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SUMMARY

This paper discusses four issues: the principabwayvhich individuals can attempt to ensure that
they have sufficient income in their retiremeng tisks for the individual associated with each of
the different options available to them, how, ifadltthose risks are addressed, and what reforms

could be made.

The paper identifies twelve different types andrsesi of both risk and uncertainty for consumers
and analyses how these are presently managede &tes

* Public policy risk

» Demographic risk

» Earnings and employment risk

» Inflation risk

* Interest rate risk

e Mortality risk

e Market risk

» Funding / solvency risk

» Governance risk

* Investment management risk

e Aduvice risk

» Complexity / suitability risk

The analysis suggests that two features of riskagement of pension provision are particularly
striking. The first is the fragmented nature o€iden-making on risk. There is no single risk
management process in which risks are assessedgathand communicated. There is rather a
multitude of processes, some simultaneous, othegsiesitial, some overlapping, others quite
discrete, carried out by a wide variety of playeffie second is that whilst mitigation of most sisk

to the consumer is possible, reduction of one typesk often increases exposure to another;
further mitigation of one type risk to one actateofincreases another’s exposure to that same risk.
Risk trade-off and risk distribution rather tharemall risk reduction are thus often the key issnes
contention.



INTRODUCTION

There is widespread concern in policy circles fleaels of income for future generations of
pensioners will be low if not inadequate due touamber of factors. These include demographic
changes, reductions in mortality rates, an unvgtliess on the part of the state to increase unfunded
pension provision, and inadequate personal saviggadividuals for their retirement. However
whilst most consumers recognise that the statenetlprovide them with an adequate pension on
retirement, few show any awareness of the levelawings that they will have to make to ensure
that they are sufficiently provided for when thegase work. Moreover, many have little
understanding of the options available, and thagivel risks involved in each.

This paper outlines first what the principal poligsues are relating to the need to ensure
consumers have adequate income in retirement, Aodive main actors are. The second section
outlines the current system of pension provisidhe third section identifies the risks faced by the
consumer with respect to the different types ofan The fourth section discusses with respect to
each type of risk how it is assessed and managtxioontext of each type of pension. The fifth
section considers the issue of risk communicatiohhe sixth section concludes with some

proposals for reform.



SECTION 1: ISSUESAND ACTORS

What istheissue?

The central issue from a consumer perspective,iraeed from a wider societal perspective, is
whether individuals will have sufficient income thg their retirement. Current levels of average
pensioner income are low relative to that of eathen 1999-2000 the average net income for
single pensioners was £149 per week and for couji84 per week, though these figures hide
wide disparities between men and women and betwalder and younger pensionérs.
Unfortunately there is also considerable eviderfogidespread confusion and ignorance amongst
consumers about pensions and a lack of understantithe options available and risks entailed.

Who arethe players?

In addressing the central issue of how to ensuéfecient level of income in retirement there is a
wide range of players involved. Indeed one ofdtn&ing aspects of the issue is not just the wide
variety of sources of risk and uncertainty thatirdividual faces in trying to ensure adequate
provision for old age, but the wide variety of astéwvolved in both creating and managing those
risks. Addressing the central risk of inadequat®ine is not a centralised activity focused on one
or two state actors; it is fragmented between naooweractors, including several different
government departments and agencies, professialvidoss, professional bodies, providers of

financial products, and consumers themselves.

The main players involved directly or indirectlyanddressing the risks facing consumers in trying
to provide for adequate income in retirement agfoliowing:
» the EU (eg directives regulating financial prodorcividers)
» the Government as provider of pensions and relzeadfits
» Government departments: principally the Governmémtuaries Department (GAD),
Department for Work and Pensions (DWP), HM Trea¢diMT), Inland Revenue (IR)

! Department for Work and Pensiofensioners Income Series 99(@000); R. Disney, C. Emmerson and
S. Smith,Pension Reform and Economic Performance in Brimathe 1980s and 199@kstitute of Fiscal
Studies, undated), available at www.ifs.org.uk/pamspolicy.html.

2 Department for Work and Pensiofgnsioners Income Series 99(@000). See also DWRetirement
Pensions Summary of Statistics: First Rele@September 2001); FS¥/omen and Personal Finance: The
Reality of the Gender Gagonsumer Research Paper 7 (April 2001).



Government regulatory bodies: Occupational PendRawgilatory Agency (OPRA), Financial
Services Authority (FSA) and associated Ombudsmen

Professional bodies, notably the Faculty of Acemind Institute of Actuaries (collectively
referred to as FIA); the Association of Insurancel®rs (ABI); Accounting Standards Board
Professional advisors with statutory / regulatoegponsibilities: pension fund trustees,
appointed actuaries, auditors

Financial product and service providers: life comes, fund managers including pooled
investment trust managers, financial advisors tiolglinvestment advisors and consultants to
pension fund trustees and providers of retail faradvice

Individual consumers



SECTION 2: WHERE ARE WE NOW?

Pension provision for employed peoplein the UK

Pension provision foemployedpeople in the UK consists of three tiers. Tierslthe basic
minimum level of income guaranteed to retired pesdoy the state. Tier 2 is the mandatory level
of pension provision by individuals required by #tate, though there is a considerable range of
options available within that tier. Tier 3 is theluntary provision of pensions and other forms of
retirement income and protection by individualstf@mselves.

Within those tiers, pensions may be funded or wfdédn and be either defined benefit (DB)
schemes or defined contribution (DC) schemes. Afunded scheme is one in which the
contributions of today's earners pay for the retieat pensions of current retirees; there is irceffe
an intergenerational agreement in which curremezarexpect in turn to be supported by future
earners in the former’s own retirement. Incompail out as it is paid in, and there is little or n
accumulation of income or capifal A funded scheme is one in which contributionsespect of
current earners are accumulated to pay for thoseesaincome and capital on retirement. A
defined benefit scheme is one in which the benafissdefined at the outset, and contribution rates
to achieve those benefits are varied to ensurbahefits are met. A defined contribution scheme is
one in which the benefits vary depending on thelle¥ contributions made and the investment
performance of the fund. Pensions may also be@(fovided by the state) or private (provided

by non-state bodies: employers, individual conssiner

There are three principal forms of pension provisio the UK, distributed between the different
tiers. These are
* unfunded state schemes
o0 Basic State Pension (BSP),
0 State Earnings Related Second Pension / State &Bemsion (SERPS / SSP)
0 some public sector occupational pension schemeS{OP
« private funded DB schemes (occupational DB schemes)

e funded DC schemes

3 For details see eg D. BlakEhe United Kingdom Pension System: Key Feat(Desussion Paper P1-0107,
The Pensions Institute, 2001).
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occupational DC schemes

group personal pensions

personal pensions and stakeholder pensions

money purchase additional voluntary contributiohRg@s) to occupational schemes

free standing AVCs (FSAVCs).

Each form of pension poses slightly different rigksthe consumer.

Figure 1: Pension provision in the UK for employed persons

Tierl | gasic Stat Minimum Other mear- Pensior
Pension Income tested benefit Credit
(DB) Guarantee (from
04/03)
Tier 2 i
SERPS Occupationa Persona Stakeholde
SSP (DB) pension pension and pension
scheme (DB, group personal (DC)
DC or pension (DC)
combined
benefits)
Tier 3
AVCs and Voluntary Other
FSAVCs retirement investment
annuities products

Pension provision for the self employed in the UK

* See further Faculty and Institute of Actuaries)gken Provision Taskforcélnfunded Pension Schemes in




Employed and self employed people have differeiionp open to them for pension provision,
although there is in fact considerable fluidityvbe¢n the two groups, with most employed people
spending at least part of their working lives d$ employed and vice versa.For those who are
self employed, or more accurately for individualginlg periods of self-employment, pension
provision consists of the Tier 1 basic minimum js@mn and voluntary provision (tier 3). There is
no mandatory requirement to contribute to SERPSH,$ior may a self-employed person opt to
contract in to those schemes by paying higher Mkrdmutions. Tier 3 provision consists since
1988 of personal pensions (previously retiremeniudy contracts), stakeholder pensions,
voluntary retirement annuities and other investmenthe lack of mandatory provision for self
employed persons and their exclusion from SERPS I&as been criticised as based on inaccurate
assumptions as to the profile and income of tHfeeseployed as high earning professionals and / or
those who will be able to rely on considerable Iewva business capital when they retire. In

practice the self-employed as a group are morantatin Tier 1 support than the emploYed.

Figure 2: Pension provision in the UK for self employed persons

Tier 1

Basic Statt Minimum Other mear- Pensior
Pension Income tested benefits Credit
(DB) Guarantee (from
04/03)
Tier 3 Persona Stakeholde Voluntary Other
pensions pensions retirement investment
annuities products

the EU and the UK Public Sector, Actuarial Positieaper(2001).

® Pension Provision Groupension Provision and Self Employm@dtvP, 2001).

% Ibid.




SECTION 3: WHAT ARE THE RISKSTO CONSUMERS?’

As indicated above, the paper is concerned withiighe to consumers associated with the different
options open to them for ensuring that they hawsadte income in their retirement. This section

briefly outlines the nature of those risks.

Public policy risk

All types of pension have the risk that the spepdiax, regulatory policies to which they are
subject will be changed both in the course of aeturearner’s working life and during retirement.
State pensions are dependent on the commitmenicoéssive governments to funding people in
their retirement, and both state and private passare surrounded by a myriad of tax and other
regulatory rules. Changes in public policy relgtin any of these issues may have a substantial

effect on the nature and level of pension entitleiséor all types of scheme.

Demographic risk

The risk is that the current trends for increasimgjevity and declining fertility rates will mealmait
the population will continue to age, and an evaidimg working population will be thus be
supporting an increasing retirement populafioffhis risk faces consumers directly in unfunded

schemes as tax rates will probably rise, and irsBi&mes as annuity rates will be affected.

Earnings and employment risk

The risk is that in the course of a person’s wagkiife they will have periods of low or non-
earnings, will change employment, may have periglden they are not employed, and that they
will be forced into early retirement. This riskcés consumers in all schemes, but is higher for
those in occupational DB schemes given the relgliipnbetween benefit levels, number of years
employed and final salary.

Inflation risk

" See FSAFinancial Risk Outlook 200FSA, 2002), p.41-42.
8 See Institute / Faculty of Actuaries, Pension Biou TaskforceAge of Retirement and Longevifgtate*).



Inflation risk arises in funded DB and DC schemasimd the accumulation phase, and for all
schemes during the distribution phase of the pansburing the accumulation phase it is faced
directly by members of DC schemes and the riskas inflation will erode the value of the return
on investments. During the distribution phase thle is that inflation levels will be such that they
will erode the value of benefits being paid. Téker risk faces pensioners in all schemes, althoug

may be reduced in ways addressed below.

Interest raterisk

Interest rate risk arises during the accumulatioesp for funded DB and DC schemes as it affects
the return on certain types investment, in paicygilts and long term bonds which are used to
meet liabilities. The yield of those investmersdimnked to interest rates; the lower interestgate

the lower the yield, and thus the lower the valtighe fund. It affects members of DC schemes

directly.

Interest rate risk also arises on the distribugibase of DC pensions as it directly affects theltev

of annuities that a particular fund will be ablegtochase.

Mortality risk

This risk takes two forms: an aggregate form andhdividualised form. In aggregate, the risk is

that mortality rates will be continuously revisedanticipate increasing longevity. Mortality rates

impact on the level of pension provided in thaytegpand the predicted period for which a person
is expected to live, thus making it more expensivprovide them with income during retirement.

The funding of schemes is then affected, and aymaies are lowered. This affects members of
DC schemes directly.

In individualised terms, the risk to an individualthat they will in fact die early in retirement,
before they have used up their accumulated fundwdnildt they may still have dependents who

need providing for. This risk faces members ofialded schemes.

Market risk



Market risk is the risk that value of the fundsastments will decline due to a drop in the market
for those investments generally. Market risk iseg kource of risk for funds themselves, and is
linked to solvency / funding risk. Market risk calso relate to the risk that there will be chariges
the supply and demand of particular investmentshvhiill affect the investment return or yeild: an
example is the current shortage of good qualityg l@rm assets such as gilts, which are used to

back the long term liabilities of pension fundshislrisk faces members of DC pensions directly.

Funding / solvency risk

The risk is that there will be insufficient funasrheet the expected levels of benefits on retirémen
due to inadequate funding or to the insolvencyhef pension provider. It is a risk faced only
indirectly by consumers in the case of unfunde@s®s (that it might cause benefits to be reduced

and /or taxes or NI contributions raised). Itased directly by members of funded schemes.

Governancerisk

Governance risk is related to funding / solvensk,ras poor governance can result in inadequate
funding or insolvency. It can take a number ofrfer These include inadequate management,
failure to meet future pensioners’ reasonable egfieas, changes in policy as to the level and
availability of benefits on retirement, excessivad aopaque charges, and at the extreme,
misappropriation of assets (fraud). It arises linypes of pension, though may have different

consequences in each.

I nvestment management risk

This is associated with governance risk, but dueght frequent delegation of the investment
function it is preferable to see it as a sepam@te fof risk. Investment management risk is that th
funds will be poorly invested such that fund isuiffisient to meet its liabilities. Investment
management is separate from market risk; it istti@investment managers will underperform the
market conditions, will invest in assets that amsuitable given the nature of the liabilities o th
fund, or will charge fees that are in excess of twisarecouped in enhanced investment

performance. It is faced directly by members of §oiemes.

Advicerisk

1C



Advice risk is that the consumer will make a suliropl decision because of poor advice on
suitable retirement options or advice that is giirebad faith. Advice risk is particularly acute i
pension provision, as indeed with other complexedtment products, as the quality of such
products only becomes evident several years dftgrwere taken out: in economic parlance they
are ‘credence goods’. Few people shop aroundhf@siment products, and the advice they receive
together with the reputation of the firm providitg product, are the basis on which the majority of
investment decisions are madeidvice risk is faced by consumers with respedcilk@ensions in
tiers 2 and 3.

Complexity / unsuitability risk

The risk is that consumers opt for a form of pemgioovision that they do not understand and
which is not suitable for their needs and circumsts. The risk is considerable. There is extensiv
evidence that consumers have a poor understanfipgneion products in general and of the rights
and liabilities that arise under the particulargien policies that they hav@ Significantly for this
discussion many have only a very vague understgnafinrisk. For example although they are
aware that the value of equity based investmenisgoadown, most thought the statement was a
disclaimer rather than a warning and had no expentshat their own policy would decline in
value™ In addition, a significant number interpreted kvest conjectured projection of benefits
contained in the documentation given to them agtiaanteed minimum amount that they would

receive’? The risk is faced by consumers with regardsltscilemes.

° FSA, Informed DecisionsfCR 5, November 2000).
19bid; FSA,With Profits Review Issues Paper 3: Disclosure ¢mslimergJanuary 2002)nforming
ConsumergDP 4, November 2000Jreating Customers Fairly after the Point of S@ 7, June 2001);
Consumer Pandnnual ReporfFSA, 2000)Polarisation: Consumer Resear@RSA, January 2002).
12 FSA, Informed Decisiongaras 3.33- 3.37

ibid.
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Table 1. Risksto consumers of different pension products

o ”m

Type of penson | Unfunded DB | Funded DB schemes | Funded DC schemes

product schemes (occupational DB (occupational DC
(BSP, SERPS / SSkPschemes) schemes, group PP

Typeof risk some public sectar PPs, SHPs, AVCs an
OPSs) FSAVCs)

Public policy risk Yes Yes Yes

Demographic risk Yes Indihect Yes

Earnings ang Yes Yes Yes

employment risk

Inflation risk Yes (distribution) Yes (distribah)* Yes (accumulatior

and distribution)*

Interest rate risk No Indirgctl Yes

Mortality risk Indirectly Indirelgt Yes

Market risk No Indirectly Yes

Funding / solvency Yes Yes Yes

risk

Governance risk Yes Yes Yes

Investment No Indirectly Yes

management risk

Advice risk Yes Yes Yes

Complexity / Yes Yes Yes

suitability risk

* Though occupational schemes are required to geonited price indexation.
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SECTION 4: ASSESSMENT AND MANAGEMENT OF RISKS

This section considers the processes in placesfmsaing and managing each of the risks identified
above. Many of these risks are addressed thragyhatory rules which are often complex in their
requirements. Only a brief outline of the maimpiples of relevant regulation is given.

Public policy risk

There is in practice little assessment of the puplblicy risk. There is also little done by
governments, who are the source of the risk, tayaté it other than by having long transitional
periods for some changes, eg the equalisationrsfigee ages will only start to take effect in 2015,
when women born in 1955 who would otherwise hawehed state pension age of 60 will be
subject to the new age of 65. There is verglittiat a consumer can do themselves to ward against

public policy risk.

Demographic risk

Demographic risk is managed by the state for urddridB schemes by raising contribution levels
and / or cutting benefits. Both strategies havenhgsed extensively in the UK. It is managed in
occupational DB schemes by actuaries’ adjustmentsalkculations of the level of contributions
necessary to maintain the defined benefits; astlita employer that usually tops up the contriloutio
level, the consumer is not at risk. In DC scherttes risk is managed by adjustments in annuity
rates, and in addition those rates include mangtmish allow for changes in demographic profiles

and mortality table§® These are passed on directly to the consumer.

Earnings and employment risk

In very broad terms earnings and employment riskdidressed through the government’s macro-
economic policies. At the individual level, eaggnand employment risk can potentially be
addressed in a number of ways. Personal pensam$e used to address employment risk, for

example by those with high job mobility. However, even though on average people change

13 |nstitute / Faculty of Actuaries, Pension ProvisiaskforceConversion of Pension Fund Monies into Post
Retirement Incomg2001).

% There is some evidence that those with highenjobility do have personal rather than occupational
pensions, and those with OPSs tend to stay witeahee employer for longer. What the causal relaligp

13



employer six times in their working Iiféit is by no means the case that a PP is morebtriitar a
person than an OPS, often the reverse is truefrd@othe consumer’s perspective, if they are
seeking to address the risk of frequent changesniployment, they need recognise that this is a
very complex decision on which they should takei@gwhey thus are exposed to advice risk and
to complexity / unsuitability risk, as the persopahsions mis-selling episode demonstrated.

As regards earnings risk, this can be addresspdrtrby joining an OPS to which the employer is
also contributing. This will not protect complstelgainst earnings risk as those contributions will
also be linked to earnings but the extra levelaftgbutions will at least increase the size of the
person’s pension fund so covering some of the rid&wever this is not a straightforward strategy
as the earnings risk in occupational DB schemeseases the closer a person is to retirement
because of the link between the level of benefit famal salary. Other changes could be made, for
example on the rules on calculating preserved kierafd extending entitlements for benefits built

up in schemes to be preserved for early leaVers.

For those who do not have the option of an OPS)iregs risk can be managed in two ways.
Firstly, by the consumer being aware of the ris#t anting accordingly by agreeing to a level of
premiums that they could maintain even assumingeeirg® in financial circumstances, and
chooinsg a policy that allows changes in contributiates over the course of the policy and has
provision for contribution holidays. Secondly, anecessary for the success of the first, is for
products that have the flexibility to allow consum& manage these risks to be widely available.
The stakeholder pension will allow this risk torbet, but it has other limitations not least the low
level of maximum contributions. To ensure all aoners can manage this risk flexible pension

products need to be available across the market.

Inflation risk

In broad terms, the rate of inflation is managedhsyBank of England as part of the government'’s
monetary policy. At the micro-level, as noted afothe consumer is potentially exposed to
inflation risk in DC schemes in both the accumolaiind distribution phases of the pension, and in

DB schemes in the distribution phase. In statesBfi&zmes the risk is met by guaranteeing that the

is, if any, between the two is far from clear hoeesee Disney, Emmerson and Sniténsion Reform and
Economic Performance in Britainp.cit.

2 pid.

16 See Pension Provision Grodensions and the Labour Mark@WP, December 2001).

14



pension paid will rise in line with inflation. Thidoes not however guarantee a good relative level

of income.

In occupational DB and DC schemes the risk is meghdg part through regulation: OPSs are
required to provide limited indexation of benefi{s to 5% or RPI, whichever is the lowérThis

extends to annuity contracts taken out in DC sckelmat not to pensions attributable to AVC or
FSAVC contributions. Members of occupational scbenterefore only bear the risk of inflation

rising above 5% during their retirement.

In non-occupational DC schemes, the consumer fafletion risk during both the accumulation
and distribution phases. During the accumulatioasp it can be addressed by investing in assets
the return on which is higher than inflation. Dgyidistribution, it can be addressed by buying an
indexed annuity. However at present these represin20% of the annuity mark&t. One of the
reasons for the low take up is that such annyiigsan initial rate of income which is lower than
that of a flat rate annuity, and it will take sealeyears before the consumer ends up in a better
position than if he or she had taken out a fla eanuity*®

Interest raterisk

This risk is managed in DB schemes by the fundeass advisers and investment managers, and it
affects consumers only indirectly. In DC schemessamers face this risk directly during the
accumulation phase. They can manage it to antaxyerpting for an investment strategy in which
the funds are invested in assets such as equitieh are less closely linked to interest rates than
for example, gilts and long term bonds, and relyuim on adequate management of the risk by
those to whom they have in effect delegated tlsis. ta his strategy will increase their exposure to

market risk, however, and is suitable only whemiggn is still several years from retirement.

During the distribution phase, this risk is sigrdiit and is faced by all those who are required to
buy annuities as the annuity rate is closely lintethterest rates. Despite their extreme exposure
to this risk, there is little consumers can do tmage it. They could opt to postpone the purchase
of annuity if interest rates are currently unfaxale, but only if they postpone retirement, or opt

for income-drawdown if they have a pension fundudficient size. In all cases this postponement

" pensions Act 1995.
18 DWP, Modernising Annuities: A Consultation Pag@ebruary 2002).
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can only be temporary however as an annuity habetotaken out by age 75; moreover

postponement exposes consumers to the risk ofatitgriirag’ (see below).

When they do purchase an annuity, consumers camgtto manage interest rate risk by taking out
annuity products that give them some equity exggsauch as unit-linked or with-profits annuities.
These will however expose them to market risk, stwent management risk and, particularly for

with-profits annuities, governance risk.

Mortality risk

Mortality rates are assessed by the Governmentatietl Department and mortality risk is
managed principally through life companies’ adjustin of annuity rates and pension fund
actuaries’ assessments of contribution levels sacg$o meet extended liabilities in occupational
DB schemes. In DB schemes members are thus ghifeltha the risk. In DC schemes the risk is
borne directly by the life company. However, tov@othemselves against the risk that mortality
rates will be revised during the course of the paytmof an annuity, life companies build in
significant margins into the annuity rate, thusspag the risk onto the consumer. The consumer’s
options for managing this risk are limited, butytleeuld at the least shop around between annuity
providers to look for better rates. There isditvidence that many do, however, and most simply

opt for the annuity taken out by their provider.

As regards individual mortality risk in the sens$elging too soon, the ability to protect againsgs th
risk is limited due to the rules prohibiting bedueisthe pension fund. Consumers can address this
in part by seeking products that will provide fadews and dependents benefits. These are usually
provided as part of an OPS DB scheme. In otheesgake consumer can opt for an annuity
contract that provides for such benefits, thougtilltpay out less income as a result. Alterndtive
they could opt for a guaranteed period annuity Wilitpay a guaranteed level of income for a
stipulated period of time, and if the person diesirg) that period the income is paid to their
beneficiaries. Or, if a person has an unusuailyllfe expectancy they can take out an impaired
life annuity which pays a higher rate of incomeinably, a person could opt for an income-
drawdown scheme as this allows the fund to be lzljed if a person dies before taking out an
annuity. However this exposes the person to tiethat they will erode the fund too quickly and

not have sufficient to purchase an adequate ankatéyon. This is exacerbated by mortality rates

19 bid, andReport of the Retirement Income Working PéPgnsions Institute, 2000).
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which tend to increase the older a person is (dotesttermed ‘mortality dragf). In any event a
person must take out an annuity by age 75, so #simierest rate risk this risk management

strategy can only be temporary.

Market risk

Market risk during the accumulation phase is ad@@principally by those who are managing the
fund: trustees and fund managers in the case o @R&life companies and fund managers in the
case of other DC schemes. Occupational pensiaisfand life companies are in addition subject
to prudential regulation directed at their solverenyd that has some bearing on how those actors
manage their market risk (see below). The prindgehniques are through investment strategies
that are meant to ensure that market risks arecle(ig that losses in one sector will be matched or

outweighed by gains in another). Whether or ney thchieve that aim is disput&d.

A consumer can attempt to minimise their exposoimadrket risk by the pension product that they
take out. For example, exposure is greatest irs€i@mes (including stakeholder pensions), and
least in DB schemes; it exists in investment-linkashuities but not in flat rate annuities. One
strategy is to take out a self-invested personasipa (SIPP) in which the consumer manages the
fund themselves, but these incur high charges witadnd are suitable only for those with large
funds. Alternatively, a person could opt for diffet management strategies in different successive
personal pensions to diversify risk (both strategiso diversify investment management risk,
below), assuming a choice is offered. In both,osxpe to advice risk is retained if not increased.
Finally, some shelter from market risk is providgdwith-profits policies as these policies adopt
‘smoothing’ strategies which mean that the retgimen on the investment through bonuses do not
fully reflect either market falls or market risas @ year by year basis. However, in taking ouhsuc
policies the investor does retain some market &skl, also increases their exposure to governance
risk.

At the distribution stage, holders of DC schemesliding voluntary contributions to occupational
DB schemes), are highly exposed to the annuity etarkand as noted above in the context of

interest rate risk, their options for managing tikt are limited.

2 DWP, Modernising Annuities.
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Funding/ solvency risk

The assessment and management of funding and eplvisk is subject to a high degree of
regulation, most of which has been the subjectrititism and most of which is currently under

review or in the process of change.

For unfunded DB schemes the risk is managed bydvernment through two main strategies:
increasing funding through taxes or NI contribusicand cutting benefits. The latter strategy in

particular has been used extensively.

For funded occupational DB schemes, assessmennandgement of funding and solvency risk
lies with the fund trustees. The principal stragteglied on at present is the minimum funding
requirement (MFR) introduced in 1997 by the Persidwat 1995, compliance with which is

monitored by OPRA. This requires schemes to erthate'the value of the assest of the scheme
are not less that the amount of the liabilitiesttsf scheme®> The MFR has been subject to a
number of criticismé® and the government has now proposed its abolitiomill be replaced by

the introduction of a long-term, scheme-specifiading standard combined with a regulatory

regime based on transparency and discldéure.

The management of solvency and funding risk foraiemg pension schemes is addressed through
the prudential regulation of the life companiest thovide these products. The objective is to
protect consumers from the risk that companiesnwillbe able to pay valid claims, which includes
meeting policyholders reasonable expectations (PREe current regulation is contained in the
rules issued by the Financial Services Authorit3AF under the Financial Services and Markets
Act 2000 (FSMAY® Those rules are however derived in some conditierpart from EU
directives. The substance of those rules was Ilyeatiicised in the wake of the experience of

% See eg P. Myneristitutional Investment in the United Kingdom: é&view(March 2001) (Myners
Report), ch 6.

% procedures for valuation set out in Occupatioeaisibn Schemes (Minimum Funding Requirement and
Actuarial Valuations) Regulations 1996 (S| 1996A58nd Faculty and Institute of Actuaries, GuidaNoge
27.

% See eg Faculty and Institute of Actuari@eyiew of the MFR2000) and Myners Report, ch 8.

24 DSS/HMT, Security for Occupational Pensions: The GovernnsetbposalgMarch 2001); DSS/ HMT,
Minimum Funding Requirement: the Next Stage ofrRefSept 2001)Minimum Funding Requirement: The
Next Stage of Reform, Summary of Responses toltatinsuon Draft Regulation§~ebruary 2002), and
Occupational Pension Schemes (Minimum Funding Reont and Miscellaneous Amendments)
Regulations 2002 (S| 2002/380) which come intoddté" March 2002

%5 FSA Handbook, Interim Prudential Sourcebook fauhance Companies.
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Equitable Life, as was the regulatory approachrtalgntial regulation that had been historically
adopted by the successive regulators who had lespomsible for it° As a result, and as part of
its wider review of its approach to its regulatoegponsibilities, the FSA has instituted a wide-
ranging review of the prudential regulation of irswce companies in which it proposes to make
much clearer the link between market risk and fagdisolvency risk’

These proposals are currently out to consultatigthilst the FSA has the autonomy to act in some
areas, for example to define the appointed actsiaofe as it chooses, its room for manouevre in
setting prudential requirements is constrainedviny other actors involved in this aspect of risk
management: the EU and accounting standard sditidges. Decision-making on the overall
policy framework for risk management is thus fragted between these players. In addition, in
ensuring that the processes work as they shoukldemable reliance is placed on two other sets of

actors: the appointed actuary and senior management

From the consumer’s point of view, there is lithey can do directly to manage this risk, othentha
hope that sufficient information about a firm’s\saicy status will be disclosed to the market, and
that the information will then be put in a form samers can trust and understand by information
intermediaries such as financial journalists arir tfinancial advisers. Ratings agencies, analysts
and actuaries also conduct assessments of a fivency for brokers, insurance companies and
insurance company management. Only if this inféionais fed down to the consumer in a
comprehensible form will they be able to manage tigk directly by not taking out pension

policies with companies who have a high solvendynding risk.

Governancerisk

Governance risk is addressed in several differaysvby a range of actors, and the management of
governance risk again varies with the type of p@mproduct in question.

With respect to occupational DB and DC schemesemg@ance risk is addressed principally by the
duties placed on trustees as regards the opertibie scheme. Provision is made for a minimum

number of trustees to be nominated by members antifioation of the scheme is permitted only

% Report of the Financial Services Authority on teeiew of the Regulation of Equitable Life Assurance
Society from %t January 1999 to'8December 200(HMSO, 2001) (Baird Report). There is also a wider
ranging inquiry into events at Equitable Life besunducted by Lord Penrose, due to report lat2oop.

2" FSA, Integrated Prudential Sourcebo¢&P 97, June 2001).
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subject to certain statutory conditidisComplaints about the governance of the schemelsan
be made to the Pensions Ombudsman who may investigamplaints of injustice arising from

maladministration or from the acts or omissionthefmanagers or trustees of the sch&me.

In order to provide further protection against #amembers of occupational schemes are covered
by a statutory compensation schetheln addition, the government is currently consgition
proposals to require pension fund assets to be hgldndependent custodiand: This
recommendation was made in the Myners refi¢rtwever how successful it would be in guarding
against fraud is debatable: the assets of the Mape&asion funds were held by an independent
custodian.

For members of non-occupational schemes, governaskeis addressed principally by the

regulations to which the providers of those scheanesubject. The key regulatory provisions are
contained in the FSA’s Handbook and consist oPitsiciples for Business, its rules governing
internal systems and controls and the approvedopemsgime® For those provider who are

incorporated there are additional requirements rsii@g from the Companies Acts and from the
common law duties relating to directors. Those Whee suffered loss arising from a firm's breach
of the rules may claim compensation from the Fir@r&ervices Compensation Scheme if the firm
has gone insolvent and those who have cause tol@iongbout the service they receive whilst the

company is a going concern may seek recourse feilaacial Services Ombudsman Scheme.

Following from events at Equitable Life there istjgallar concern at the governance risk posed by
with-profits policies, whether these are run byoimporated or mutual asssociations. The main
concern arises from the wide discretion possesgetirbctors with respect to key aspects of the
policy. As part of its With Profits Review the FS&\currently consulting on proposals on how that

discretion could be regulatéd.

| nvestment management risk

8 pensions Act 1995.

29 30ocial Security Act 1990.

%0 pensions Act 1995; Welfare Reform and Pensions 8@9.

31 DWP, Independent Custodians and Pension Schemes: gulfation Papel(February 2002).

32 Myners Report, para 8.26.

33 FSA Handbook: Principles for Business; Senior Mgmmaent Arrangements, Systems and Controls, and
Statement of Principles and Code of Practice fqurdped Persons.

3 FSA, With-Profits Review Issues Paper 4: Discretion &aitness(February 2002); FSAVith-Profits
Review Issues Paper 5: Governance and the Roledfppointed ActuargfMarch 2002).
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Investment management risk is also assessed arabathby a number of different market actors
and regulatory bodies. In occupational schemess, ihanaged by the schemes’ trustees, their
investment consulting and actuarial advisers arslfRadministered schemes, their fund managers.
In insured schemes the trustees insure the oldigatf the fund and the insurance company takes
over its management. In private non-occupatioclammes, it is the pension provider and any fund
managers to whom they delegate investment managdéumetions who manage the risk. Pension
fund trustees are subject to the Pensions Act dditi@nal statutory and equitable duties governing
the nature of their duties. If they undertake irmutor day to day decisions as regards the
investment of the assets (and are not also besmeédisiof the scheme) they are also regulated by the
FSA®* Fund managers and others who manage investmensgalated by the FSA.

In the case of occupational schemes, there iskahé trustees will make sub-optimal decisions
concerning the investment of the pension fund.lolRéhg recommendations made by the Myners
Report the government is currently proposing tmihice an enhanced standard of care for pension
fund trustee€® It is also proposed to introduce a set of nomlinig principles for pension fund
investment decision making by trustees of definedkfit and defined contribution schemes, again
following recommendations in the Myners repdrtThe scheme is intended to be based on self-
reporting by the trustees of compliance with exatEms of non-compliance. OPRA is not seen as
playing a role in this process, but voluntary caempte with the scheme is more likely to be
forthcoming if OPRA were to have the potential topbse sanctions for continuous non-
compliance without adequate justification. Sedftdation usually works best when it operates in

the shadow of someone wielding a big stick.

Investment management risk stemming from the dietsvof fund managers is addressed in part by
FSA conduct of business rules relating to churngwitching and soft commissions (payments
between fund managers and brokers in which brgkersde fund managers with services in return
for a certain volume of busines8). There are still concerns at the opacity of funahager's
charging structures, and following government tteréa increase regulation the fund management

% Financial Services and Markets Act 2000 (CarryindRegulated Activities by Way of Business Order)
2001,Schedule 4.

% Myners Report, ch 10; DWPgnsion Scheme Trustees: ‘Familiar with the Is€mscerned’ - A
Consultation DocumergEebruary 2002).

37 Myners Report, ch 10.

3 ESA Handbook, Conduct of Business, COB 7: Deading Managing.
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industry have agreed to introduce clearer statesywintharges to give to pension fund trusfées.

There is nothing regulation can do about poor perémce itself however.

Investors in DB schemes are shielded from direpbsure to investment management risks. In
contrast, investors in DC schemes bear the futlefaf the risk. They can manage some of the
investment risk themselves by choosing which fundsavest in. However, many rarely take such
an option and when they do they often opt for ofeckvis unsuitable, adopting a strategy of
‘reckless conservatism’. Even when they have ieeesn an appropriate fund (eg equity based
when they are over 10 years from retirement) theyaarisk of sub-optimal performance. Itis very
difficult for a consumer to manage this risk, andilst in theory they may have the option of
changing pension provider, the costs of transfartesignificant. Consumers may then in effect
be locked into poor performing policies, and malydie able to extricate themselves by paying up
to one third of the value of their fund in transérarge$? This risk is lessened in stakeholder

pensions as transfer charges are not permitted.

Advicerisk

Advice on joining an OPS is not regulated, althoufht is found to be connected with
maladministration of the scheme the Pensions Onnbasnay investigate (eg advice on AVCs
given by the firm managing the scheme). Advicetaking out a personal pension, stakeholder
pension, FSAVCs and annuities is regulated by tBA Hncluding advice on contracting out of
SERPS / SSP where relevait).The key duties are the ‘know your customer’ asuitability’
rules. Advisers must know the financial positidrhe customer and their attitude to risk, and must

only recommend products that are suitable.

Despite the panoplay of regulatory rules, poor @gltias been endemic in the context of pensions in
particular. The adequacy of the duties imposeshactions available is not really in issue. Rather
part of the problem has been the incentive strastaf both parts of the advice sector which reward
volume of new sales and of particular products astbiers. The other has been inadequate
enforcement; regulators simply asking the wrongstjaes of firms, looking at the wrong aspects of

its operation, and failing to spot when a probleaswndemic to the industry and not confined to

% Investment Management Association, draft Pensiowiisclosure Code (March 2002).
“0Blake, The United Kingdom Pension System, cit p.32.
“1 FSA Handbook, Conduct of Business, COB 5: Advising Selling.
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isolated firms? The findings of the Baird Report into EquitabléeLsuggests that regulatory
practices had not changed significantly in the wakthe mis-selling episodé. The FSA is now
changing its regulatory approach to one whichsik-based and more strategic in its operation; it is

too early to tell how successful it will be.

Complexity / suitability risk

Pension products are highly complex, and theresigradficant risk that a person will simply choose
the wrong type of product with very disadvantagecmissequences, or simply not understand the
product that they have. At present, consumers ti@oekey problems in managing complexity /
suitability risk. First, they have a very poor erstanding of products on offer and do not know
which sort of product would best suit their needSecond, they lack clear information on the

aspects of the product that are important to tffem.

The current regulatory approach to improving cormuawareness of the nature of the products
they are buying is based on disclosure. Under RS, consumers must be given a Key Features
Document (KFD) setting out prescribed, generic rimfation about the product and a personal
illustration (PI) giving personalised informatiobaat the product based on the premiums that will
in fact be paid. There are currently two revieslisclosure underwayy. In addition the ABI has
introduced a voluntary initiative, the Raising Stards Quality Mark Scheme, which is intended to
improve product disclosure. The Pensions Protedtivestment and Accreditation Board provides
independent assessment of whether or not firms ima¢e¢he criteria of the scheme and guidance on

how to do so.

The FSA has also begun to supplement the traditroebased approach to resolving problems
with other initiatives. It has produced fact skefler consumers on different products. It has also
produced a decision tree to assist people in degidihether or not to take out a stakeholder
pension, and is working on producing decision treesother types of product as wéll. It is

2 See J. Black and R. Nobles, ‘Personal Pensiongliieg: The Causes and Lessons of Regulatory Fgilur
(1998) 61Modern Law Review89-820.

3 Baird Report, paras 6.17-6.24.

** See FSAInformed Decisions?

“ Disclosure Review is reviewing the disclosure megyfor packaged products generally, including pessi
the With Profits Review is reviewing improvemeraglisclosure of with-profits products in particylar
including pensions, and improving disclosure omi§icant risks:With Profits Review Issues Paper 3:
Disclosure to Consume(danuary 2002); FSAnforming Consumerf)P 4.

“6 Available at www.fsa.gov.uk/consumers.
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specifically charged under the FSMA with improvitmpnsumer understanding, and has commenced
several education initiativdS. It would be beneficial if some of these were edtl to the
workplace, as that is where those people are famwtihe question of pensions are most relevant.
Employers often feel they are hampered in givingg@on pensions because they do not want to
fall foul of the statutory requirements to be auitbexd; FSA initiatives could plug this gap.

*" FSA, Annual Report 2000-(FSA, 2001). Educational resources are availabléne FSA website
(www.fsa.gov.uk/consumer/schools/index.html
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SECTION 5: Risk COMMUNICATION

The management of complexity / suitability riskdsalirectly into the issue of risk communication.
The channels of risk communication are not confiteedndustry or regulatory routes. Others,
particularly the financial press, play an importante. Nonetheless, research suggests that

consumers have a very limited understanding of risk

Part of the problem is that the right type of infiation is not being given. The FSA has found that
the KFD ‘provides little to guide the understandofgonsumers in assessing their own risk profile
and few pointers to determine what those risks trigh*® However, it also found that consumers

did not see information about risk as important.

Consumers probably do not see risk as importarsusecthey have only a vague understanding that
they might be exposed to any risk of loss at kitleed, there is little evidence of awareness gf an
of the risks identified above. Moreover, althotigbre has not been specific research into the,issue
there have been suggestions that consumers umdkngtaf risk is not the same as that of financial
advisers or product providet$.In particular consumers show very little awarertbst a trade-off

exists between risk and return, and what its imaibnis are’?

The FSA has shown some awareness of this issueisanatrently proposing to improve risk
communication in several ways. First, by requirimgre information on risk to be given to
consumers, including what assets the funds arestegdtein and the risks associated with those
assets; whether in a with-profits policy a persoexXposed to business risk as well as investment
risk, and the implications of mortality and moriydiisk.>> Second, by recognising that consumers
understanding of risk should not be overestimated thus adjustments need to be made to
disclosure requirements. Third by extending the use of non rule based oreassuch as financial
planning tools to enable consumers to carry ouir tin financial ‘healthcheck’, factsheets,
decision trees, comparative tables, and detailéglactive factfinds to help consumers make
generic decisions on what products and servicesribed to considéf. The government is also

“8 ESA, Informed Decisionsdara 3.24

“ibid.

0|, Berwick, ‘Defining Risk Assessment’ FT'March 2002.
1 FSA, Financial Risk Outlook 200@March, 2002), para 4.3.
*2 FSA, Issues Paper 3, Disclosure to Consumpesa 33.

3 FSA, Informed Decisionsara 3.33.

> FSAFuture Regulation of Insurancpara 3.4.2
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proposing to introduce personalised pension fotedas individuals by 2015 so that each will
know what their current level of pension provisieiti give them on retiremenit. All of this could
help, if consumers can be made aware of it existand be persuaded to look at it. What would
also be beneficial, however, would be detailed axede focused specifically on consumer
understandings of risk, for until that is done, ia€ss, regulators and consumers could continue

speaking at cross-purposes about this central.issue

%5 DSS/HMT,Security for Occupational Pensiot8eptember 2000).
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SECTION 6: PROPOSAL SFOR REFORM

There are several major reform initiatives undel wavering almost every aspect of pension
provision. The whole of private pensions legiskatis currently being reviewed by Alan Pickering
and is due to report in summer 2002. The Equitkifdeaffair is currently the subject of an inquiry
by Lord Penrose, due to report later this yeartha&tFSA, the polarisation regime, disclosure rules
and regulation of with-profits policies is beingvieved. With respect to occupational pension
schemes the Department of Work and Pensions isrdiyrrconsulting on reform of the minimum
funding requirement, the duties of pension fundtges and independent custodianship of pension
funds. It is also consulting on the current ruidesannuities, and has launched a loosely defined

project on simplification of the pensions regime.

Suggestions for reforms are being made by manyffereht quarters and valuable proposals have
been made by the Faculty and Institute of Actuafiise Pensions Institutéthe Institute of Fiscal

Studies and the Institute of Public Policy Resedtciihese proposals include raising the age by
which an annuity has to be taken out to 80, reggiainnuities to be taken out only to the exterit tha
they provide a level of income which would disdetithem to claim MIG or other means-tested
benefits>® scrapping the state second pension and raisinggef state pension entitlement, and

raising state pension levels in line with earniragber than price®.

From a risk perspective, the following recommeraetifor reforms could be made with respect to

government, industry and consumers:

* Public policy risk:
o for government: simplify and stabilise policy oatstand private pension provision
*  Employment and earnings risk:
o for government:
» recognition of non-earning due to periods speritilintime education (eg

for those over 25) for the purposes of NI contiifmg

% papers published by the Pension Provision Tagiforc

*" Eg theReport of the Retirement Income Working Party

8 R. Brooks, S. Regan and P. RobinsdtNew Contract for Retireme(iPPR, March 2002).
%9 Report of the Retirement Income Working Party

%9 Brooks, Regan and RobinsaaNew Contract for Retirement
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e scrapping of the SSP and raising of the BSP invliitie prices

e improvements in the value of and entitlement tos@reed benefits in
OPSs

» change to post-employment retirement rules forehath OPSs

o for industry:
» extension of flexible contribution terms to all genal pension products
» improved portability of pension entitlements
o for employers: improvements in the value of andtlentent to preserved benefits
* Inflation risk:
o for industry: improving the terms of indexed animit
* Interest rate risk
o For government / regulators:

* ensure solvency requirements do not incentivisdsa purchase interest-
rate linked instruments unnecessarily;

» government to recognise the importance of thenggltket to the funding
of private income in retirement and to introducenfs of gilts that are
suited to the liabilities of pension furitls

» relax requirement to take out annuities and engeuiacreased variety of
options for income on retirement

e permit transfer between annuity contracts

o for consumers: improve awareness of risk and optfon managing it through
types of annuity contracts (if in a financial pmsitto do so)
» Market risk
o For regulators: assist in improving consumer awesgsrof the relative risk of
different types of products and their appropriassnas investments at different
stages from retirement
o For consumers: improve awareness; make more intbolneices on investment of
pension products
* Funding / solvency risk
o For government / regulators: improve prudentiahddads to focus on long term
financial position and ability to withstand stressend shocks from different

sources, including legal rulings and public polityanges

®1 For discussion see Blake, op.cit., p.28.
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» Governance risk
o For regulators:
» introduction of policy holder committees
» independent review of the appointed actuary
» enhancement of trustee’s duties
o For industry: improve transparency
o For the consumer: improve awareness
* Investment management risk
o For government / regulators:
» OPRA oversight of compliance with principles of éstment for trustees
of OPSs
» extension and continuation of comparative perfoicaaables by FSA
» facilitation of transfer between personal pensiordb
» permitting transfer between annuity contracts
o For industry: reduce transfer and other charged, fadilitate transfer between
annuity contracts if regulation permits
» Advice risk
o For government / regulators:
» address remuneration structures
e continue to improve training
e enhance monitoring and supervision practices
» improve information to the consumer and deliveotigh a variety of
channels
o For industry:
* address remuneration structures
» continue to improve training
» enhance internal systems and controls
o For the consumer: improve awareness and undemtandi
» Complexity / suitability risk
o For government / regulators:

e improve nature of information given to consumers
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» conduct research to improve regulator’'s awarentbsvels and nature of
consumer understanding of risk and adjust inforomatjiven to them in
the light of that research

» undertake workplace initiatives for informing congrs

o For industry: as for regulators
o For consumers:

e improve understanding of the risks involved in tii€ferent pension
options and options for managing those risks

» improve awareness of the levels of saving necedsagnsure adequate

provision of income in retirement and act accorljing
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