Roundtable

Defined contribution - a new environment

Where are we now in the
transition towards good
DENSIoN provision?

NIKI CLEAL: We are actually at the
beginning of ajourney for DC. The
big change on the horizon is the
introduction of auto-enrolment.
All our projections and all the gov-
ernment’s projections suggest we
could see something in the region
of an extra five to eight million
people saving in workplace pen-
sions in the future. That is a very
substantial increase, so we are at
the beginning of quite a dramatic
shift in the number of people
potentially saving in DC pensions
in the future.

JOHN BRASINGTON: It is really
interesting that for the first time
people have to decide what they
dowith a pot of money as opposed
to being given money when they
retire.

ANDREW CHESELDINE: As Niki
says, it is probably the biggest eco-
nomic and cultural change in pen-
sion provision we have seen since
the introduction of state pen-
sions. There is an immense
amount of complexity being
brought back into pensions and
while that may be good for con-
sultants it is probably not so good
for Joe Public. However, it does cre-
ate opportunities around tax
threshold management and this
government has brought in annu-
ity flexibility, which is good. How-
ever, the EU has started to
intervene again, so we will have
unisex annuity rates, which will
cause more drive for further com-
plexity and people opting for
drawdown, males particularly.
There are also some macroeco-
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nomic issues in terms of the EU
meltdown of currencies. All of
those will confuse the situation.

DAVID HARRIS: My view is it
remains bleak, but I think an
interesting facet is developing in
the UK where more British folks
now are worrying more about liv-
ing too long than dying too soon.
That is a stark reminder that for
the individuals in this country
there is a pension elite — or a pen-
sion access elite - and there are
people who do not have access to
pensions. A lot of people are play-
ing on the auto-enrolment card
being the panacea. I have just fin-
ished 17 days of going all around
the world - New Zealand, the US,
Australia - and what I will say
about auto-enrolment is that opt-
out rates are creeping up.

The question is does public con-
fidence still exist in this country
on pensions? My view is a little bit
bleak, but I think what is encour-
aging - and what Jonathan has
been working on among others -
is the development of corporate
platforms. More people in this
country are thinking about non-
pension savings equally and for
the first time, this country is
addressing that in a unified way.
Indeed, it is encouraging that
Washington DC bureaucrats, civil
servants, and the Obama adminis-
tration are looking at these core
platform initiatives and are say-
ing: “This is fantastic, we want
more information about them.”

JONATHAN WATTS-LAY: A lot of
companies now have workforces

I have just
travelled
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world - New
Zealand, the
us, Australia -
and what |
will say about
auto-enrol-
ment is that
opt-out

rates are
creeping up

with a mix of pensions either
within the workforce or because
employees have changed job and
moved, for example, from a final
salary scheme to a DC environ-
ment. This has created a lot of con-
fusion for individuals, and the
differences in benefit can have a
big impact on when they can
afford to retire. We did some
research recently that shows
employers suggested fewer than a
quarter of their staff understood
what retirement income options
were available. They recognised
the problem, but they have not
done anything about it. Our worry
with things like auto-enrolment
coming in is that, unless you get
communication working well and
people educated, it will be consid-
ered akin to another tax.

STEVE MINGLE: I feel pretty pes-
simistic about where this journey
is going to end up and whether it
is likely to get folks to where they
need to be. Certainly, a lot of peo-
ple are in denial about the extent
to which retirement ages need to
increase, given not just what is
being contributed into existing
DC schemes but also what is going
to go into the schemes of those
who auto-enrol. Of course, an
unwelcome side-effect of auto-
enrolment may be that companies
will not want to increase their
overall budget on pensions, in
which case it will just be spread
more thinly. Good news for the
folks who are now going to have
something who previously had
nothing, but to the detriment of
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existing employees who might
currently have reasonable
amounts of contribution put into
their schemes.

The inevitable conclusion is
that we need to save more or work
longer in order to thrive in retire-
ment. I remember a spectacular
headline in a newspaper along the
lines of ‘Now they are making us
work longer’ over a mooted
increase to the state retirement
age, suggesting it’'s somebody’s
fault we are all living longer. With
attitudes and publicity like that,
there is little hope of changing
public perceptions of pensions for
the better.

Responsibility for provision

We have the National

Employment Savings Trust

(Nest). DC is growing and the
government has a role to play as
well, but the communication is not
joined up. So how do you start that
conversation?

WATTS-LAY: I was at a company
just yesterday where fewer than
50% of staff are in a pension and
it employs more than 10,000 peo-
ple. You can take two views: you
either say, for employees who
have taken the pensions they are
far too generous, so the employer
will level down, allowing more to
join. While this will lead to an
incremental cost, it will not be as
big as perhaps it might have been.
The other view is to say auto-
enrolment is coming, so we
should just embrace it and sell
the positives. The communica-
tion piece on selling the positives
is really important, otherwise
individuals will only think of the
money they are losing from their
pay packet. Employers are going
to have to think that through and
probably be a lot more creative in
the way that they look at benefits
as a whole.

Unless the employee has that
communication they won’t
understand it, but it is down to
the employee to take some respon-
sibility. It is increasingly a life-
style choice that people are
making: doIwant to retire when I

am age 60 or am I happy working
until I am 80?

Nest

You either put more money

away or you retire later - it is

that simple. But why do we
not seem to have that as part of the
communication around Nest?

HARRIS: It does not have a
budget. Australia spent about
US$11m in 18 months getting its
system ideas out. In Singapore,
their CPF is bombarding people,
but there is no fear in this system.
The hard reality is that if you do
not save for retirement, what is
the penalty?

BRASINGTON: We are unique in
the UK because we have something
called national insurance contri-
butions. We are already paying in
and the government is going to
give me a pension when I retire.
That is the way most people think.
The other thing is all about out-
comes, in other words, what is
needed to provide £100 a week.
You need to save about £30,000
over the next 30 years, but people
will say they cannot possibly save
that much and will wonder if it is
really worth doing. There is a mas-
sive job to be done on this whole
re-education of saving for retire-
ment, or the word ‘pension’.

CHESELDINE: The point of gov-
ernment is, first, to set a safety net
for people who fall through the
system, but also to make sure that
as few people as possible need to
be caught by that safety net. There-
fore, they have to design and build
a structure and facilitate it so the
bulk of the population never go
anywhere near the safety net. That
is what Nest is for. But the govern-
ment is relying overly heavily on
the providers to do the education.
The principle was always that
there would be masses of publicity
around auto-enrolment, but it has
not happened and there isn’t a
budget anymore. That is a prob-
lem. You cannot have such a step
change in pension provision with-
out engaging the public.

WATTS-LAY: The problem is also
that we have spoken to companies

that have a lot of low-paid, mini-
mum-wage-or-just-above workers
who have found the big providers
are just not interested. Therefore,
you cannot even rely on the pro-
viders at that bottom end, because
they are not happy to provide a
pension let alone give any educa-
tion.

CLEAL: Very much like Andy, I
feel there is a role for the state in
providing a safety net and thatis a
societal question. Not all societies
would take that view, but there is
a a very critical role for both
employers and individuals to save
for themselves for what is effec-
tively income replacement, which
comes back to the question about
what your aspiration is for the
standard of living you would like
in retirement. In this country and,
indeed, in others, we have not
been good at communicating to
people if you want to have a cer-
tain standard of living in retire-
ment, this is how much money
you ought to be saving as a per-
centage of your salary. We have
not been very good at giving clear
messages to people, partly because
itis complicated and is difficult to
generalise, but I think it would
help.

Going back to Jonathan’s point,
people have a sense of the differ-
ent costs of cars or houses, butitis
very difficult with retirement
income. In fact, some of us around
this table might struggle to clearly
define how much we should be
saving to meet a given standard of
living. There is a disconnect
between something thatis very far
in the future and action that
needs to be taken today, so I think
the communication piece is essen-
tial. That is not just because of
auto-enrolment or Nest, but across
the board if you want people to
save for themselves — and I think
the demographics mean they have
to save for themselves, the govern-
ment is not going to be able to
afford to do it for them - we need
to get much better at communica-
tion.

CHESELDINE: We have to recog-
nise that funding retirement
does not just come from savings
and producing an income alone;
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it comes from an absence of The message is
expenditure. Therefore, those
nowhere near

people who buy their own house

then do not have to rent and that  Stark enough
is a very substantial chunk of and this is

income they do not have to find

out of net income. If they pay off driven by feal"
their debt before they retire, that and a political

again, for most people, is quite a

substantial section of their reIUCtance to

income. If people are paying, for go fl.l I‘ther and
instance, 10% to an ISA or pension te" it as it

during their working life, come .
retirement they do not have to real Iy IS

find that 10%. Currently, national
insurance does not apply to pen-
sion income or investment
income and that again is a bene-
fit. When you put all those fac-
tors into the equation, most
people are not quite as badly off
as they might think they are, but
it is just immensely complicated
to get the message over.

MINGLE: At the lower end you
are absolutely right, you might
only need a 60% replacement ratio
from a company scheme. However,
for people on £15,000 or £20,000 a
year - which is where the bulk of
the problem lies — that’s still much
more than they are projected to
get under existing Nest contribu-
tions. Of course, one of the prob-
lems the bulk of companies with
DC schemes have with communi-
cation is that the message is not
very palatable. On the one hand,
they want to say, ‘We have this
great scheme; it provides you with
super benefits, join up.” But you
do the projections, convert the
projected fund to an annuity and
it is nowhere near what folks are
expecting or need to receive. That
is a hard message to give people.

CLEAL: Of course the Nest mini-
mum levels of contributions are
not going to be enough to even get
a median earner to hit their
replacement rate. It was originally
envisaged that you would have a
combined contribution of 8%, but
the individuals themselves and/or
their employers would need to
put in an additional 8% to hit the
two-thirds replacement rate. So I
think there is a real set of issues
about making sure that message
is communicated. Simply doing
the minimum default 8% contri-
butions is not enough. That is
meant to be very much a mini-
mum starting point.

A holistic view

How do we get people to take

a more holistic, rounded

view of benefits In the
workplace?

WATTS-LAY: This issue has arisen
because of longevity. People are
healthier hence they are living
longer, so doesn’t there need to be
a complete rethink of why people
think they have a right to have a
retirement income for 25 or 30
years? I know in some ways that is
quite a complex thing to get across
to people and again it probably
needs government input in terms
of communication, but it is hard
because you have unions, for
example, that get their subscrip-
tions from members who tend to
say they want to retire at 60
because people have always
retired at 60.

CLEAL: That does come back to
education, though, doesn’t it? I
agree we do need a complete
rethinking of retirement and the
whole idea that retirement is
something that happens at a par-
ticular age — whatever that age is
- is out of date. However, that is
not where public opinion is and it
is very interesting that it took an
independent commission in the
form of the Pensions Commission
to even be able to raise the pros-
pect of increasing the state pen-
sion age. Prior to that, no
politician would touch that issue.
We had had 50 years where the
state pension age should have

increased when no politician
would touch it.

There is a huge exercise to
engage young people and to
explain to them in an easy-to-
understand way what these demo-
graphic trends mean. To be fair,
the government is starting to do
more on that now we see the
debate about state pension ages
and where that might go. We have
had the abolition of the default
retirement age. All of those
changes are sending a message
that you can no longer assume you
are going to retire at 65, which is
good, but it is only a very small
starting point. It is a step in the
right direction.

MINGLE: The message is nowhere
near stark enough and, as you say,
this is driven by fear and a political
reluctance to go further and tell it
as it really is. There needs to be
such a big shift in mentality about
retirement ages and, at the
moment, we are going to have peo-
ple realising they cannot afford to
retire at 65 only when they reach
65. To get the message across the
communication has to be more
intensive and frequent. Frankly, it
has to start in schools with the
financial basics, because of the
level of ignorance of the average
employee is often staggering.

WATTS-LAY: There is also short-
term savings to consider as well.
For a lot of young people benefits
like the workplace ISA,
share schemes, save-as-you-earn
schemes, and so on would prove
highly beneficial.
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HARRIS: What is happening
around the world is a move away
from the word ‘pension’. When I
go to Australia people talk about
‘my super’ and the new word
‘super’ has a powerful connota-
tion. If you go out to the Midwest,
they talk of ‘my 401k’ even
thought they don’t realise more
generally that it is a retirement
vehicle. It is developing great lev-
els of ownership.

BRASINGTON: If when the Tories
came in they had said on day one,
‘national insurance contributions
are halved, you will no longer
receive a state pension, it is up to
you,” howwould thathave changed
the world? People very much
would say, ‘It is up to me. They are
going to give me nothing,’ so the
whole marketing of these things,
all the advice on these things, kids
going through school would have
known. I am not saying we should
have done it - or am I? - but it
would have been interesting to
say, ‘This is now down to you.’

Role of the employer

People generally do not trust

governments or banks and

financial institutions, but
they do trust their employer,
because it pays them each month. So
how do we incorporate that into the
workplace?

CHESELDINE: Personally, I believe
in the separation of those. If you
just look at the numbers around
pensions and ISAs, in very rough
terms £14bn or £15bn went into
DC pensions last year — £24bn or
£25bn if you include individual,
self-employed, etc — and £45bn
went into ISAs without any match-
ing from the employer. You just
said that people do not trust
financial institutions, but they do
trust an employer, but they put
three times as much into ISAs as
they did into pensions. That is
because they think at least it is
simple.

MINGLE: Also, they do not trust
pensions.

BRASINGTON: It is flexible as
well. If they reach age 55 and have
to pack up work, they can still get
their money.

MINGLE: My experience is that
employers’ mentality is increas-
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ingly about whether they receive
value for money for the benefits
they provide. That can be very dif-
ficult to quantify. In order to get
that employee appreciation of a
pension scheme, they have to
work very hard at communica-
tion; other savings and reward
vehicles are more self-evidently a
good deal. It may be, thinking
holistically, that one of the trends
we will see is long-term saving
becoming an accumulation of
short terms, where people go into
different, relatively short-term
saving vehicles and roll them over,
while still having the flexibility to
take the money out should they
really need it. That way, they are
still ultimately able to develop a
reasonable pot at retirement with-
out having to have their funds
locked away from day one.

HARRIS: Itis interesting with the
FISE 350 companies’ sharesave
programmes; they have enor-
mously high levels of participa-
tion yet within pensions they do
not have the same experience. It
really comes down to whether a
government rewards people who
show thrift and penalises people
who consume more.

CLEAL: There is an important
principle that when you are sav-
ing for the long term you want
diversification of risk. As an indi-
vidual, I am not convinced neces-
sarily that having a lot of your
eggs bound up in the prospect of
your employer basket is necessar-
ily a good thing. If your salary is
paid by that employer, there are
good reasons why a pension is a
good vehicle for diversifying indi-
viduals’ risks and yet we do not
seem very good at communicating
that. I worry slightly about share-
save-type schemes as theylead to a
lack of diversification and we have
to be quite careful, because in
some ways they are quite easy for
people to latch on to and under-
stand, but I do not necessarily
think they offer a good long-term
solution as the entire answer for
people’s savings for retirement.

WATTS-LAY: I tend to agree. If you
look at a save-as-you-earn scheme,
once it has reached maturity peo-
ple need to diversify. Whether it is
in a pension or an ISA or anywhere
else, they do need to diversify. You
only have to look at Enron or HBOS

It really comes
down to
whether a
government
rewards
people who
show thrift
and penalises
people who
consume more

to see people who have lost almost
every penny they had in the
shares, plus their job, so finan-
cially it can’t be very much worse
in one fell swoop. However, I do
think save-as-you-earn schemes
are good because at the end of the
day it is just cash savings, and you
either take the option or not when
you know if you are in the money.

However, even simple things
like this employees do not under-
stand. They do not understand
this scheme is just cash. You get
your money back with interest ifit
is under the strike price, butifitis
above the strike price you can just
take the share and cash it in
straight away. In fact, we even say
the best place to use a workplace
ISA can be maturing save-as-you-
earn schemes, even if you want
the money. And there is going to
be a taxable gain on it as you can
use your workplace ISA to mitigate
the tax, even though you are going
to sell it all the next day to buy a
car. That is a fantastic benefit for
the employer to offer.

Decumulation

When do we start telling

people about what they need

to do to take the money out?
Some people have suggested it
should be phased, but that alone is a
complex term for people.

WATTS-LAY: Flexible retirement
requires people to understand
their options and the vast major-
ity of employees do not under-
stand what those are. It always
worries me that we have talked a
lot about people not saving into a
pension, but for those who have
saved into a pension for 30 or 40
years, they are almost abandoned
at the point it really matters. To
me that is madness.

HARRIS: The employer retreats
and the regulation does not really
look after them and then they
are exposed to advisers who, in
some cases, are remunerated
quite highly. If you think about
the regulatory costs we pour into
the accumulation phase of some-
body’s push towards retirement,
enormous amounts go in, but in
the disbursement phase it is
relatively small, which I find
unusual.
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We are going to encounter more
flexible annuity structures. In the
US, and certainly in Australia and
Asia, the baby-boomers are dis-
playing very unusual behaviours.
They have done very well out of
property, inheritance, and on the
stock market. It is going to be
increasingly difficult for that set
to accept putting all their money
into an annuity and going to Flor-
ida or Bournemouth and just
hanging out peacefully. They will
still want to engage with the mar-
ket and so in the US they are try-
ing to build such structures. I do
think the financial engineering at
the moment is trying to give these
baby-boomers the flexibility to
dabble, still engage, but also giv-
ing some mortality risk when they
pass 70.

CHESELDINE: It is difficult to see
how in the UK we could offer
more flexibility than we cur-
rently do. You do not have to buy
an annuity; you can go for draw-
down. If you do buy an annuity,
you can buy a term annuity and
invest the rest. You can buy unit-
linked annuities, with-profit
annuities, escalating, level - all
the variations, so in fact we do not
need more flexibility. What we
need is a package that suits most
different groups or segments and
we need a communication strat-
egy that works, that gets the high-
level stuff over to people without
complicating it too much, but
without hiding anything. That is
the difficult bit. Iwill leave that to
the providers.

CLEAL: We did some research on
this, looking explicitly at what
might be the impact of the govern-
ment’s decision to end the require-
ment to annuitise before age 75.
We discovered only about 600,000-
700,000 people might be able to
take up capped drawdown in 2010,
assuming a pot of about £100,000.
That is about 5% of those in the
55-75 age group, so it is quite a
small proportion. Then we looked
at how many might meet the gov-
ernment’s new minimum income
requirement and have total free-
dom and total flexibility to with-
draw what they want. The figures
were even smaller: we went down
t0 200,000 that could meet a mini-
mum income requirement of
£20,000 a year, which is about 2%

We should
stop using

the word
‘pension’.

The same way
as you think
about lifestyle
income when
you are 25 or
30, you should
also think
about when

it comes to
retirement

of people in that 55-75 age group
in 2010.

Although on the face of it there
is a lot of flexibility. The vast
majority of people are not going
to be able to take advantage of the
flexibility unless the drawdown
market changes very substantially
or we reach a point where draw-
down becomes more economic for
people with smaller pension pots.
We are not there yet.

The Sunday papers may be tell-
ing people they no longer need to
buy an annuity, but in reality for
many people best advice will be to
do exactly that. There is a dichot-
omy there.

Post auto-enrolment, those
numbers will change and they
will build up, but in the here and
now I do not think so many people
are going to be able to use the full
flexibilities.

Future directions

Where do you hope the
trajectory may take us in the
next couple of years?

MINGLE: I hope I am not being
too pessimistic, but it just seems
inevitable that we will end up
with compulsion. I do not have
faith that anything else is going
to be able to deliver a scenario
where people have sufficient sav-
ings - of any means, not just pen-
sion - in order to be able to
finance a reasonable lifestyle in
retirement. Yes, there are associ-
ated headaches and potential
anomalies and inconsistencies,
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and all the reasons it has not been
introduced in the past, but it’s
not as if what we are trying to do
now is without its headaches
either. Ultimately I just see it as
inevitable.

WATTS-LAY: There are two things
I think we need to push for in the
next two years. The first one is
retirement income, which is about
lifestyle, and that means different
things to different people. But
that is why there needs to be good
financial education, because peo-
ple need to understand the param-
eters in which they can save. That
may not necessarily be a pension
in the workplace, it can be other
things, whether they are ISAs or
save-as-;you-earn schemes or what-
ever. Therefore, we should stop
using the word ‘pension’. The
same way as you think about life-
style income when you are 25 or
30, in terms of what car you want
to drive or what flat you want to
live in, you should also think
about those lifestyle options when
it comes to retirement.

The second thing is the indus-
try, and possibly government
through regulation, really needs
to up the game in terms of making
sure people understand what their
options are when they reach retire-
ment. It is near on a disgrace that
someone can save for 40 years and
potentially make a random deci-
sion after that length of time of
saving when they go to generate
retirement income.

HARRIS: We are going to see the
continual integration of financial
services into the online world.
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The take-up of Facebook,
Twitter, and others are suggest-
ing that the younger generation
has to be somehow engaged.
Therefore, you are going to see in
the next few years Nest, govern-
ment agencies and financial
service providers increasingly
going down this path. Already we
see financial services providers
investing £150m, we calculate, in
these corporate platform solu-
tions. It is either going to work
very well or not work at all, but it
is a big bet.

The challenge we have to work
on now is how to make Nest sensi-
ble in terms of working with the
existing infrastructure. Is there
going to be a multiplicity of indi-
vidual accounts and is there
going to be a multiplicity of indi-
vidual administrative costs and
considerations? When we get to
the review stage of Nest and
retirement in the future, are we
going to reach a point where we
allow accounts to be merged and
are we going to get to a point of
compulsion?

CHESELDINE: Governments will
do what they have to do to survive.
Regulators, no matter what we
say, will just confuse matters. The
government is now saying it is
going to introduce legislation to
tell us that DC pensions are
defined benefit (DB) if you offer a
guaranteed investment return.
Great. That is really not helpful.
Financial services providers and
advisers will build products and
services that fit in the overall con-

text and they will be driven by
profit motive mostly, so what they
build should be effective within
the constraints of what they can
aim at.

However, what the public needs
is financial education at the
broadest possible level. The OECD
publishes data on how much net
income we all have. They do it in
US dollar terms by what they call
‘purchasing power parity’ and
consistently for the past 10 years
the UK has been near the top of
that list, third or fourth most of
that time. It is ahead of the US,
France, Germany and most of the
other countries in Europe. Does
the public understand that for all
we say ‘we cannot afford to pay
money for pensions, we must
have all this debt’ we are probably
better off than 99.9% of the rest of
the world population? So let’s get
real about what you can afford.

We are told longevity is increas-
ing by broadly one year in six, and
that is probably an underesti-
mate. On that basis — and slightly
tongue in cheek - if we consider
the historical data of old veterans
marrying younger women and
look at the guys fighting a war in
Afghanistan at the moment, then
assuming they come back in one
piece, we could be paying bene-
fits to their widows in 2174. That
is just one reason why employers
cannot afford to maintain DB.

We need to understand that
people live a very long time and in
a more realistic scenario, you can-
not afford to have 25 or 30 years of

I really fear
there willbe a
missed gener-
ation of people
falling way
short on what
they need
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pension based on 35 years of work.

BRASINGTON: I applaud the work
that has been done on workplace
platforms. I think they are really,
really important. Education at
school is vital for people following
that missed generation. They need
to be taught at school simple
financial planning and what it is
all about.

Whatever the product, we must
demonstrate outcomes. Unless we
can demonstrate what people can
expect to achieve, the younger
generation will not engage with it
atall.

The Financial Services Author-
ity has to understand that cheap is
notalways good. They are obsessed
with low fees within funds, within
wealth management companies
as the way to go, and I have seen it
written in some reports. It is not.
Sometimes, if you want value you
have to pay for it.

CLEAL: I would like to see more
financial education. School is the
obvious place to start with that,
but I do not think that education
is in and ofitself enough. I do not
think if that was all you did we
would get the kind of sea change
in behaviour we need. You have to
work with people’s inherent
instincts and behaviour, and that
is why I am a strong supporter of
auto-enrolment and I am an opti-
mist when it comes to auto-enrol-
ment. There are two things that
will drive the success of those
reforms. One is what individuals
do in response - do they opt out
or do they stay in? A lot more
work needs to be done to try to
encourage people not to opt out
and to explain to them what the
benefit is of saving in a pension
and why this is something that is
worthwhile.

Finally, more broadly, I would
like to see some changed atti-
tudes to retirement. We need to
get away from the notion that
you retire at a fixed age. We need
to think more flexibly about
patterns of work near retirement,
so more part-time work and
probably more contract work. We
need to get away from the idea
that retirement is something
that happens on your 65th birth-
day; you work full-time on Tues-
day and then you stop working
entirely on Wednesday. B
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