers
who retire every year are being short-changed by an average of £2,000 each when
they buy an annuity, according the National Association of Pension Funds and the
Pensions Institute.
The groups said that their findings should be of “urgent concern” to the Government.
When people in the private sector retire, they use the pension pot they have built up to
buy an annuity from an insurance company. An annuity sets the size of a person’s
retirement income for life and its purchase is a one-off, irreversible decision.
However an “opaque”, "bewildering" and “unfair” system means that people face
“overwhelming obstacles” that prevent them from getting the best deal, according to
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the NAPF and PI report. It found that the system is so complicated that fewer than one
in five retirees has the financial know-how to pick the right annuity.
The report outlined a raft of practices used by the annuity industry that can lead to a
“significant loss of income in retirement” for private sector workers when they retire.
“People are being short-changed by a toxic system,” said Joanne Segars, the chief
executive of the NAPF, which represents 1,200 pension schemes with 15 million
members.
The report highlighted a lack of choice for people when they retire. It said that most
retirees are so overwhelmed by the annuity system that they opt for a low “default”
annuity provided by the pension scheme provider, rather than shop around.
However failure to shop around for the best deal can wipe up to 50 per cent off a
person’s annual pension income, the report found.
“It can potentially wipe thousands of pounds off the value of a pension pot that a
member worked so hard to build,” it said.
The NAPF and PI also uncovered examples of hidden charges and fees.
They said that commission averaging 2 per cent of a pension pot’s value is retained by
insurance companies or advisors when an annuity is bought. This means that a person
with a £30,000 retirement pot will automatically pay £600 or more when they buy an
annuity. Meanwhile some insurance companies automatically deduct “fees” of up to
£1,000 from an average sized pot.
The report called on the Financial Services Authority to investigate whether these fees
represent value for money.
Professor David Blake, a director of the Pensions Institute at Cass Business School,
described the report as a “wake-up call” to the pensions industry, the Government and
the regulators.
“If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment,” said Prof
Blake.
He said that automatic enrolment which starts later this year and will oblige
companies to start pensions for their employees will increase the people in the
annuities trap by up to 8 million people.
The report also outlined how difficult it is for people to get the correct advice. This is
because around 80 per cent of savers have pension pots of less than £50,000, and most
annuity advisers do not find it profitable enough to advise on pots of this size.
This means that most people who retire are effectively pushed into buying a “default”
annuity even if they wanted to shop around.
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Ms Segars warned that low payouts to pensioners will cost the Government between
£100 million and £200 million in annual tax revenues.
“The annuity market desperately needs to be straightened out if the UK is to pay for
its old age. There is no point in encouraging people to save of we do not help them get
the most out of their savings,” she said.
The report called for greater transparency, closer Government scrutiny, and a
mechanism to allow people to automatically shop around for the best annuity when
they retire.
The Association of British Insurers (ABI), which represents the insurance companies
that sell the annuities, said that the NAPF is “wrong” to say that people do not shop
around.
Dr Yvonne Braun, assistant director of savings and retirement at the ABI, said: “Our
research shows that 70 per cent of insurance based customers shop around and 44 per
cent change provider.
“To ensure the remaining 30 per cent of customers shop around, we announced a new
code in September 2011 which we are currently consulting on. We are making major
progress and this area is completely different from how it was even 5 years ago.”
The annuity market is worth £12 billion a year. This is expected to rise to £23 billion
by 2015 due to the ageing population.
Mark Hoban, the Secretary to the Treasury, said that he "welcomed" the NAPF’s
contribution to the debate on how to help consumers get the best from the annuity
market.
'Toxic' annuities cost us £1bn, By Paul Farrow, Daily Telegraph, Feb 4, 2012
Pensioners are short-changed as insurers shut them out from best income deals.
Private sector workers are losing £1bn from their pensions because of "sharp practice
and murky pricing" in the annuity market, according to a damning report by the
National Association of Pension Funds (NAPF).
The report, written in conjunction with the Pensions Institute at Cass Business School,
found that around half a million people retiring each year were being short-changed
because overwhelming obstacles stopped them getting the best deal.
The authors reckon the £1bn loss could treble in size to £3bn over the next decade as
the annuity market matures and as up to 8 million people start being automatically
enrolled in workplace pensions from 2012. And around 20pc of these losses are
passed on to the public in the form of lost taxes and higher means-tested retirement
benefits.
The report found that it was too difficult for savers to get the best deal because one in
four savers had a pot of less than £50,000, and most annuity advisers would not find it
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profitable enough to advise on pots of this size. So the "open market option" (OMO)
shops where they can find the best products and rates are effectively shut.
The NAPF said that even those savvy enough to "shop around" for the best rate
struggled to do so because the best shops were not signposted. It pointed out that it
was "virtually impossible" to find a specialist adviser who covers the whole market
and who is willing to help those with smaller funds.
It added that people got too little support from employers or providers when making a
decision about their annuity often they get nothing more than a leaflet pointing them
to a website with a postcode-based search engine.
Joanne Segars, chief executive of the NAPF, said: "The annuity market desperately
needs to be straightened out if the UK is to pay for its old age. People are saving
through their working lives, only to end up short-changed by a toxic system. Every
year a billion pounds that could have been paid out in pensions instead disappears
down the plughole of a murky annuity market. Lower- and middle-income workers
are especially vulnerable.
"There is no point in encouraging people to save if we do not help them get the most
out of their savings," she said. "Too many end up stuck with the wrong annuity at a
bad price. Those about to retire need to shop around for a good deal, but how can they
do that if the shops are either shut or impossible to find?"
The report recommends that people should automatically shop around for the best
annuity when they retire. It also wants the Government to set clear baseline measures
and monitor the evidence on "shopping around" and the working of the annuity
market more closely. If there is no improvement it should consider a national annuity
support and brokerage service, it said.
The warning comes just days after Baroness Greengross of the International
Longevity Centre voiced concerns that people with small pension pots would be
unable to access independent financial advice when new rules on advice are
introduced next year. The rules under the Retail Distribution Review (RDR) are
expected to lead to a fall in the number of advisers giving true independent advice,
which will alienate millions of people and prevent them from getting the best deal for
their circumstances.
Baroness Greengross said: "As we move into a defined-contribution world, where
decumulation [turning pension pots into incomes] decisions are made by individuals,
more people are going to need financial advice. At the International Longevity Centre,
we are concerned that RDR could lead to a reduction in the availability of advice. We
need to ensure that people with small pension pots do not lose access to advice
altogether."
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'Unfair' annuities cost elderly dear, The Independent, Sunday 05 February 2012
Millions of private-sector workers saving for their retirement are at the mercy of a
"hugely unfair annuity system" which lops up to £1bn off their combined pension
incomes every year, according to leading pensions experts.
A joint report by the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School found that around half a million people retiring
each year are being short-changed when converting their pension pot into an annuity –
an income for life.
The report says the process for choosing an annuity is too complex and, as a result,
the majority still go for the "default" option by sticking with their pension scheme
provider. This failure to shop around for a better deal wipes an average of 30 per cent
off their annual pension income, or up to 50 per cent for some.
"The annuity market desperately needs to be straightened out if the UK is to pay for
its old age," said Joanne Segars, NAPF's chief executive, below. "People are saving
throughout their working lives only to end up short-changed by a toxic system. Every
year a billion pounds that could have been paid out in pensions disappears down the
plughole of a murky annuity market.
"There is no point in encouraging people to save if we do not help them get the most
out of their savings. Too many end up stuck with the wrong annuity at a bad price,"
Ms Segars concluded.
In response, Tom McPhail from independent financial advisers Hargreaves
Lansdown, said: "Investors should not expect their insurance company to offer the
best deal. It is only by shopping around, both to find the right type of income and the
most competitive rate, that investors can expect to get a good deal at retirement."
Warning on private sector pensions, Express and Star, Saturday 4th February
2012
Around half a million private sector workers retiring each year are being “short
changed” by up to £1 billion from their total future income, pensions bodies have
warned.
Evidence of “sharp practice and murky pricing” in the annuity market was highlighted
in a report from the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School.
It called for more transparency and greater scrutiny from Government, with more
“shopping around” to help retirees get the best deal. Failing to shop around for a
better deal can wipe 30% off someone’s annual pension income and in some cases
halve it, the report said.
PI director Professor David Blake said: “This report is a wake-up call to the pensions
industry, the Government and the regulators.
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“If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
Government’s new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement.”
When they retire, workers in the private sector saving in a defined contribution (DC)
pension use their pension pot to buy an annuity from an insurer, a decision which sets
the size of their pension for life.
The report – entitled Treating DC Scheme Members Fairly in Retirement? – said the
majority of people stick with their existing pension scheme provider as the “default
option”.
The loss could treble in size to £3 billion as the annuity market matures and as people
start being automatically enrolled into workplace pensions from this October, the
study said.
Mark Hoban, the Financial Secretary to the Treasury, said: “I welcome the NAPF’s
contribution to the debate on how to help consumers get the best from the annuity
market.
“The Government recognises that there are particular issues about individuals
accessing small pension pots, which is why the Government announced in December
measures to allow holders of small personal pension pots to take up to two small pots
as a lump sum, and why the Department for Work and Pensions are consulting on
options for reform.”

'Toxic' pensions system costing workers £2000, Simon Bain, Herald Scotland, 4
February 2012
Around 50,000 Scottish private-sector workers retiring each year are losing up to
£100 million annually because of a "toxic" system of poor returns from retirement
annuities.
A report today predicts the losses suffered by people locked out of lucrative finalsalary schemes could treble to £3 billion over the next decade as up to eight million
workers face being automatically enrolled into workplace pensions from later this
year.
It says the closure of most company final-salary pensions has left a "hugely unfair and
opaque" system and found evidence of "sharp practice and murky pricing" in the
annuity market.
The research carried out by the National Association of Pension Funds (NAPF),
whose members run the UK's final-salary pension schemes and the Pensions Institute
(PI) at London's Cass Business School, says the 500,000 people retiring each year in
the UK are losing up to £1bn, or £2000 a year apiece, because "overwhelming
obstacles stop them getting the best deal" when buying an annuity.
It called for more transparency and greater scrutiny from Government, with more
"shopping around" to help retirees get the best price. It warns around 20% of these
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"toxic" losses are passed on to the public in the form of lost taxes and higher meanstested retirement benefits.
Joanne Segars, chief executive of the NAPF, said: "Every year a billion pounds that
could have been paid out in pensions instead disappears down the plughole of a
murky annuity market. Lower and middle-income workers are especially vulnerable."
While the minority of workers in final-salary schemes receive a set income in
retirement, the majority have amassed pension pots which must be used to buy an
annuity to provide a retirement income.
Although there has long been an option to shop around for the best annuity from
insurers, the majority still go for the "default" option by sticking with their pension
scheme provider.
It can wipe 30% off potential retirement income, and in some cases up to 50%.
The NAPF/PI report found 80% of savers have pots of less than £50,000, and most
annuity advisers do not find it profitable enough to advise on sums of this size. It
says: "This will have a real impact on the millions of low to median earners autoenrolled into a pension."
It says fewer than one in five people has the know-how needed to pick the right
annuity at the best price.
Even those wise enough to shop around struggle to do so because "it is virtually
impossible to find a specialist adviser who covers the whole market".
It warns of too little support from employers or providers for people choosing an
annuity – "often they get nothing more than a leaflet pointing them to a website with a
postcode-based search engine".
The report, partly based on extensive interviews with companies that cover 80% of
the annuity market, also reveals annuity prices are "heavily manipulated". It found:
A severe lack of transparency about how annuities are priced, especially for
those with medical conditions who could qualify for a much higher level of
pension income.
Most savers pay commission when they choose an annuity, without realising it
– it is factored into annuity rates whether the saver gets any advice or not.
Some insurers "push rates downwards at certain pot sizes . . . as they expect
many will not look for a better deal and will accept the insurer's first quote".
Annuity rate bands have inflexible "cliff edges", penalising customers who
could get a better rate by having as little as £1 more in their pot.
Ms Segars said: "The annuity market desperately needs to be straightened out if the
UK is to pay for its old age. People are saving through their working lives only to end
up short-changed by a toxic system."
PI director Professor David Blake said: "This report is a wake-up call to the pensions
industry, the Government and the regulators."
Mark Hoban, the Financial Secretary to the Treasury, said: "The Government
recognises that there are particular issues about individuals accessing small pension
pots, which is why the Government announced in December measures to allow
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holders of small personal pension pots to take up to two small pots as a lump sum, and
why the Department for Work and Pensions is consulting on options for reform."
‘Wake-up call’ over pensions income, Scotsman, Saturday 4 February 2012
Half a million private-sector workers retiring each year are being “short-changed” by
up to £1 billion from their total future income, pensions bodies will warn today.
Evidence of “sharp practice and murky pricing” in the annuity market was found by a
report from the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School. It called for more transparency and greater
scrutiny from UK government, with more “shopping around” to help retirees get the
best deal.
Failing to shop around for a better deal can wipe 30 per cent off someone’s annual
pension income, and in some cases halve it, the report said.
PI director Professor David Blake said: “This report is a wake-up call to the pensions
industry, the government and the regulators. If the annuity system is not radically
overhauled, employees in defined contribution schemes will suffer massive
detriment.”
Toxic loss wipes £1bn off private pensions, By Sarah O'Grady, Daily Express,
Saturday February 4,2012
MILLIONS of private sector workers saving for their retirement are losing up to
£1billion a year off the value of their pensions because of a “toxic system”, a report
warns.
Around half a million people are being short-changed by sharp practice and murky
pricing in the annuity market.
This puts unsuspecting savers at a huge disadvantage when they come to cash in their
pension pot to buy the annuity which pays for their pension.
The loss could treble in size to a massive £3billion over the next decade as the
annuity market matures and as up to eight million employees start being
automatically enrolled into workplace pensions from October this year.
Around 20 per cent of these losses are passed on to the public in the form of lost
taxes and higher means-tested retirement benefits, a joint investigation by the
National Association of Pension Funds and the Pensions Institute at Cass Business
School found.

The annuity market desperately needs to be straightened out if the UK is to pay
for its old age. People are saving through their working lives only to end up
short-changed by a toxic system
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National Association of Pension Funds boss Joanne Segars
NAPF boss Joanne Segars said: “The annuity market desperately needs to be
straightened out if the UK is to pay for its old age. People are saving through their
working lives only to end up short-changed by a toxic system.
“Every year a billion pounds that could have been paid out in pensions instead
disappears down the plughole of a murky annuity market. Lower and middle income
workers are especially vulnerable.
“There is no point in encouraging people to save if we do not help them get the most
out of their savings. Too many end up stuck with the wrong annuity at a bad price.
Those about to retire need to shop around for a good deal but how can they do that if
the shops are either shut or impossible to find?
“The way the market is priced and structured must become more transparent, and
people need stronger support in picking the right annuity.”
People in a “defined contribution” pension scheme – now the most common – use
their pot to buy an annuity from an insurer when they retire. This is a one-off
decision that sets the size of their pension for the rest of their life.
But the process is complex and the majority still go for the “default” option by
sticking with their scheme provider. This failure to shop around can cut their income
by up to 50 per cent.
Annuity advisers say some insurers push rates downwards at certain pot sizes when
they see a group of people approaching retirement, as they expect many will not look
for a better deal.
‘Toxic’ pension system deprives retirees of 30% of income, by Michelle McGagh
on Feb 06, 2012, Citywire
Retirees are missing out on £1 billion of income each year by failing to get the best
deal on their annuity, according to a new report.
The report by the National Association of Pension Funds (NAPF) and the Pensions
Institute found that half a million people retiring each year were not purchasing the
best annuity, blaming sharp practices and opaque pricing in the annuity market.
People who have saved into a defined contribution (DC) pension usually buy an
annuity when they retire, which is like an insurance contract that promises to pay you
an income each year based on the lump sum of your pension pot.
Savers who automatically opt for the annuity offered by their pension provider, the
‘default’ option, could lose 30% of their annual pension income and in some cases
50% is lost.
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The report urges retirees to use the open market option (OMO) to try and find the best
deal on annuities – those looking for an annuity do not have to automatically take the
annuity offered by their pension provider and can search the wider market for a better
deal.
Joanne Segars, chief executive of the NAPF, said people were being ‘short-changed
by a toxic system’ and millions of pounds of income was lost each year ‘down the
plughole of a murky annuity market’.
‘There is no point in encouraging people to save if we do not help them get the most
out of their savings. Too many end up stuck with the wrong annuity at a bad price,’
she said.
Segars added that consumers need to shop around for a good annuity deal but could
not if ‘the shops are either shut or impossible to find’.
Annuity providers have been accused of a lack of transparency when pricing
annuities, especially for those with medical conditions.
The report also said:
Some insurers are pushing down annuity rates, and paying out less income, on
certain pension pot sizes as they expect people will accept the first quote and
not look around for a better deal.
Insurers employ ‘cliff edge’ pricing, where rates outside of the commonly
quoted £50,000 or £100,000 benchmarks are much worse and penalise
customers.
Commission charges are levied on the annuity whether the person retiring has
received advice or not.
Annuity advisers do not think it is profitable to advise on pension pots of less
than £50,000 so consumers with less savings do not have access to the OMO.
Savers who do look for a better deal still find it difficult to find a specialist
adviser who will look at the whole of the annuity market.
The report recommends that the government works with the financial services
industry to create a more transparent and fairer system to help people find the best
annuity deal when they retire and an OMO should be built into all pension schemes.
Lorna Bourke, Citywire, Feb 06, 2012
This is a prime example of the regulator's total failure to act in consumers' best
interests. Everyone has known about the charges and annuity rip off for decades and
the regulator has totally failed to do anything to prevent this situation from worsening.
Indeed, although annuity rates are set with reference to gilt yields, most annuity funds
are actually heavily invested in good quality corporate bonds which show a much
higher yield than gilts - so the rip-off is even worse than it appears. The regulator
must intervene now.
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NAPF: Savers face £1bn hit from 'unfair and opaque' annuity system, By Tom
Selby, Money Marketing, 4 February 2012
Private sector workers are taking a £1bn hit on their pension incomes every year as a
result of the “hugely unfair and opaque” annuity system, a damning new report
claims.
The joint report by the National Association of Pension Funds and the Cass Business
School calls for a range of fundamental reforms to the way people shop around for a
retirement income.
These include building a shopping around process into all pension schemes,
increasing transparency in annuity pricing, commission and retention of business, and
increasing Government scrutiny of the annuity market.
NAPF chief executive Joanne Segars (pictured) says: “The annuity market desperately
needs to be straightened out if the UK is to pay for its old age. People are saving
throughout their working lives only to end up short-changed by a toxic system.
“Every year £1bn that could have been paid out in pensions instead disappears down
the plughole of a murky annuity market.
“The way the market is priced and structured must become more transparent and
people need stronger support in picking the right annuity. The Government and the
industry must work harder to create a clearer, fairer system that delivers better value
for money.”
Cass Business School director Professor David Blake says: “This report is a wake-up
call to the pensions industry, the Government and regulators.
“If the annuity system is not radically overhauled, employees in defined-contribution
schemes in the private sector will continue to suffer massive detriment and the
Government’s new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement.”
Hargreaves Lansdown head of pensions research Tom McPhail says: “We need to
introduce an easily accessible directory of shopping around brokers to help investors,
particularly those with small pension pots.
“The market capacity for this does exist but at present investors sometimes struggle to
see past their existing insurer’s uncompetitive annuity terms and to find someone who
can help them get a better deal.”
Savers are being ripped off by ‘murky’ annuity market, By Hannah Brenton,
Professional Pensions, 6 Feb 2012
Millions of workers are losing billions from their savings because of “sharp practice
and murky pricing” in the annuity market, research claims.
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A joint report by the National Association of Pension Funds and the Pensions Institute
at Cass Business School blamed "overwhelming obstacles" preventing people from
accessing the best deal alongside annuity prices that are "heavily manipulated".
The report recommended a new open market process should be built into all pension
schemes to help people shop around automatically.
NAPF chief executive Joanne Segars (pictured) described the annuity market as a
"toxic system".
She said: "The annuity market desperately needs to be straightened out if the UK is to
pay for its old age. Every year a billion pounds that could have been paid out in
pensions instead disappears down the plughole of a murky annuity market."
Cass Business School's Pensions Institute director professor David Blake called for a
"radical overhaul" of the annuity system.
The report found half a million people retiring each year are "short-changed" by up to
£1bn, but the NAPF and the PI said that could rise to £3bn over the next decade as the
annuity market matures and up to 8 million people are auto-enrolled into a workplace
pension scheme.
The report said about 20% of the losses were passed on to the public in the form of
lost taxes and higher means-tested retirement benefits.
The report comes as the Association of British Insurers closes their consultation on
the open market option.
It found that the failure to shop around can wipe 30% off an individual's annual
pension income, and in some cases up to 50%.
The report also found that low to mid-income workers are the worst-affected - with
most annuity providers not providing advice on pots of less than £50,000 because they
are not profitable, even though 80% of savers are in this bracket.
It highlighted a "severe lack of transparency and understanding" on annuity prices,
especially for those with medical conditions and pointed to evidence that some
insurers push rates downwards at certain pot sizes as a group of people approach
retirement, banking on them accepting the first quote.
MGM Advantage chief operating officer Craig Fazzini-Jones said: "It is essential that
as an industry we unlock consumer inertia surrounding a decision that affects so many
people who need to make the most of their hard saved retirement savings.
"We need radical reform of the open market option to make this work. Sometimes as
an industry we need to make important decisions without unanimous agreement,
particularly when there are such strong benefits to consumers, and our industry's
reputation.
"What is very evident is that those customers who have access to professional
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financial advice do shop around and secure the best product and rate for their
individual circumstances. By taking some very simple steps, we can ensure many
more people would benefit from better products and annuity rates than today."
Warning on private sector annuities, Gibraltar Chronicle, 4 February 2012
Around half a million private sector workers retiring each year in Britain are being
“short changed” by up to £1 billion from their total future income, pensions bodies
warned this weekend.
Evidence of “sharp practice and murky pricing” in the annuity market was found by a
report from the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School.
It called for more transparency and greater scrutiny from Government, with more
“shopping around” to help retirees get the best deal.
Failing to shop around for a better deal can wipe 30% off someone’s annual pension
income, and in some cases halve it, the report said.
PI director Professor David Blake said: “This report is a wake-up call to the pensions
industry, the Government and the regulators.
“If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
Government’s new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement.”
When they retire, workers in the private sector saving in a defined contribution (DC)
pension use their pension pot to buy an annuity from an insurer, a decision which sets
the size of their pension for life.
The report, titled Treating DC Scheme Members Fairly in Retirement?, said the
majority of people stick with their existing pension scheme provider as the “default
option”.
The loss could treble in size to £3 billion as the annuity market matures and as people
start being automatically enrolled into workplace pensions from this October, the
study said.
Joanne Segars, chief executive of the NAPF, said: “The annuity market desperately
needs to be straightened out if the UK is to pay for its old age.
“People are saving throughout their working lives only to end up short-changed by a
toxic system. Every year a billion pounds that could have been paid out in pensions
instead disappears down the plug hole of a murky annuity market.
“Lower and middle income workers are especially vulnerable.”
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The report found that 80% of savers have pots of less than £50,000, and most annuity
advisers will not find it profitable enough to advise on pots of this size.
It said this will have a “real impact” on the millions of low to middle income earners
when they are auto-enrolled into a pension.
Fewer than one in five people were found to have the financial knowledge to pick the
right annuity at the best price.
The report said there was great difficulty finding specialist advisers who cover the
whole market and who are willing to help those with smaller funds.
Researchers consulted employers, consumer organisations, academics and trade
associations for the study.
Warning on private sector pensions, Press Association, Feb 4, 2012
Around half a million private sector workers retiring each year are being "short
changed" by up to £1 billion from their total future income, pensions bodies have
warned.
Evidence of "sharp practice and murky pricing" in the annuity market was highlighted
in a report from the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School.
It called for more transparency and greater scrutiny from Government, with more
"shopping around" to help retirees get the best deal. Failing to shop around for a better
deal can wipe 30% off someone's annual pension income and in some cases halve it,
the report said.
PI director Professor David Blake said: "This report is a wake-up call to the pensions
industry, the Government and the regulators.
"If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
Government's new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement."
When they retire, workers in the private sector saving in a defined contribution (DC)
pension use their pension pot to buy an annuity from an insurer, a decision which sets
the size of their pension for life.
The report - entitled Treating DC Scheme Members Fairly in Retirement? - said the
majority of people stick with their existing pension scheme provider as the "default
option".
The loss could treble in size to £3 billion as the annuity market matures and as people
start being automatically enrolled into workplace pensions from this October, the
study
said.
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Mark Hoban, the Financial Secretary to the Treasury, said: "I welcome the NAPF's
contribution to the debate on how to help consumers get the best from the annuity
market.
"The Government recognises that there are particular issues about individuals
accessing small pension pots, which is why the Government announced in December
measures to allow holders of small personal pension pots to take up to two small pots
as a lump sum, and why the Department for Work and Pensions are consulting on
options for reform."

Warning on private sector pensions, thisisguernsey.com, Saturday 4th February
2012
Around half a million private sector workers retiring each year are being “short
changed” by up to £1 billion from their total future income, pensions bodies have
warned.
Evidence of “sharp practice and murky pricing” in the annuity market was highlighted
in a report from the National Association of Pension Funds(NAPF) and the Pensions
Institute (PI) at Cass Business School.
It called for more transparency and greater scrutiny from Government, with more
“shopping around” to help retirees get the best deal. Failing to shop around for a
better deal can wipe 30% off someone’s annual pension income and in some cases
halve it, the report said.
PI director Professor David Blake said: “This report is a wake-up call to the pensions
industry, the Government and the regulators.
“If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
Government’s new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement.”
When they retire, workers in the private sector saving in a defined contribution (DC)
pension use their pension pot to buy an annuity from an insurer, a decision which sets
the size of their pension for life.
The report – entitled Treating DC Scheme Members Fairly in Retirement? – said the
majority of people stick with their existing pension scheme provider as the “default
option”.
The loss could treble in size to £3 billion as the annuity market matures and as people
start being automatically enrolled into workplace pensions from this October, the
study said.
Mark Hoban, the Financial Secretary to the Treasury, said: “I welcome the NAPF’s
contribution to the debate on how to help consumers get the best from the annuity
market.
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“The Government recognises that there are particular issues about individuals
accessing small pension pots, which is why the Government announced in December
measures to allow holders of small personal pension pots to take up to two small pots
as a lump sum, and why the Department for Work and Pensions are consulting on
options for reform.”
Pension payouts face overhaul if 'hugely unfair and opaque' annuities market is
not cleaned up, By Tanya Jefferies, Mail on Sunday, 6th February 2012
A national annuity 'support and brokerage service' should be set up if a system that
sees retirees needlessly lose out on £1billion a year is not cleaned up, say pension
experts.
The Government is being called on to more closely scrutinise the existing system for
annuities - under which millions of private sector workers exchange their pension pot
for a regular income for life - and stand ready to step in if there is no improvement.
The current annuity market was dubbed 'hugely unfair and opaque' in a report by
leading industry authority the National Association of Pension Funds (NAPF).
Savers shortchanged: Even those 'savvy' enough to shop around for an annuity
struggle to find a specialist adviser who covers the whole market and is willing to
help those with smaller funds
It uncovered evidence of 'sharp practice and murky pricing' that put unsuspecting
consumers at a huge disadvantage in a system where the majority of people still don't
'shop around' for the best annuity after retirement.
Any new national annuity 'brokerage' system could be modelled on the National
Employment Savings Trust (Nest), which is being set up to help people who don't
have a company pension and find difficulty accessing the private market in order to
save towards their retirement.
Nest itself will create an army of new pension savers who will have to take out an
annuity in future, as up to 8million extra people start being automatically signed up
for workplace pensions this year.
'The Government should set clear baseline measures and monitor the evidence on
"shopping around" and the working of the annuity market more closely,' said NAPF.
'If there is no improvement it should consider a national annuity support and
brokerage service.'
The NAPF report, carried out with the Pensions Institute at Cass Business School,
catalogued a host of problems with the current annuity market.
'The process for choosing an annuity is a complex one and the majority still go for the
"default" option by sticking with their pension scheme provider,' said NAPF.
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'This failure to shop around for a better deal can wipe 30 per cent off their annual
pension income, and in some cases up to 50 per cent.
Another difficulty is that annuity advisers find it unprofitable to help savers with
pension pots of less than £50,000, effectively shutting these people out of the 'open
market option' (OMO) which allows people to shop around.
NAPF also estimates that fewer than one in five people have the financial know-how
to pick the right annuity at the best price, with the rest left floundering to understand
factors like interest rates, inflation and age longevity.
Even those 'savvy' enough to shop around struggle to do so because it is virtually
impossible to find a specialist adviser who covers the whole market and is willing to
help those with smaller funds, the pension body added.
NAPF and Pensions Institute research: Employers do not support staff enough to
chose right annuity, Employee Benefits, 6 February 2012
Employers are not providing enough support to help staff make a decision about their
annuity, according to a report by the National Association of Pension Funds (NAPF)
and the Pensions Institute (PI) at Cass Business School.
The Treating DC scheme members fairly in retirement report found that almost half a
million people that retire each year are left short-changed by up to £1 billion from
their total future pension income due to a complex annuity system.
The report found that 80% of employees have retirement pots of less than £50,000,
and most annuity advisers will not find it profitable enough to advise on pots of this
size and so the open market option (OMO) where they can find the best products and
rates are effectively shut.
Fewer than one in five people have the financial know-how needed to pick the right
annuity at the best price. The rest lack sufficient understanding of factors like interest
rates, inflation and longevity, and need some form of advice.
The report recommends that employers and trustees should be able to support staff
with retirement decisions without fearing legal comeback; clearer and simpler rules
need to be set for workplace advice, which could help create ‘safe harbours’ for
employers to discuss pension matters with staff.
According to the NAPF and the PI, staying with the default option when buying an
annuity and not shopping around for a better deal can wipe 30% off an employee’s
annual pension income, and in some cases up to 50%.
The £1 billion loss could treble in size to £3 billion over the next decade as the
annuity market matures and as up to 8 million people start being automatically
enrolled into workplace pensions from October 2012.
Joanne Segars, chief executive of the NAPF, said: “There is no point in encouraging
people to save if we do not help them get the most out of their savings. Too many end
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up stuck with the wrong annuity at a bad price. Those about to retire need to shop
around for a good deal, but how can they do that if the shops are either shut or
impossible to find?
“The way the market is priced and structured must become more transparent, and
people need stronger support in picking the right annuity. The government and the
industry must work harder to create a clearer, fairer system that delivers better value
for money.”
Professor David Blake, director of the Pensions Institute at Cass Business School,
said: “This report is a wake-up call to the pensions industry, the government and the
regulators.
"If the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
government’s new auto enrolment regime will fail the very people it aims to help
secure financial independence in retirement.”
Tom McPhail, head of pensions research at Hargreaves Lansdown, added: “The
pensions industry and the government have a responsibility to ensure that the
information sent to investors in the run up to retirement makes it as easy as possible to
shop around.
“This is something they have demonstrably failed to do in the past and even today it is
proving a struggle to push insurance companies and pension schemes into giving their
customers a fair deal.
“Other reforms are needed, including an easily accessible directory of shopping
around brokers able to help investors, particularly those with small pots.
"The market capacity for this does exist, there are plenty of shopping around brokers
able to assist investors even with relatively small retirement pots – contrary to the
NAPF’s conclusions – however at present investors sometimes struggle to see past
their existing insurer’s uncompetitive annuity terms and to find someone who can
help them get a better deal.”
Report claims ‘unfair’ annuity market wipes value off pension pots, Ellie
Duncan, What Investment, 06 February 2012
Savers are left short-changed by a ‘hugely unfair’ and ‘opaque’ annuity market in
retirement, according to a new report.
The National Association of Pension Funds (NAPF) and the Pensions Institute at Cass
Business School found that around 500,000 people taking retirement each year are
seeing £1 billion lopped off their pension incomes as various obstacles prevent them
from accessing the best deals.
Chief executive of the NAPF, Joanne Segars, criticised the ‘toxic’ system as the
report uncovered evidence of what it said was ‘sharp practice’ and ‘murky pricing’ in
the annuity market.
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The report said, ‘The process for choosing an annuity is a complex one and the
majority still go for the “default” option by sticking with their pension scheme
provider.
‘This failure to shop around for a better deal can wipe 30 per cent off their annual
pension income, and in some cases up to 50 per cent.’
Those saving into a defined contribution pension use their pension pot to purchase an
annuity from an insurer, which gives them a regular income but it is a decision that
sets the size of their pension for the rest of their life.
The report said that 80 per cent of savers have pension pots of less than £50,000, and
claimed that most annuity advisers would not find it profitable enough to advise on
pensions of this size.
It warned that the lack of transparency will affect more people when auto-enrolment
is introduced this year.
Segar has called on the government and industry to create a fairer system that delivers
value for money.
‘There is no point in encouraging people to save if we do not help them get the most
out of their savings.’
She added, ‘The way the market is priced and structured must become more
transparent, and people need stronger support in picking the right annuity.’
The report was partly based on interviews with companies that cover 80 per cent of
the annuity market.
'Unfair' annuities system slashes £1 billion from pension payouts every year,
finds NAPF and Cass Business School, David Woods, HR Magazine, 06 Feb 2012
Millions of private sector workers saving for their retirement are stuck with a “hugely
unfair and opaque annuity system” which cuts up to £1 billion off pension incomes
every year, the National Association of Pension Funds (NAPF) has warned.
A joint report by the NAPF and the Pensions Institute (PI) at Cass Business School
found half a million people retiring each year are being short-changed by up to £1
billion from their total future pension income, because overwhelming obstacles stop
them getting the best deal.
The report also uncovered evidence of sharp practice and murky pricing in the annuity
market, putting unsuspecting consumers at a huge disadvantage.
The loss could treble in size to £3 billion over the next decade as the annuity market
matures and as up to 8 million people start being automatically enrolled into
workplace pensions from 2012.
And 20% of these losses are passed on to the public in the form of lost taxes and
higher means-tested retirement benefits.
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When they retire, people in the private sector saving in a 'defined contribution'
pension - now the most common form of company pension scheme - use their pension
pot to buy a product called an annuity from an insurer. This gives them a regular
income and is a one-off, irreversible decision that sets the size of their pension for the
rest of their life.
The process for choosing an annuity is a complex one and the majority still go for the
'default' option by sticking with their pension scheme provider. This failure to shop
around for a better deal can wipe 30% off their annual pension income, and in some
cases up to 50%.
The NAPF/PI report found that it is too difficult for savers to get the best deal. It
revealed 80% of savers have pots of less than £50,000, and most annuity advisers will
not find it profitable enough to advise on pots of this size. So the 'open market option'
(OMO) shops where they can find the best products and rates are effectively shut.
This will have a real impact on the millions of low to median earners auto-enrolled
into a pension.
Fewer than one in five people have the financial know-how needed to pick the right
annuity at the best price. The rest lack sufficient understanding of factors like interest
rates, inflation and longevity, and need some form of advice.
And those savvy enough to 'shop around' for the best rate struggle to do so because
the best shops are not signposted. It is virtually impossible to find a specialist adviser
who covers the whole market and who is willing to help those with smaller funds.
Tellingly, it showed people get "too little support" from employers or providers when
making a decision about their annuity - often they get nothing more than a leaflet
pointing them to a website with a postcode-based search engine.
The report, partly based on extensive interviews with companies that cover 80% of
the annuity market, also discovered that annuity prices are heavily manipulated.
There is a severe lack of transparency and understanding about how annuities are
priced, especially for those with medical conditions who could qualify for a much
higher level of pension income.
Joanne Segars, chief executive of the NAPF, said: "The annuity market desperately
needs to be straightened out if the UK is to pay for its old age. People are saving
through their working lives only to end up short-changed by a toxic system. Every
year a billion pounds that could have been paid out in pensions instead disappears
down the plughole of a murky annuity market. Lower and middle income workers are
especially vulnerable.
"There is no point in encouraging people to save if we do not help them get the most
out of their savings. Too many end up stuck with the wrong annuity at a bad price.
Those about to retire need to shop around for a good deal, but how can they do that if
the shops are either shut or impossible to find?
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"The way the market is priced and structured must become more transparent, and
people need stronger support in picking the right annuity. The Government and the
industry must work harder to create a clearer, fairer system that delivers better value
for money."
David Blake, director of the Pensions Institute at Cass Business School, added: "This
report is a wake-up call to the pensions industry, the government and the regulators. If
the annuity system is not radically overhauled, employees in defined contribution
schemes in the private sector will continue to suffer massive detriment and the
government's new auto-enrolment regime will fail the very people it aims to help
secure financial independence in retirement."
The report coincides with the deadline for consultation by the Association of British
Insurers on an industry code around annuities, which aims to encourage shopping
around through promoting the 'open market option' (OMO).
Lack of pre-retirement advice can cause pension scheme members to lose out on
pension income
─
Mercer calls for compulsory pre-retirement advice to be offered with all DC
schemes
─
NAPF and Pensions institute’s report on fairness in retirement for DC members
welcomed
London, 6 February 2012
Mercer has welcomed a report from the National Association of Pension Funds
(NAPF) and Pensions Institute into how members of defined contribution (DC)
pension schemes can best secure their retirement income, and highlighted the urgent
need to make good-quality pre-retirement advice to members mandatory for all DC
schemes. Mercer has long-maintained that many DC scheme members wipe out all
benefit gained from the active management of their DC pots with one poor decision at
retirement.
Gail Philippart, a Principal in Mercer’s DC consulting team, said: "We believe a good
quality broking service, free to members, should be a compulsory element of all
workplace DC schemes in the UK. The stakes are too high to not provide this
service. Time and time again we see members not shopping around when purchasing
an annuity, resulting in retirement incomes being reduced by thousands of pounds in
one fell swoop.
“Once these basics are in place these services should be extended to help members
decide whether an annuity is indeed the right way to spend their DC pot or whether
they should consider other options such as flexible drawdown.”
Mercer also believes it is essential that members have access to a broking service that
fully explores and explains the potential for increased levels of income if impaired life
annuities are utilised.
Richard Tuff, a Principal in Mercer’s Outsourcing business said: "A broking service
has several essential parts, it should be whole-of-market and it should aim to ensure
the member fully understands all the elements of their decision. It should also make
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sure that, if appropriate, enhanced annuities are made available to those with
potentially shorter life expectancy. Perhaps most importantly this needs to be
embedded in a robust and compliant framework to ensure this happens for every
retiree using the service.”
Ms Philippart added: "When DC schemes were first established as an alternative to
defined benefit schemes, few employers thought ahead to what a member’s preretirement process might look like. With more and more DC members coming up to
retirement it is crucial that they get the help to plan ahead and consider the options
available to them. The result can be a halving of a member’s retirement income if the
wrong annuity provider is selected.”
“Employers pay millions of pounds into these schemes every year, so they should also
have a keen interest in ensuring their money is put to good use and not simply thrown
away.” concluded Ms Philippart.
Annuity buyers could lose half of income to ‘murky’ system, by Michael
Trudeau, FT Adviser, 6 February 2012
Trade association claims retiring savers’ £1bn annual loss is set to triple as autoenrolment comes into effect.
Retirees are losing up to half of their potential retirement income thanks to a “hugely
unfair and opaque” annuity system, the National Association of Pension Funds has
claimed.
The failure to shop around can diminish retirement income by 30 to 50 per cent,
claimed the association. This especially effects those with smaller pots as many
annuity advisers avoid small-pot clients. However, four out of five savers have pots of
less than £50,000, and fewer than one in five has the financial knowledge to pick the
best annuity.
A joint report by Napf and the Pensions Institute at Cass Business School says that
around half a million people retiring each year are losing out on up to £1bn from their
total future pension income because of obstacles preventing them from finding the
best deal.
This aggregate loss could treble to £3bn in the next 10 years as the annuity market
matures and up to eight million people start being automatically enrolled into
workplace pensions, the association said.
The report argues that a fifth of these losses pass to the public in the form of lost taxes
and higher means-tested retirement benefits.
Joanne Segars, chief executive for Napf, said: “The annuity market desperately needs
to be straightened out if the UK is to pay for its old age. People are saving through
their working lives only to end up short-changed by a toxic system.”
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“Every year a billion pounds that could have been paid out in pensions instead
disappears down the plughole of a murky annuity market. Lower and middle income
workers are especially vulnerable.”
The report also suggests it is difficult for people to shop around as employees do not
receive enough support from their employers, often nothing more than a leaflet or web
link.
Savers left short-changed and bewildered by unfair annuities system, Total
Investor, 6 February 2012
Millions of private sector workers saving for their retirement are stuck with a hugely
unfair and opaque annuity system which lops up to £1bn off pension incomes every
year, pensions experts warned.
A joint report by the National Association of Pension Funds (NAPF) and the Pensions
Institute (PI) at Cass Business School found that around half a million people retiring
each year are being short-changed by up to £1bn from their total future pension
income, because overwhelming obstacles stop them getting the best deal.
The report also uncovered evidence of sharp practice and murky pricing in the annuity
market, putting unsuspecting consumers at a huge disadvantage.
The £1bn loss could treble in size to £3bn over the next decade as the annuity market
matures and as up to 8m people start being automatically enrolled into workplace
pensions from 2012. And around 20% of these losses are passed on to the public in
the form of lost taxes and higher means-tested retirement benefits.
When they retire, people in the private sector saving in a ‘defined contribution’
pension – now the most common form of company pension scheme – use their
pension pot to buy a product called an annuity from an insurer. This gives them a
regular income and is a one-off, irreversible decision that sets the size of their pension
for the rest of their life.
The process for choosing an annuity is a complex one and the majority still go for the
‘default’ option by sticking with their pension scheme provider. This failure to shop
around for a better deal can wipe 30% off their annual pension income, and in some
cases up to 50%.
The NAPF/PI report found that it is too difficult for savers to get the best deal:
• 80% of savers have pots of less than £50,000, and most annuity advisers will not
find it profitable enough to advise on pots of this size. So the ‘open market option’
(OMO) shops where they can find the best products and rates are effectively shut.
This will have a real impact on the millions of low to median earners auto-enrolled
into a pension.
• Fewer than one in five people have the financial know-how needed to pick the right
annuity at the best price. The rest lack sufficient understanding of factors like interest
rates, inflation and longevity, and need some form of advice.
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• Those savvy enough to ‘shop around’ for the best rate struggle to do so because the
best shops are not signposted. It is virtually impossible to find a specialist adviser who
covers the whole market and who is willing to help those with smaller funds.
• People get too little support from employers or providers when making a decision
about their annuity – often they get nothing more than a leaflet pointing them to a
website with a postcode-based search engine.
The report, partly based on extensive interviews with companies that cover 80% of
the annuity market, also discovered that annuity prices are heavily manipulated:
• There is a severe lack of transparency and understanding about how annuities are
priced, especially for those with medical conditions who could qualify for a much
higher level of pension income.
• Annuity advisers say some insurers push rates downwards at certain pot sizes when
they see a group of people approaching retirement, as they expect many will not look
for a better deal and will accept the insurer’s first quote.
• Annuity rate bands can have ‘cliff-edges’ which mean that rates outside of the
commonly quoted £50,000 and £100,000 benchmarks suddenly drop off and become
much worse, penalising customers who could get a better rate by having as little as £1
more in their pot.
• Most savers pay commission when they annuitise. It is factored into the annuity
rates of most providers whether the saver gets advice on annuity choice or not.
Joanne Segars, Chief Executive of the National Association of Pension Funds, said:
“The annuity market desperately needs to be straightened out if the UK is to pay for
its old age. People are saving throughout their working lives only to end up shortchanged by a toxic system. Every year a billion pounds that could have been paid out
in pensions instead disappears down the plughole of a murky annuity market. Lower
and middle income workers are especially vulnerable.
“There is no point in encouraging people to save if we do not help them get the most
out of their savings. Too many end up stuck with the wrong annuity at a bad price.
Those about to retire need to shop around for a good deal, but how can they do that if
the shops are either shut or impossible to find?
“The way the market is priced and structured must become more transparent, and
people need stronger support in picking the right annuity. The Government and the
industry must work harder to create a clearer, fairer system that delivers better value
for money.”
Professor David Blake, Director of the Pensions Institute at Cass Business School,
said:
“This report is a wake-up call to the pensions industry, the government and the
regulators. If the annuity system is not radically overhauled, employees in defined
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contribution schemes in the private sector will continue to suffer massive detriment
and the government’s new auto enrolment regime will fail the very people it aims to
help secure financial independence in retirement.”
The report coincides with the deadline for consultation by the Association of British
Insurers on an industry code around annuities which aims to encourage shopping
around through promoting the ‘open market option’ (OMO).
The NAPF/PI report recommends:
• People should automatically shop around for the best annuity when they retire. They
should be helped to access the whole of the market, instead of only getting quotes
from the insurer. A new OMO process, built into all pension schemes, would ensure
that people get the best deal.
• The Government should set clear baseline measures and monitor the evidence on
‘shopping around’ and the working of the annuity market more closely. If there is no
improvement it should consider a national annuity support and brokerage service.
• Greater transparency is needed to increase competition and trust levels. The
Government, the Financial Services Authority, and the ABI should drive transparency
in annuity pricing, commission and retention business through greater disclosure.
• Employers and trustees should be able to support staff with retirement decisions
without fearing legal comeback. Clearer and simpler rules need to be set for
workplace advice, which could help create ‘safe harbours’ for employers to discuss
pension matters with staff.
ABI should not dismiss damning NAPF report, by Paul Farrow, Money
Marketing, 9 February 2012
The date of the RDR draws ever closer, yet you get the impression that the regulator
still has not thought it through.
It was only a fortnight ago that the new chief of the FCA Michael Wheatley put his
head above the parapet to warn that there were examples of bad practice among bank
advisers. They were selling five-year investment bonds to people “not expected to live
past the next World Cup”, he said.
The quote would be amusing if it was not so serious.
The RDR looks more likely to push the general public to their local high-street bank
for financial advice than it is to IFAs. And then comes along a damning report from
the NAPF and Cass Business School into the annuity market which provides further
evidence that the RDR may do more harm than good.
The report is punchy to say the least, accusing the annuity industry of using “murky
pricing and “sharp practices”.
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The authors’ main concerns are that workers with smaller pension pots will suffer the
most. Some 80 per cent of retiring workers with DC plans have pots that are less than
£50,000 in size and with autoenrolment around the corner hundreds of thousands, will
be in the same boat.
Not that the Association of British Insurers reckons that there is a problem. True to
form, it gives the distinct impression that the NAPF has over-egged the whole story
and insists that 70 per cent of people do shop around. It is “consulting” on getting the
remaining 30 per cent to do the same.
The NAPF does not buy the ABI’s response and nor do I.
There has been evidence that suggests that many pension providers do the bare
minimum when it comes to explaining that customers can go elsewhere for an
annuity. In many circumstances, the wording used in the literature suggests that
people would lose out if they did apply to another annuity provider.
Providers have also long been accused of duping pension savers out of a third of their
retirement income because they are using complex jargon and legalese to put them off
shopping around for the best annuity.
Crucially, the NAPF reckons that the ABI is getting confused between the DC market
(which is growing) and the personal pension market (which is flat).
“While ABI research indicates that more DC customers are shopping around, we
understand that the figures are more indicative of activity in the individual personal
pension market, where individuals ’buy’ a pension product, usually through an
adviser, rather than in workplace DC, where employees join the company pension
scheme,” the report said.
With Nest and autoenrolment, more and more people will be passive in their annuity
choice and simply accept what is handed to them.
As each year goes by, Britons are subconsciously being told it is your future, it is your
retirement and so it is your problem. The problem is that most people do not realise it
yet. It means that increasing numbers of people in the years ahead are going to need
expert advice more than ever, not sales patter from a junior bank clerk.
Final-salary schemes are a spent force and definedcontribution schemes are still at the
trial stage.
As the NAPF and Cass have pointed out, the end game is as important as building the
pension pot in the first place.
The ABI’s response is worryingly dismissive. Few people truly believe that
consumers are making the best choice when they come to retire and the trade body
should be above taking the report so personally.
The ABI appears to be turning a blind eye to another RDR banana skin and it could
have serious repercussions for millions of workers.
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Paul Farrow is personal finance editor at the Telegraph Media GroupMoney
Marketing
Annuities: Making it easier to buy the best one, Money Talk By Billy Burrows Better
Retirement Group, annuity specialists, BBC News, 9 February 2012
(www.bbc.co.uk/news/business-16945580)
“Savers left short-changed and bewildered by unfair annuities system".
That was the headline to a recent press release, issued by the National Association of
Pension Funds (NAPF) and the Pensions Institute (PI) at Cass Business School, to
announce an in-depth report into the annuity market.
Those who have saved for retirement, by investing in a personal or company money
purchase plan, will understandably be worried by the thought that their hard saved
money may not buy them as much pension income as they should get.
The report estimates that each annual cohort of pensioners loses in total around
£500m‐£1bn in potential lifetime income by making the wrong decisions.
This in turn represents 5‐10% of the annual amount consumers commit to their
annuities.
This sum could treble as more people retire, needing to purchase annuities.
System 'not working'
Before examining this report in more detail, let us remind ourselves of the problem.
The most popular way to convert the money saved up in a pension pot into income is
to invest in annuity.
These are policies set up by insurance companies such as Aviva and Legal & General
that promise to pay a guaranteed income for life, no matter how long the policyholder
lives.
An annuity is simply a pension but in fact not many people realise that.
The problem is that different insurance companies pay different levels of income.
People are allowed to shop around for the best annuity so they can get the highest
possible income.
In simple terms, the report from the NAPF shows why the system of shopping around
is not working.
And it highlights a number of what they call "sharp practices" which result in many
pensioners getting a poor deal.
Inertia and apathy
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According to the report, the problems with the annuity market are as follows:
The system of shopping around is not working properly and needs to be
reformed
There is lack of transparency in annuity pricing and perhaps some dodgy
dealing
Those with small pensions pots are not being offered a proper service because
their needs are being ignored.
At a very simple level, people can increase their annuity income by shopping around
and buying their annuity from the company offering the highest annuity.
They can also increase their income by applying for an enhanced annuity if they
smoke, are taking medication, or have a medical condition that may reduce their life
expectancy.
It sounds simple but the report suggests there are barriers that prevent or make it
difficult to shop around.
This said, one of the biggest barriers is customer inertia and apathy.
The data suggests that a lot of people simply do not bother to shop around, even
though they will be financially better off.
The report calls for urgent action to make it clear to customers that they will benefit
from shopping around and to make it easier for them to do so.
One of the suggestions is to set up an agreement between the employer, trustees or the
provider, with an annuity adviser that has the expertise and capacity to provide advice
and an open-market option annuity service.
Lack of transparency
Annuities may appear a very simple financial product but behind the scenes they are
very complex to price.
There is little doubt that some insurance companies can be accused of sharp practice
but there are many examples of good practice.
For example, some companies that offer personal pension policies recommend that
their customers go to other insurers, to convert their accumulated funds into an annual
pension, as they offer better annuity rates.
However nothing short of complete transparency will be good enough to improve
matters for customers.
If you go to a supermarket you will often find it matches the prices of its competitors,
so why don't pension companies do the same?
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A proper service
The elephant in the room is cost of providing such a service.
One of the problems is that the 80% of pension scheme members have pots worth less
than £50,000.
After taking tax-free cash, that pot can shrink to just £37,500.
Below this level many advisers cannot provide an economical service.
Experts in the industry agree that the economic cost of setting up an annuity is about
£300.
So if advisers get commission of 1.5% of £37,500 they will be paid £563.
This suggests that under current practices the majority of people, who have very small
funds, will generate a commission that is too small to cover the reasonable cost of the
advice.
Buying online?
One potential solution is to allow people to buy annuities online, using a self-select
supermarket service.
I have been advising clients long enough to know that for the majority of people
buying annuities online is just too difficult.
Investing in an annuity is a very important decision and requires careful thought and
expert help.
As the NAPF report says: "There's no point telling people to shop around for their
annuity when they don't know where to look and when most of the shops are closed.
The shop needs to be part of the scheme."
I go further than this and suggest that many supermarkets are not serving their
customers well because they only have a very limited range of annuities on their
shelves.
In a world where there are investment-linked annuities, fixed-term annuities and
pension drawdown, the annuity shops need to put more policies on their shelves and
offer their customer a better shopping experience.
Pensions slashed in £3bn 'rip-off', By Anil Dawar, Daily Express, Monday
February 13,2012
MILLIONS of Britons could see their retirement funds plummet in a £3billion
“scandal”.
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The rip-off by ruthless pensions providers means payouts for workers with private
sector company schemes are likely to fall by up to 86 per cent.
The annual income amounts offered to those about to retire are being manipulated
and deliberately cut.
Nine out of 10 retirees accept the lifetime annuity rate offered to them by their
scheme without realising they can often shop around for a much better deal, a report
by the National Association of Pension Funds and the Cass Business School have
found.

These schemes are hugely risky and that’s all we have now in the private sector
Debbie Harrison of the Cass Business School
The study said that companies know they have a captive audience so they make poor
offers and do not take the customers’ health into consideration when setting the rate.
Scheme managers can also deliberately cut rates if a large number of employees are
due to retire at the same time. The latest report into Britain’s beleaguered pensions
system has provoked calls for greater regulation by the Financial Services Authority
and much clearer information for customers.
Debbie Harrison of the Cass Business School, which is based at City University
London, said: “These schemes are hugely risky and that’s all we have now in the
private sector.
“Most people are in for a nasty shock when they retire. They are paying in too little,
their money is poorly managed, and the annuity they are offered may have been
deliberately manipulated.”
The Cass Business School study into defined contribution occupational pensions, in
which pensions are based on the amount put in by the worker rather than final salary,
said the lack of an inflation link meant getting the best deal possible is now even
more vital.
The total cost to pensioners of choosing an annuity much lower than is available to
them could be £3billion over the next three years, the report concluded.
The report highlighted the case of an unnamed 61-year-old man who was diagnosed
with terminal cancer and had only three years to live.
His pension pot was worth £140,000 but he was offered an annuity of just £3,600 a
year by his scheme’s providers.
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When he went on the open market he found that offer was 86 per cent less than the
deal he eventually accepted of £26,000 a year and a £37,000 lump sum.
Former government pensions adviser Ros Altmann said last night: “This scandal has
been going on for years but the FSA and the Treasury have done nothing but let the
industry sort itself out. Turkeys don’t vote for Christmas so nothing has been done
about this.”
She called on the FSA to regulate the market like any other “risk product”.
Annuity rates are already being hit by soaring inflation that has cut the real value of
funds for millions of pensioners by up to 60 per cent.
A typical pensioner on a fixed income will lose nearly £10,000 a year in spending
power during the average 20-year retirement.
Last night an FSA spokeswoman said the authority published comparison tables for
the public to compare annuity rates, adding that new regulations coming into force
next year under the Retail Distribution Review will force advisers to agree
commission charges with customers.
An annuity is a type of insurance policy that provides a regular income in exchange
for a lump sum.
When you reach retirement you have to convert the capital built up in your personal
pension policy or with additional voluntary contributions into a regular pension. You
can take up to 25 per cent of your pension pot as a tax-free lump sum, but the rest
must eventually be converted into an annuity.
In one sense, they work as life insurance in reverse. The insurance company that sells
you the annuity estimates how long you will live and uses this as a basis for the
amount it will pay you.
Everyone who has a pension and has built up a lump sum with their provider must
buy an annuity by the time they reach 75. The exceptions are those who are part of a
workplace final salary scheme.
Has the NAPF got annuity reform wrong?, Rachel Dalton, Professional Adviser |
16 Feb 2012
The NAPF says retirees with £50,000 or less are unable to access advice and often
get poor outcomes – but IFAs tell a different story …
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The NAPF has set out its viewpoints on the success of the open market option (OMO)
so far, highlighting its perception of financial advice, and even challenging the
Association of British Insurers (ABI) to up its game on consumer outcomes.
It has proposed radical reform of at-retirement rules for providers.
However, some advisers have said the NAPF has a skewed perception of the problems
retirees with small pots face on the ground.
The NAPF’s view
The NAPF published a report in conjunction with the Pensions Institute (PI) which
claimed retirees were losing £1bn per year in future retirement income by failing to
adequately shop around for an annuity or take advice.
It also produced a response to the ABI’s consultation on creating a code of conduct
for insurers to improve their encouragement of the OMO.
The NAPF suggested insurers signing up to the ABI’s code should have to make
shopping around the default, and provide a list of specialist annuity brokers when they
send wake-up packs to customers who are approaching retirement.
Access to advice
The NAPF has based its recommendations on views with which some advisers have
disagreed vehemently.
The association claimed specialist annuity advisers are “few and far between” and
most people with pots of £50,000 or less have extreme difficulty finding an adviser
who will take the business.
It claimed finding an annuity broker “is a lottery unless the member is directed to an
appropriate firm and their basic data passed on automatically”, which is the case in
some corporate advice situations.
The NAPF claimed online resources such as unbiased.co.uk and findanadvisor.org
“do not help” consumers find IFAs.
Finally, the association said the retail distribution review (RDR) will shrink the
annuity advice market by up to 50%.
Challenging the NAPF
The £50,000 figure has perplexed several IFAs, for whom small annuity pots form a
constant stream of work.
Katherine Oxenham, client director at Annuity Direct, said she was “mystified” by the
NAPF’s comments.
She said Annuity Direct, as a specialist firm, will write annuity business for funds
down to £500, but admitted this was unusual.
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However, she added: “Given that the average fund size of annuity we wrote last year
was £53,000, anyone who is not looking under £50,000 cannot be doing much
volume.”
Oxenham added the perception of a lack of services for people with small pots may
have come from the advice networks, some of which consider sums under £50,000 to
be “small funds”.
Several advisers said the NAPF’s theory is too simplistic, as often this is not the only
factor in their decision to take on business.
Yvonne Goodwin, director of Yvonne Goodwin Wealth Management, said it is
perfectly possible for IFAs to take smaller pot business by building it into a suite of
advice services for the client.
Scott Gallacher, IFA at Rowley Turton, said the decision to take on annuity business
for a pot of this size would depend on whether the client was an existing customer.
Philip Wise, financial planner at Spofforths, said it is likely he would take the
business, but added: “Clients do not come neatly packaged like that.”
Paul Harding, IFA at Chevening Financial, said he would take on any business
provided he could negotiate an advice charge which would be profitable; this depends
on the client and not their fund size.

The advisers who deal with small pots
The NAPF said intermediaries who will advise on pots of £50,000 are “few and far between”, but a
quick
straw
poll
suggests
this
might
not
be
the
case.
The advisers below, from all over the country, said they would take this kind of business. This list is
not exhaustive.
Yvonne
Goodwin,
Yvonne
Goodwin
Wealth
Brian
Hill,
Jones
Ben
Rees,
Strategic
Investment
Scot
Gallacher,
Rowley
Philip
Wise,
Paul
Harding,
Chevening
Andy
Sheppard,
Rowanbank
Financial
Jon
Doyle,
True
Damien
Clyburn,
Otter
Financial
Ivan Hargreaves, Inspired Financial Planning

Management
Hill
Management
Turton
Spofforths
Financial
Consultants
Bearing
Services

Fund managers’ fees should be the focus of attention, Financial Times, February
8, 2012
From Mr Ronald Bowie.
Sir, There is much to support in the letters of the past week from Michael Johnson and
others regarding the future of the Local Government Pension Scheme.
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Full disclosure, provided it is done intelligently and thoughtfully, must be to
everyone’s advantage as a means of improving standards. We must, however, guard
against the tyranny of league tables (for example, where a good school in a deprived
area is compared unthinkingly with a school in a middle-class area). Similarly, the
challenges facing funds are not uniform.
Funds spend money explicitly on administration, professional fees and manager fees.
The last of these dwarfs the other two, so should be the focus of attention.
While most LGPS funds can access most asset classes on a cost-effective basis
through existing pooled vehicles, there is indeed more to be done through using their
bulk-buying capability to squeeze down managers’ fees. Early signs of collaboration
are encouraging, but more impetus is needed.
In both private and public sector schemes, the greatest hidden leakage of costs is
through poor governance (many funds are excellent but not all are). Some pooling of
resources on governance could make a significant difference, but this will be indirect
and difficult to measure.
However, merging will do nothing to address deficits nor will it do anything material
to ease cashflow issues, which relate to the circumstances of individual employers (a
regime of accountability that has brought welcome discipline). Whether it is 101
individual schemes or one giant scheme the overall deficit will be exactly the same.
Ronald Bowie, Senior Partner, Hymans Robertson LLP, Glasgow, UK
Let’s review structure of local government pension scheme, Financial Times,
February 8, 2012
From Mr Michael Johnson and others.
Sir, We were pleased to see Mark Packham’s letter (February 7) giving evidence that
rebuts Brian Strutton’s concern (Letters, February 3) that the merger of Local
Government Pension Scheme funds would not save money. Mr Strutton also suggests
moral hazard, were weak and strong LGPS funds to be merged. The objective is to
harness efficiencies of scale; there are a number of ways of achieving this without
disadvantaging the members of the healthier funds. This includes investment pooling
(rather than fund mergers), which could be achieved by ringfencing (segregating)
each fund’s liabilities and also the legal rights each fund has to a share of the assets –
just as with a mutual fund or unit trust. The Pensions Trust, for example, does this in
looking after the pension funds of some 4,300 charities and other not-for-profit
organisations.
The major gains from consolidation are to be found in the purchase of third-party
services such as investment management. The “request to quote” process is hugely
inefficient and needs legislative change. The asset management of smaller council
funds does often come with much higher fees than a larger fund would be able to
negotiate. Consolidating all administrative and procurement activities, and other costs,
for these funds can save very large amounts of money as well as leading to more
efficient investment.
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In the case of the LGPS funds, small is far from beautiful, and the system is broken.
Consolidation will not solve all the system’s problems but it will make a significant
contribution. The success of large funds in the private sector, such as the Wellcome
Trust, shows the way. We believe there is pressure building from all sides of the
political spectrum, including trade unions, to resolve this mess. Now is the time to
establish a commission, independent of politics and the financial services industry, to
review the LGPS structure: its remit should exclude any review of scheme benefits,
which are already the subject of ongoing negotiations.
Michael Johnson, Centre for Policy Studies
Cllr Peter Jones, Leader, East Sussex County Council
Cllr Stephen Greenhalgh, Leader, Hammersmith and Fulham Council
Jon Moynihan, Executive Chairman, PA Consulting Group
Lord Flight
Professors Andrew Clare and David Blake, Cass Business School
LGPS funds and economies of scale, Financial Times, February 7, 2012
From Mr Mark Packham.
Sir, Brian Strutton (Letters, February 2) points out that some Local Government
Pension Scheme funds have more of a funding problem than others. We can all accept
that, and those local authorities running the more solvent funds have certainly done
something right.
The more contentious question is, how much reform is enough? There is mounting
evidence that larger pension fund portfolios achieve significant economies of scale.
The definitive 2011 global study by academics in the University of Toronto’s Rotman
School of Management suggested that bigger defined benefit pension schemes
outperformed smaller ones by 0.43 per cent to 0.50 per cent per year. This evidence
emerged after the Hutton Commission’s recommendations on improving the
transparency of the existing LGPS funds’ operation.
Any commentator has to think carefully as to what constitutes a larger or smaller fund
in the context of the UK LGPSs. Our research indicates that additional net
performance averaging £250m each year is feasible if governance of LGPS
investment were to be organised at a higher level. Treated appropriately, this prospect
could help ease the current negotiations on benefit and contribution change.
Investment arrangements can be consolidated while protecting local funding
achievements. LGPSs already deliver this segmentation between participating
employers. Detailed funding questions should not hamper a drive for improved
overall investment performance.
Mark Packham, Director, Public Sector Pensions, PwC
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Big can be just as inefficient as small, Financial Times, February 3, 2012
From Mr Brian Strutton.
Sir, The headline to the letter (February 2) from Michael Johnson and others should
not be taken at face value. The 101 funds in the Local Government Pension Scheme
do not all have a deficit problem, and even for those that do a bit of back office
administrative saving will not rescue them. Mr Johnson’s more radical proposal of
merging LGPS funds is already being explored but is no panacea (big can be just as
inefficient as small) and no one has come up with a fair way of merging a weak fund
with a strong one. Just taking the co-signatories to the letter as an example, if one
were to merge the sound East Sussex fund with the struggling Hammersmith and
Fulham fund would the council tax payers of East Sussex be happy to pick up the tab?
No, and the wrong sort of signal would be sent to other struggling funds.
The LGPS is currently going through a process of reform to ensure its future
sustainability. This involves local authorities, other employers, government, actuaries,
unions and the LGPS funds themselves. Fund performance, efficiency and governance
are therefore all being examined as part of the crucial issue of meeting the cost of
providing benefits for the scheme’s existing 4.6m members over the long term.
Brian Strutton, National Secretary, GMB, London SW19, UK
Calls to merge LGPS into five £30bn superfunds, By Michael Bow, Professional
Pensions, 1 Feb 2012
Local Government Pension Scheme leaders and pension academics have called for a
merger of 101 town hall pension funds into five standalone schemes to improve
efficiency.
A letter, signed by Hammersmith and Fulham council leader Stephen Greenhalgh,
East Sussex council leader Peter Jones and professors Andrew Clare and David Blake
from Cass Business School, calls for more transparency and a merger of funds into
five £30bn superfunds.
The call is also backed by Centre for Policy Studies fellow Michael Johnson, PA
Consulting group executive chairman Jon Moynihan and former Treasury shadow
chief secretary Lord Flight.
The letter said: "We recommend that the 101 funds should be consolidated into a
smaller number of larger funds, say five, each with assets of some £30bn. ‘Scaling up'
would enable the new funds to harness economies of scale, thereby improving their
efficiency."
The group also recommends more transparency from the LGPS in revealing costs.
Currently LGPS funds are able to exclude members of the press and public from
pension committee meetings under rules of the Local Government Act 1972 and do
not have to disclose decisions made at meetings.
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The letter added: "The funds should be open to independent public scrutiny. However,
sourcing the primary data, the necessary pre-requisite to do this, is presently very
difficult.
"This culture of opacity must be confronted. It provides the backbone of the defence
from those opposed to change, and is at odds with the today's clamour for more
transparency in respect of the financial services industry."
101 schemes with a deficit problem, Financial Times Letter, February 2, 2012
From Mr Michael Johnson and others.
Sir, The Local Government Pension Scheme is a disparate collection of 101 separate
funds, mostly of suboptimal scale and delivering suboptimal performance. Several are
now so underfunded that they are beyond the point of no return. Now having to
consume their assets to meet pensions in payment, such funds are in a death spiral.
The inability of the LGPS to control costs is masked by the ineffective governance
tripartite of employers, central and local government. Taxpayers, who will have to
foot the bill resulting from the lack of accountability and clear authority, need to
know not only how this has come about, but also what is going to be done. We would
like to propose a two-part solution to this problem.
First, the funds should be open to independent public scrutiny. However, sourcing the
primary data, the necessary pre-requisite, is currently very difficult. One initiative
required 199 Freedom of Information requests (mostly denied) and then (successfully)
resorting to the information commissioner: a two-year battle. This culture of opacity
must be confronted. It provides the backbone of the defence from those opposed to
change, and is at odds with today’s clamour for more transparency in respect of the
financial services industry.
More specifically, we recommend that each fund’s third-party service costs should be
in the public domain, alongside data for net and gross investment performance, and
membership. This would expose the impact of costs on performance (and council tax
bills), as well as providing a guide to future improvements in operational efficiency.
Second, we recommend that the 101 funds should be consolidated into a smaller
number of larger funds, say five, each with assets of some £30bn. “Scaling up” would
enable the new funds to harness economies of scale, thereby improving their
efficiency.
The unions are in favour of fund consolidation (witness their submissions to Lord
Hutton’s commission), as are many councils, irrespective of political hue. Ideally,
local government bodies, working with the unions, will themselves set this in train,
accompanied by a statement of support from the coalition (which would help ease the
current negotiations). In the meantime, the Department for Communities and Local
Government could overhaul the LGPS’s governance framework. Such initiatives
would also provide some comfort to council-tax payers, and income-tax payers, the
ultimate underwriters of the deficits in the LGPS.
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Michael Johnson, Centre for Policy Studies
Cllr Peter Jones, Leader, East Sussex county council
Cllr Stephen Greenhalgh, Leader, Hammersmith and Fulham Council
Jon Moynihan, Executive Chairman, PA Consulting Group
Lord Flight
Professors Andrew Clare and David Blake, Cass Business School
Overcoming behavioural barriers to retirement planning, Written by Trevor
Lloyd-Jones 1 February 2012 MoneyVista
http://www.moneyvista.com/news/news-articles/overcoming-behavioural-barriers-toretirement-planning/
The Government has been working with behavioural economists, looking at driving
more of us to make positive decisions on pensions. Here are some things we can do
for ourselves.
Research shows that humans are prone to making irrational decisions, even on matters
that are critically important to us such as saving for retirement.
Humans need 'nudges' to steer them and minsters have been working with experts
from the Pensions Institute recently on making policy more effective at influencing
pension choices.
The Pension's Institute's latest paper 'Spend More Today: Using Behavioural
Economics to Improve Retirement Expenditure Decisions', identifies how
accumulated assets can be used optimally throughout retirement. This work is now
being taken into the workplace, according to the authors of the report, to see what will
work for different groups.
The report, by Professor David Blake and Tom Boardman, gives guidance on when to
make provision for contingencies such as unanticipated expenditure spikes and how
to optimize the size and timing of bequests.
It's main conclusion is that annuities (the policies that provide a lifetime income from
a pension pot) still have an important role to play, even as rising life expectancy and
other factors are turning the traditional building blocks of pensions upside down.
Speaking a recent TISA (Tax-Incentivised Savings Association) meeting, Professor
Blake said it's rational not to annuitise and therefore it makes sense to phase it over
time for most people. Economists call this the "money illusion", how we
underestimate the effects of inflation.
"We all underestimate life expectancy," says Blake. "For males life expectancy is
underestimated by on average five years and for females by three years. That's why it
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is essential to buy an annuity and and people don't really understand that. For average
humans, too much choice is a bad thing.
"All the typical traits lead people into making the wrong decisions unless they are
nudged into making the right ones," he adds.
"Annuities look bad from the investment viewpoint, especially if people think they
might die soon after...leaving their money to an insurance company. But they look
much better from the consumption frame. There is roughly a 50% chance of living
beyond our average life expectancy."
Planning is about trade-offs
The Pensions Institute points out that our consumption needs in retirement are not
even but they follow a distinct U-curve. Spending tends to be higher in the early years
of retirement when retirees are still active and do many of the things they promised
themselves. Then there is a period of less activity and lower spending, followed by a
period of higher spending on medical care and possibly nursing home expenses.
"We need strategies that match our consumption pattern in retirement," says Professor
Blake.
"For many people retirement is a game of snakes and ladders, of unfavourable events
such as illness or the death of a partner and favourable events such as inheritance."
He points out that the current generation approaching retirement, the baby boomers,
are probably the most fortunate demographic in UK financial history with solid
pension wealth and high housing equity. But it will become much harder for the next
generation.
"It is best to try to recognise that retirement planning is about trade-offs," he adds.
"An index-linked annuity starts off about 30% less than a fixed or level annuity.
Annuities are risk-sharing devices in that those who die early subsidise those who die
late. The implied risk premium on an annuity is higher than anything else in the
financial markets."
He highlights that an annuity policy is still important to enable retirees to insure
against longevity risk, although the decision will vary according to the size of the
pension pot and individual circumstances. The risk is compounded by the fact that
most people underestimate how much they will need to live on in retirement.
Humans under-estimate life expectancy
People find it difficult to appreciate the variability of life expectancy going through
different stages of life. For a typical 65-year old male in the UK today life expectancy
is 87.8 but 25% will reach 94 and 8% will reach 100. A male aged 85 today can
expect to live another 7.1 years to 92.1, but 26% can expect to reach 95 and 7% to
reach 100.
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To ensure that our accumulated assets are used optimally in retirement, the Pensions
Institute has come up with a "speedometer" - or Spending Optimally Throughout
Retirement - expenditure plan, which employs a default within a certain architecture.
The plan involves four behavioural factors, comprising the initial stage of making a
plan, ideally without an adviser. The next point is automatic phasing of annuitisation,
designed to combat aversion to large irreversible transactions and losing control of
assets.
The next point is capital protection - in the form of 'money-back' annuities which
deals with the loss aversion that most people experience. The fourth factor is the
slogan 'spend more today,' which reinforces the idea that buying an annuity is a 'smart
thing to do'.
"Often the pensions plan that we sign up to when we are young, doesn't connect with
the decumulation phase later on," says Blake.
"It's about desiging an aircraft that has an ascent, a cruise and a descent phase that are
joined up....The pensions industry needs a new behavioural mechanism. Most people
under 40 don't care about their pensions at all, until around 10 years before retirement
or aged 55. There is a need for people to think about this glidepath."
You can read more about the report in the discussion papers section of the Pensions
Institute website at www.pensions-institute.org
World needs financial advice as it enters the Third Age, by Mark Cobley,
Financial News, 23 Jan 2012
The world is getting greyer. Humanity has begun a truly unprecedented shift – by
2050, as much as a fifth of the world’s population could be over 60, twice as high as
the proportion today, according to the United Nations.
In the west we are used to the idea of the ageing society, but the coming demographic
revolution will affect almost everywhere. With the notable exceptions of Africa and
India, much of the developing world is, at most, a couple of decades behind us.
Many analysts think China will dominate the coming century, but it may not get much
of a chance. By 2025, according to analysis from the emerging markets manager
Renaissance Capital, China will have a demographic profile similar in decrepitude to
Japan’s today. Will China’s economic growth falter as a result?
The world leaders, economists, financiers and academics gathering this week at
Davos for the World Economic Forum will be grappling with this and other, related
questions. How is the global economy to cope with this transformation? And what
part does the financial sector have to play?
Ageing is bad for markets
Many analysts believe demographics is a major driver not only of economies, but also
of financial markets. Viewed through this prism, the long bull runs in the west
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between 1990 and 2010 were a function of the baby-boomer generation entering the
late stages of their working lives, when they began to build up and invest big pots of
savings assets.
But this generation will be retiring from 2010 to 2030, withdrawing capital from
financial and housing markets. The savings of the smaller generation behind will not
be enough to replace it, and the cost of capital for businesses will rise.
Barclays Capital’s closely followed Equity-Gilt study examined this question last
year. It found that the west’s dismal demographics are likely to reduce the long-term
return on equities by one percentage point, from 7% to 6%.
Those who already hold fixed-income securities will see bond prices fall, according to
the Equity-Gilt study. Societe Generale’s research team observed in a recent report:
“If we take into consideration the lower savings rate of the older population, then
potential demand for bonds may already have peaked.”
In many western economies, this “savings shortage” is compounded by under-saving
among younger workers, especially compared with the generously funded final-salary
pensions of their parents.
The slack might be picked up by the emerging world’s middle classes starting their
own pension plans. But SG’s analysts ask: “Why would emerging countries want to
invest in the low-return developed world in the long run?”
And when those countries’ populations also begin to age by mid-century, we may be
looking at a future where world markets are starved of investment capital – in which
our children or grandchildren will live in “less financial times”.
Not everyone is so pessimistic. Christian Schneider, a global-equities fund manager at
Allianz Global Investors, who runs a demographics-themed fund, said: “Pensioners do
spend money, so there will be growth areas even in ageing societies, such as
healthcare companies that produce treatments for the sicknesses of old age.”
Old versus young
Some commentators see an even bleaker prospect: a coming social and political
conflict over ageing.
Professor David Blake, a longevity expert at Cass Business School in London, said:
“In the past, if a small number of people failed to save adequately for their retirement,
then everyone else could either say, ‘here, let us help you out’ or ‘tough luck’.
Either way, the number of people who needed bailing out was very small. If it is
large, that becomes an enormous political problem.”
A large part of the eurozone’s debt crisis is down to southern Europe’s largely
taxpayer-funded pension systems, which have become obviously unsustainable much
more quickly than northern Europe’s privately funded ones, creating huge public
deficits.
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In its analysis, published last November, Renaissance Capital wrote: “We expect
inter-generational political conflict to replace class conflict in the eurozone; in Italy,
pensioners already represent one-quarter of the voting population and may yet resist
reforms.”
It’s not just the eurozone. In the UK, some retirees have already been obliged to take a
pensions cut, with their benefits now indexed to a less-generous measure of inflation
than hitherto. Even in safe-haven Switzerland, the government is currently proposing
pensions cutbacks for the second time – having already lost a referendum on the
question, by 75% to 25%, last March.
In some emerging countries in Asia and Latin America, birth rates are now falling so
fast that populations will age rapidly.
Michaela Grimm, a member of the economic research group at Allianz, said: “Bearing
this in mind, policymakers in many emerging markets are now faced with the task of
developing a viable social security system within a few years.”
The west may be able to help. This is especially true of the UK, which has a strong
annuities market, the largest occupational pensions industry in Europe and a worldleading asset-management hub in London.
Blake said he could think of one good example: “The Prudential has successfully
exported its ‘man from the Pru’ model, whereby agents knock on doors and roll out
savings and insurance products directly to households, to places like Vietnam.”
Western regulators can help too. The EU has won praise from fund managers for its
Ucits rules, which allow funds to be sold across borders, and financial centres such as
Hong Kong have emulated them.
According to Eric Le Coz, deputy managing director of French asset manager
Carmignac, a portable pension is next on the agenda. If that was emulated elsewhere
too, a globally mobile labour force could then work and save anywhere it liked.
Others in Europe are thinking similarly. The Dutch fund manager Mn Services
sponsors an ongoing research project on China at the Nyenrode Business University.
One of its themes is that China needs a sustainable pension system, as this social
“safety net” would encourage domestic consumption and minimise over-saving.
Healthy expectations
Designing efficient pension systems is part of the solution, but in the long run,
everyone simply has to work for longer. That means extending not just life
expectancy, but healthy life expectancy.
Professor Les Mayhew, also of Cass, said: “In the UK, we are very good at extending
the lives of people with serious diseases, sometimes for decades, but they are
completely unproductive.
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We have to move from a healthcare system that picks up the tab no matter how you
choose to live your life, to one that promotes healthier lifestyles through ‘nudging’, or
even compulsion if necessary.”
His analysis suggests the economic benefits of a complete cessation of smoking, for
example, would far exceed the 50%, £50bn increase in UK healthcare spending.
Schneider, of Allianz Global Investors, said countries can adopt policies to counter
falling birthrates and declining populations.
He said: “We have seen societies overcoming these issues with flexible working rules
and child-friendly policies, such as in France or Scandinavia, while others, like the
UK or US, have kept up fertility rates by allowing immigration. So I am not hopeless
for the western world.”

Pensions Insight’s 50 most influential people in pensions 2012, 4 January 2012
Dr David Blake

Current role: professor of pension economics, Cass Business School; founder and
director, Pensions Institute; chairman, Square Mile Consultants

In 1996, Dr Blake established the Pensions Institute at Cass Business School, which
undertakes research on pension-related issues, notably longevity and the design of
defined contribution schemes. As one of the most respected academics working in
pensions, his research has had a direct effect on many schemes.
For Blake, one of the major challenges facing the pensions industry is the need to
move away from bespoke longevity models and swaps which offer “no transparency
over pricing or structure” and the creation of a liquid, tradable longevity market
before current capacity runs out.
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“There will come a point where insurance and reinsurance companies can’t take any
more longevity risk,” he says, pointing to the over £1trn of UK pension scheme
liabilities and calling on the Government to seed the market with longevity bonds.
“Inflation swaps would not have taken off without governments issuing index linked
bonds to provide the risk free structure on which the private sector could build. Unless
the Government starts issuing longevity bonds, my feeling is the longevity hedging
market cannot grow,” he argues.
Blake is co-founder with JPMorgan of the LifeMetrics Indices and co-creator of the
Cairns-Blake-Dowd stochastic mortality model. His seminal paper on mortality risk
transfers, which led to the world’s first pension buy-out in 2006 and the world’s first
pension buy-in and longevity swap in 2007, saw Blake win the prestigious Robert I.
Mehr award in 2011.
Blake is a vocal critic of the current design of defined contribution (DC) schemes and
an advocate of the greater use of behavioural finance techniques in scheme design.
One of his major projects for 2012 is the real-world implementation of design ideas he
and the Pensions Institute developed during 2011, looking at optimal investment and
decumulation strategies for DC schemes.
“The basic idea we found was that compared to what was optimal, people tended to
move out of equities too late and move entirely into bonds too quickly. The optimal
strategy would be to start to move out of equities more slowly, so that when you reach
your retirement age, you could still be between 20% and 50% in growth type assets,”
he says.
On auto-enrolment, Blake adds: “I’m concerned that with the financial crisis, people
will opt out. The Government seems to be chickening out on bringing it in. There’s no
good time to ask people to save more, but the fact that the Government is putting
auto-enrolment back is disappointing for some.”
Dr Blake is also concerned with the security of private sector pension scheme assets
and the “risk of governments commandeering private sector pension assets to cover
holes in their balance sheets”, pointing to the examples of Ireland, Hungary, Portugal
and the Government’s own plan to get pension schemes to invest in infrastructure
projects.
“I’m not saying it’s a bad idea,” he comments, “but directing private sector pension
assets into the Government’s own pet projects could be the slippery slope.”

PENSION PREDICTIONS 2012, Pensions World, January 2012
Longevity goes global
David Blake, director, Pensions Institute, Cass Business School
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The first international longevity risk transfers took place in 2011 when Goldman
Sachs subsidiaries Rothesay Life and Paternoster reinsured over £500m of longevity
risk with the US based Prudential Retirement.
At the end of 2010, the first buyin deal outside the UK took place between the Dutch
food manufacturer Hero and the Dutch insurer Aegon. So the longevity market which
began in the UK in 2006 has now gone global. Many more international deals can be
expected in 2012.
Back home, total transfers in the form of buyins, buyouts and longevity swaps
exceeded £9bn in 2011, with longevity swaps taking a bigger share than ever before at
around one third of the total. 2012 is expected to see even more deals completed,
mainly in the form of buyins and longevity swaps.
DC Focus: The benefits of age, Pensions World, January 2012
David Blake and Douglas Wright, Pensions Institute, Cass Business School, on
optimal investing
In a nutshell
optimal contributions begin low and rise with age
the optimal investment strategy during the accumulation phase is “stochastic
lifestyling” (which takes into account human capital as well as financial
wealth)
the optimal investment strategy during decumulation is “phased
annuitisation”.
The purpose of any pension plan is to allow spending power to be redistributed from
the plan member’s working life to retirement in a manner that is consistent with the
member’s personal preferences and in a way that guarantees that this spending power
lasts for however long the plan member lives.
If people are behaving optimally when they design their defined contribution (DC)
pension plans (ie, they behave as if they are rational life cycle financial planners),
they would take into account the following factors relating to their own
circumstances:
the profile of their salary over their career
(in particular, the age of peak salary)
their attitude to risk
their preference for current versus future consumption.
These factors have implications for the optimal funding and investment strategies that
members would need to follow if they want to get the best from their pension plan,
according to a new model of optimal life cycle financial planning behaviour examined
in a recent Pensions Institute study Age-dependent investing: optimal funding and
investment strategies in defined contribution pension plans when members are
rational life cycle financial planners by David Blake, Douglas Wright and Yumeng
Zhang www.pensions-institute.org/workingpapers/wp1111.pdf
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Funding strategy
The study found that, in respect of funding the pension plan, the optimal funding
strategy is not constant over time, but instead involves an age dependent annual
contribution rate. Surprisingly, it is not optimal for individuals to start contributing to
a pension plan until several years into their career. This is because individuals’
incomes are initially low and they are better off consuming their incomes rather than
saving from them: further, they anticipate receiving higher future incomes from which
they can save more comfortably for their retirement. For a male worker with a typical
career salary profile, the optimal contribution rate increases steadily from zero prior to
age 35 to around 30–35% after age 55 (see Figure 1).

Members with low risk aversion are willing totake on more risk in the expectation of
achieving higher investment returns from pursuing a more aggressive investment
strategy during the accumulation phase. This leads them in turn to reduce the level of
contributions into their pension plan and hence consume more today. However, as
would be expected, the downside of this is greater uncertainty in both the pension
fund at retirement and the level of retirement consumption supported by this fund.
A high personal discount rate implies a preference for current over future
consumption (since the value of future consumption is discounted more heavily and
hence is less valued the higher the personal discount rate). Members with a high
personal discount rate prefer to make low contributions into the pension plan until
around ten years before retirement when current consumption has to be reduced
sharply each year to make the necessary contributions to ensure even a minimal level
of retirement income.
Investment strategy
The study found that the optimal investment strategy is also age dependent. Preretirement, the optimal strategy is “stochastic lifestyling” rather than the more
conventional “deterministic lifestyling” (the latter involves a mechanical switch from
equities to bonds over a pre-set period, typically five or ten years, prior to retirement).
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It is optimal to begin with to invest 100% of the contributions into the pension fund in
equities (or a diversified growth fund including equities and alternatives such as
infrastructure, hedge funds and commodities).
As the retirement date approaches, the weight in equities (and alternatives) is reduced
and the pension fund is switched increasingly into bonds So far, this looks similar to
deterministic lifestyling. However, the switch into bonds does not happen in a
predetermined manner as in the case of deterministic lifestyling. Rather, the optimal
equity weighting over the life cycle depends on what happens to equity returns and
labour income during the accumulation stage of the pension plan.
Stochastic lifestyling is justified by recognising the importance of “human capital”
(which is defined as the present value of lifetime labour income) and treating it as a
bond like asset (since it generates a fairly predictable (labour) income stream similar
to a bond) which depreciates over the working life of the plan member. The initial
high weighting in equities in the pension fund is intended to counterbalance the high
initial weight of human capital in the combined “portfolio” of human capital and
financial wealth. A young person will typically be human capital rich and financial
asset poor. As the share of the pension fund in the combined portfolio rises
stochastically, the weighting in equities falls stochastically, while that in bonds rises
to counterbalance to stochastic decay of human capital over time (see Figure 2).

Another difference with deterministic lifestyling is that the portfolio is not completely
switched into bonds by the retirement date. Depending on the member’s risk aversion,
there could still be significant equity holdings in the pension fund on the retirement
date. For reasonable ranges of risk aversion, the optimal equity weighing at retirement
varies between 20% and 50%.
The optimal investment strategy at retirement is “phased annuitisation”. The first
stage of this strategy is to sell the bonds in the pension fund at retirement and buy a
life annuity, thereby securing lifelong income protection for the member as well as
benefiting from the “mortality premium” in the return on the annuity. The optimal
weight in equities does not immediately change. However, each year that the member
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survives, the return from buying additional annuities increases (as a result of the
mortality premium increasing exponentially with age) and some of the equities are
sold to buy more annuities. There comes a point when the mortality premium exceeds
the equity risk premium. At this point, when the member is around age 75, the entire
residual pension fund is switched to annuities whatever the member’s attitude to risk
(assuming no bequest motive).
The effects of lower risk aversion and a higher personal discount rate are to increase
the length of time over which the pension fund is fully invested in equities and to
reduce the length of the switchover period into bonds prior to retirement.
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