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Executive Summary

Royal London is pleased to be able to contribute to this review.  The scope of the Sandler initiative is to be welcomed but, in our view, only if any conclusions or recommendations arising from it are thoroughly addressed by those authorities who can make material changes to the benefit of our customers and the market in general.

The Treasury and the FSA should be encouraged to work with the Sandler review team and contributors to the review, to make beneficial changes where they are due. At present the FSA and Treasury are in danger of overburdening the industry with excessive demands through product and regulatory review processes.  The culmination of the Sandler review process, and the fundamental questions it asks of the industry, is in our view a very good opportunity to make clear statements about financial advice, consumer education, and the valuable contribution product providers make in both respects.

In our response we focus upon the long term need for consumer education and the role both providers and Government should play in bringing this about. We also highlight deficiencies in the regulatory process which mitigate against the consumer.  We strongly advocate the role of financial advice, especially for those currently unprotected or provided for, as perhaps the greatest challenge for Sandler and the Government.   We know and understand this market and hopefully will be able to make a valuable contribution on this and other issues as the review reaches some conclusions.

Royal London would like to reinforce its views with a more direct representation to the team and related authorities. We look forward to contributing in this way over the coming months.

About Royal London

Royal London is the UK's second largest mutual life assurer with funds under management of £29 billion (as at 1.7.01).  

The roots of the company are in its “home service” heritage.  Following the acquisition of the business of United Assurance in 2000, the Royal London home service customer base numbers around 3 million.  Typically these customers, who we would define as the “mass market”, are at or below national average earnings and in socio-economic groups C1, C2 and D.  Increasingly Royal London is seeking to service the needs of these customers remotely rather than through face-to-face contact with a financial consultant. 

Following the acquisition of Scottish Life in July 2001 Royal London now has over 500,000  customers introduced through Independent Financial Advisers. Many of these are customers through membership of an employer-sponsored pension scheme.  Royal London, marketing under the Scottish Life brand to IFAs, is a leading player in the pensions market.   Through Scottish Life International we have an 8.1% share of the Isle of Man single premium bond market, distributing products designed for the needs of high net worth market.

Royal London is now a very broadly-based financial services company with customers from all walks of life.  The Group encompasses every type of distribution capability.  The breadth of Royal London’s activities means that we have a singular perspective on some of the issues raised by the Consultation paper.  This response to the Consultation reflects the views of the Royal London Group.  

The wide-ranging nature of the Consultation has meant our response has required internal consultation within Royal London from a number of centres of expertise.  We would naturally welcome the opportunity to comment further as your thinking develops.       

Overview of the Response

The Consumer

There are significant shortfalls in levels of savings and retirement provision within the UK market.   The retail market is characterised by low levels of consumer knowledge and general indifference towards long term provision.  As a result consumers have low levels of market influence.  

Consumers need to be encouraged to make adequate provision and have their options explained to them.   This can only be achieved by having sources of advice readily available and accessible to all.  

A long-term programme of consumer education will eventually help to overcome the imbalance in consumer influence.  This however is a significant investment, which will take a generation to achieve a result.  

Regulatory Framework

The current regulatory regime has, in part, helped to redress the imbalance of consumer influence in the market for long term savings, but the regulatory framework has had some unforeseen consequences.  

The volume of information required by regulation to be supplied to customers is confusing and contributes little to improve consumer influence.  

The costs of compliance with the regulations are substantial.  Suppliers of both financial products and of advice are withdrawing from certain customer segments, particularly those where customers have limited resources and very low levels of influence.  It is in these segments where the benefits of financial advice will be most required. 

In effect, regulation is increasing the exclusion of the less well-off from the long term savings market.  

Unless advice is readily available regulatory control and  quality-marking of products will not ensure effective distribution.

The Corporate Purchaser
Corporate purchasers already exert significant influence over the market.  Their influence is set to grow.  The number and take-up of corporate long-term savings should be encouraged through tax incentives at the level of both the scheme sponsor and the member.  

Mutuality 

Mutual status helps to compensate for the lack of consumer influence in the market for long- term savings.  Moreover, mutual life offices act as a constraint on the amount of profit proprietary offices can extract for shareholders.  

With Profits Policies

With Profits products, and especially the “smoothed” profile of the investment return, continue to offer a very strong appeal for long-term savers in all customer segments.  

Admittedly there needs to be greater transparency in product design but at present no product structure with an equivalent appeal has been successfully launched.       

Detailed Response

The long-term savings industry may manage over £1 trillion but there is still a considerable shortfall in the level of savings and long-term provision in the population as a whole.  This shortfall is particularly pronounced amongst those of moderate means.  Royal London, through its retail operations, is particularly well represented in this sector of the market with a preponderance of customers in socio–economic group C1 and C2 and D.

1: Section 4
 Consumers

 Q. To what extent is this an accurate description of consumer behaviour?

 Q.  Is weak consumer influence inevitable? Can action be taken to mitigate it?

Consumer behaviour is generally characterised by ignorance and disinterest in financial provision and the picture of consumer influence put forward in the consultation paper is one that Royal London Group would recognise.  While this behaviour pattern persists, weak consumer influence is inevitable.  

The lack of consumer influence has created a “push” market for long-term retail savings.    In a “pull” market, consumers actively seek out the goods they want.  In a “push” market, such as that for retail savings, consumers need to be encouraged to participate.  Consumers have the choice to consume now or to defer consumption (e.g. save for retirement) - for many, the attractions of short-term gratification outweigh the fear of an uncertain future. 

In a push market, providers of financial advice should be seen as having a valuable public policy/social role in encouraging consumers to participate in the market.  Financial advisers also encourage market participation for the “right” reasons, such as providing for the consumer’s long-term security, rather short-term reasons, such as jumping on the latest investment bandwagon. 

Indeed, we would go as far as to say that financial advice has been the key factor in mitigating against the lack of consumer influence.  However advice can only mitigate against the lack of consumer influence as long as it is readily accessible and of adequate quality.  As a group, Royal London is firmly against any move which diminishes the availability of high quality advice to the vast majority of customers who value it.  

Paragraph 17 suggests that a lack of consumer influence means that consumers continue to buy poor quality or unsuitable products.  It is Royal London’s experience that when advice is readily available, the reverse is in fact the case.  Certainly in the IFA sector, market forces do work effectively to reward companies providing high quality, cost-effective products. Poor quality, inflexible or expensive products are driven out of the market by innovative high quality product offerings. 

In some respects it is true to say that the interests of intermediary and consumer are not wholly aligned  (paragraph 18).   But this mis-alignment applies equally to fee-based advice as it does to a commission-based model.  In either circumstance consumers will want a “low cost” solution regardless of the basis for remuneration.  It could be argued that a mis-alignment of interests occurs in all industries where the distributor is remunerated on a performance-related basis. 

Royal London accepts that it is time-consuming and expensive to sell to consumers who don’t understand long-term investment issues (paragraph 19). It is equally time-consuming and expensive to meet the detailed regulatory requirements that currently go along with this process.  The volume of information that has to be handed out and explained is considered by many to have a very negative impact, especially considering the low level of interest that most consumers have in the long-term savings market. 

Q.  To what extent can consumer education compensate for the lack of consumer    

     influence?

Q. Does new technology offer opportunities to increase consumer power by making 

     information, particularly comparative information, more accessible? 


In our opinion, developments, such as comparative information websites, will affect consumer influence at the margin. Much of this information has been readily available for some time via specialist consumer finance publications. Despite the increasing availability of product information there has not been a noticeable impact on the level of consumer influence.  

Comparative tables online and similar initiatives will have only a minor impact without a thorough programme of consumer education.  To succeed, a consumer education programme will need the full backing of Government through the mechanism of the National Curriculum.  The benefits of such a programme of education will not be felt for some time to come.  However, the inherent complexity of the long-term savings market (and especially the pensions market) means that there will always be a significant number of consumers who do not understand it.  For these consumers, the support of expert advisers will continue to be essential.

1.1 The Corporate Purchaser

Q.  Do corporate purchasers exert greater competitive pressures on providers and intermediaries?

Q.  What role, if any, might employers have to play in improving the functioning of the market?

Corporate purchasers do exert greater competitive pressures, although they still tend to rely on “advice”.  Even with professional guidance, employer decisions on a scheme provider may be coloured by commercial priorities, and will not necessarily reflect the particular interests of individual employees.  For example, pensions are still complex and decisions for individuals to enter corporate sponsored schemes of whatever type are not necessarily straightforward, especially where there is no employer contribution or where previous arrangements are involved.  

A key high-level role that corporate purchasers do have to play is in increasing the ‘pull factors’ that bring consumers into the long-term savings market.  An employer may not only present/endorse a long-term savings product as a valuable employee benefit, but they may also choose to provide access to advisory services as part of an overall package purchased from a provider or intermediary. 

Marketing of this type is becoming increasingly important and - depending on the size of the group involved - can often result in consumers being offered access to good quality long-term savings products at discounted rates.

1.2  Information to consumers: the Regulatory Framework

Q. How effective has this regime been in tackling the issue of consumers’ weak influence?  What other consequences has it had? 

The regulatory regime and standardised disclosure have improved consumer influence.  The introduction of Conduct of Business rules (especially the principle of “best advice”) and a closely-monitored Training and Competence regime have also compensated for the lack of consumer influence.  Without a radical reappraisal of the current regulatory system, it is difficult to see how an alternative regime, such as product regulation, would improve on the present approach.

The regulatory framework has however had some adverse consequences.  The costs of ensuring the fitness and competence of company representatives are considerable.  Both providers and intermediaries need to recoup the outlay in training and competence.  This has led them to concentrate on the most profitable customer relationships.  

Over time an increasing proportion of the population has been abandoned by providers and intermediaries as the costs of advising these customers have come to outweigh the margins to be gained from the relationship.  In effect the costs of regulation have excluded certain customers from the market for financial advice.  

In recent years a number of providers (Prudential and Britannic among them), that traditionally offered products and advice to the mass market customer, have withdrawn from this market.    

It is our contention that the sectors of the population increasingly suffering from this exclusion are precisely those sectors where sound financial advice is most required.  Those with least consumer influence, the financially unsophisticated with limited financial resources and only limited access to sources of comparative information, are those for whom the least help is available.  The impact of this lack of information and advice has been an increasing trend towards under-provision among mass market customers.  This trend in under-provision is the opposite of the Government’s stated intention to promote greater self-provision and is, in our view, a direct consequence of the increasing costs of complying with the regulatory regime.

It is the inherent complexity of the long-term savings market especially at its interface with the welfare benefits system which drives the need for advice.  Even with apparently simple products such as Stakeholder, the purchase decision is not straightforward.  Purchasers may have a legacy of previous arrangements which means that Stakeholder is not the best product for them now or at the point of retirement.  The complexity of the market means that it is crucial that consumer access to good quality advice on a cost-effective basis is increased rather than, as seems to be the trend, decreased. 

1.3   Personal Finance Media and Other Information Providers

Q. What has been the role and focus of the personal finance media?

The focus of the personal finance media is increasingly unhelpful.  The tendency to report things that have gone wrong, rather than informing and helping consumers, is contributing to the overall lack of consumer confidence.  This in turn exacerbates the issue of under-provision.  The focus of the personal finance media tends to be short-term with a concentration on “flavour of the month” stories.  For example, much of the popularity of ‘tech stocks’ and related collective investments was created by the personal finance media.  Following the market ‘correction’ in the technology sector the criticism of these investments was led by the personal finance media apparently oblivious to the part that they played in creating a speculative “bubble”.  

Although there are obvious dangers when media articles may appear to be giving “advice”, it is difficult to see how the media could be incentivised to change, other than perhaps through the introduction of a required qualification for personal finance journalists or some kind of Code of Practice.

Q. Can internet information providers play a more significant role?

Internet information providers will have an impact on the market but only at the margin.  Comparative tables and other sources of online information have an appeal to the relatively financially sophisticated.  This sector of the market is already well served with alternative sources of information and advice.  Over time providers of information will play a more significant role in decision-making but at a rather slower rate than their own forecasts may show.  

2: Section 5.
 The Value Chain – Distribution

Q.  Why has direct selling on a large scale not occurred?

      Would a greater role for direct selling be desirable?  How might this happen?

      What role could branding play in this process?

Direct marketing of financial products has failed to reach a significant market share for a number of reasons.  Chief among these are the complexity of the long-term savings market, and the fact that it is, by nature, a “push” market.
There is clearly a place for direct selling of simple, transparent products in the mass market, Stakeholder Pensions being a case in point.  However for these products to reach the target market their distribution must be associated with the provision of (sometimes limited) advice at the point of sale.  This may relate to the interaction with means-tested welfare benefits, such as the Minimum Income Guarantee; or the issue of  “contracting-out” of the State Pension  Scheme; or how best to deal with the possibility of transferring pension benefits from previous arrangements. Ultimately consumer education may result in greater self-assurance at all levels of customer.  This, however, is a long-term aspiration rather than a goal realisable in the short term.  

There have been some notable successes in direct marketing, particularly Unit Trust and ISAs, among high net worth individuals.  The mass market however is still characterised by a lack of customer awareness and a resistance to making financial commitments without advice or, at least, reassurance. Over the past five years advised distribution channels (IFAs and direct salesforces) have produced over 85% of new business. It is clear that, for the majority of consumers, some form of ‘advice’ at the point of purchase is necessary to provide the impetus to buy. 

As the direct market grows brand will become much more of an issue.  A provider’s brand is likely to become a key point of differentiation, particularly for the younger generation who tend to be more  “brand aware”. 

2.1  Intermediaries: Commercial Incentives

Q. Is increasing revenue the key business issue for IFAs rather than reducing costs?

Increasing revenue is probably the key business issue for IFAs.  There is a significant barrier for entry to the market with significant regulatory and time costs to be met.  

Q. Why are consumers reluctant to pay directly for advice? 

A market for fee-based advice already exists at the corporate purchaser level and amongst high net worth individuals.  However, a lot of individuals are simply not able to afford cash payments for advice.  Even when affordability is not an issue, most individuals are resistant to paying out cash for advice on long-term savings when there is an apparently free alternative.  

If the market for fee-based advice is to expand beyond its current market segments there will need to be far greater levels of education amongst consumers about the long-term value of taking advice.  Moreover financial advisers themselves need to undertake a programme promoting the value of advice so that they come to be seen by the public as a profession of similar standing to lawyers, accountants and others.  This move in itself may alienate those in less-sophisticated customer segments.  

Q. Are there alternative methods of remuneration for IFAs and direct sales forces?

Work done to analyse the costs of the value chain linking providers with consumers has shown that initial distribution costs are easily the heaviest costs - as would be expected in a “push” market.  However, the market is already clearly moving towards lower cost distribution (for example, for Stakeholder) carrying lower commission.  This, in turn, has led to new models for distributing products being developed.

Remuneration involving some kind of sales incentive will always be attractive to providers seeking to gain advantage over their competitors in an increasingly tight-margined business in a “push” market.    Commission levels are driven by the market, by what is necessary for a firm to stay in business and still make a profit.  In general terms, the market is currently driving commission levels down.  This trend will force IFAs to find other ways to generate income and to operate more efficiently.   There is evidence of some switching to fee-based remuneration though scope for this is limited as there is considerable consumer resistance to paying fees.

Although there are other ways that advisers could be remunerated, commission has advantages in that it is tax efficient (it is not VATable, whereas fees may be; also, it effectively provides full tax relief on the cost of advice by being included in the contributions paid.)   It is also highly flexible and allows consumers and their advisers plenty of scope to agree the best way for the cost of advice to be met.

Q. What factors drive commission levels?

Commission levels are driven by what is necessary to stay in business and still make a profit.  

IFAs may be perceived to favour products that pay higher up-front commission in cash.  However, IFAs are bound to provide “best advice” for their clients and to evidence the reasons for product selection.  Selection criteria other than high commissions must play a part in the decision making process. 

Q. Is there a case for regulatory intervention in the setting of fees and commission levels?  

The market is already moving towards lower costs of distribution, driven by Stakeholder and other level-loaded products.  However providers are still footing heavy upfront costs for business that can now (because of product controls banning exit penalties) be transferred at no penalty to another provider before those costs have been recouped.  If this outflow of cash continues - and the financial strength of product providers becomes seriously eroded - it could have damaging economic implications for all savers in the longer term. 

If there is evidence about the effect of commission on IFA recommendations or on the operation of the market overall, a return to the maximum commission agreement could be considered.  This may act to control provider costs and “temptations” for IFAs whilst retaining the flexibility and tax efficiency of commission based remuneration, still leaving some room for commercial manoeuvre.  It would also help build consumer confidence in the proper operation of the marketplace.

Whatever the outcome, the current regulatory regime is already specifically designed to counteract product bias on an adviser’s part.  IFAs and direct salesforces must be able to justify recommendations on suitability grounds and commission is clearly disclosed both at the point of sale and in post-sale cancellation documents. 

Q.  What causes the relationships between consumers and their advisers to be long-standing?  Are consumers aware of the duties owed to them by their IFAs?

The relationships between consumers and their advisers probably become long-standing through a combination of trust, familiarity and inertia.  Most consumers probably have an instinctive sense that their adviser owes them a duty to be fair and not to “rip them off” - but they are unlikely to have a detailed understanding of the rules of engagement their adviser is supposed to follow.  This may be an area for increased consumer education.

2.2  Intermediaries: Regulation and Scope of Advice

Q. Is the current standard of advisers’ knowledge about investment issues sufficient?

The role of an IFAs is to work out how investors can best meet their long-term financial objectives.  In order to do this they review all the products available on the market.   The risks and potential returns in these products ought to be a key factor in making recommendations.  But investment is just one aspect of the advice on offer as most advisers will consider the client’s tax position as well as the attitude to investment risk. 

Different advisers will clearly have different levels of knowledge, and it may be the case that ‘entry level’ FPC requirements are not yet of a high enough standard to ensure all advisers are in a position to meet the needs of most consumers.

The existing regulations reinforce the requirement to survey the market taking account of all aspects of product selection including investment strategy in making a recommendation.

Q. How effective is the requirement to provide suitable advice? 

The responsibility to provide suitable advice is felt very strongly by the majority of advisers (awareness having increased in recent years following some high profile “mis-selling” fines). In this respect the suitability requirement is very effective, but it clearly relies on advisers having sufficient expertise to understand what will be suitable for their particular client.

Q. How important are performance tables in determining advisers’ recommendations?

Q. What impact does their use have on product provider’s investment strategies?    

Investment performance tables and surveys - as well as related factors such as fund volatility and fund management style - are widely used by IFAs and other intermediaries when considering what products/provider to recommend to consumers.  All providers will therefore want to maximise investment returns for marketing and customer retention purposes.  At least to the extent that this is possible within the bounds of prudent capital management.

However, “past performance is not necessarily a guide to future performance” and absolute investment returns - whilst important - are not the only factor an adviser will need to take into account when considering the most suitable long-term savings strategy for a particular consumer.

3:  Section 6: The Value Chain: Product Providers

Q. Will consolidation within financial services fundamentally affect the other issues highlighted? 

Consolidation will undoubtedly have an impact on consumer choice by narrowing the number of products and providers available to them.  Public policy, especially around issues such as polarisation and product regulation, are likely to exert considerable influence on the ultimate outcome.

3.1 Investment Decision Making in Product Providers

Q. How are investment objectives set for individual markets or funds managers within a product provider?  

Q. What benchmarks are used, and over what timescale?

Q. How are asset allocation decisions taken?  Against what targets?  In the case of with profit funds are these decisions taken in the same way as for managed linked fund or unit trusts?
There tend to be two categories of benchmark for with profits investments, one setting parameters for proportions of investment in each of the major markets and the other providing a target index against which the performance of the investments in each market can be measured. The former will be driven by the liability profile of the fund and the latter will usually be published indices representing the make up of the intended investments in that market.

Unit linked or unit trust investments will have investment criteria laid down and published in marketing material. Their performance will generally be measured against an appropriate index or a peer group.

For most long term business, although performance statistics may be produced on a monthly basis, the minimum term to be given serious consideration would be one year and generally longer periods would be considered.

3.2  Governance Issues

Q. How effective are the existing governance structures for life companies?

The structure of mutuals is such that the owners of the company and the consumers are generally the same group, or at least the former is a sub-set of the latter, so that the directors have fewer conflicts than those of a proprietary company.

Q. Why does mutuality remain an important form of corporate structure among life companies?

There are now relatively few mutuals of significant size in the UK life industry, as a number  have been forced to relinquish their mutual status because they had insufficient capital to compete in a post-stakeholder market.  However those that remain can compete with proprietary offices on even terms and may even have an advantage.  

By contrast, building societies were limited in the range of activities that they could perform by the prevailing regulations, such that, to compete on a level playing field with banks, they had to demutualise.  

Q. Does mutuality help to compensate for the relatively weak position of the consumer?

Mutuality helps to compensate for the relatively weak position of the consumer as the corporate structure determines that there are no fundamental conflicting demands on directors.  In Royal London’s experience the focus of members attending the AGM is firmly on financial strength and returns on policies, thereby ensuring that the board concentrate on these key areas of concern.  

Mutuals also provide a competitive constraint on the amount of profit that proprietary offices can extract for shareholders.   If the profits of the proprietary sector became excessive, the products of mutuals would become increasingly competitive.

However mutuals, like proprietary offices, still have the difficult task of convincing people to save.  It has to be remembered that if life companies did not sell their products, the level of stock market investment would be much less, with a resultant influence on the economy.

Q. What incentives does the use of embedded value create for the management of the consumer?

Embedded values provide a further tool to enable directors to monitor the business.  Embedded value is largely a proprietary office concept, although similar techniques may be used by a mutual to assess performance.  For a mainly with profit office, operating through a traditional 90:10 gate, the embedded value will tend to be consistent with policyholder returns as bonuses tend to be the root of the two concepts.  Maximisation of embedded value may not ensure equity of returns but there would be consistency as to the quantum.  

For a unit linked office, or one which operates a unitised with profit fund with explicit charges, the maximisation of embedded value would not necessarily correlate with investor returns.

The scope for manipulation of embedded values is generally limited provided consistent bases are used from year to year.  The absolute embedded value is less likely to be of significance than the change between periods (generally from one year to the next) and the analysis of the components of that change.

4:  Section 7:
 Product Design

4.1  Trends in Product Mix

Q. What is driving changes in the product mix?

The trend towards single premiums as opposed to regular savings has been driven by greater affluence among customers.  Inheritance and tax free cash at retirement have in part provided the impetus for the boom in single premiums.

Providers have tended away from traditional with profits products towards unitised with profits and unit-linked products in recent years.  This has been driven partly by the fact that unitised business is more easily administered than with profits.  In addition unit linked business is less capital intensive than with profits.

4.2  Impact of Government on Product Mix and Design

Q. Have collective investment scheme regulations in practice had a significant impact on product design?

Q. To what extent has the product regulation regime prompted or restricted innovation?

The collective investment scheme regulations have had some significant impacts on product design.  The modern flexibility in investment product design afforded by the use of the futures market has not been encapsulated in UK regulation or the UCITS proposals.  This has meant that products, designed for volatile markets which use structured derivatives to reduce risk, have often been excluded from UK distribution.  Such products would have clear customer benefits in volatile investment markets.  

Scottish Life International has considerable experience of developing and distributing products that reduce investment risk.  However UK regulation has dictated that such developments are in an offshore environment rather than through an authorised collective investment in the UK.  Acceleration of the introduction of UCITS 3  would help the development of more efficient controlled risk products.     

Q.  To what extent has it been necessary to protect consumers from unsuitable products?

Q. What impact are CAT markets having on product design and on competition in the industry?

Product regulation should not be necessary to protect consumers from unsuitable products for so long as they have access to regulated and properly trained advisers and adequate product disclosure is enforced.

For those who don’t have such access or can’t afford it, product regulation may have a role.  But again it is important to emphasise suitability risks in the longer term as the financial situations of those who may have simple needs now inevitably become more complex over time.  Product regulation would not in itself remove the need for an easily accessible and affordable market for advice.

Product regulation/CAT marks may be thought to force providers to differentiate themselves more on issues such as technology, service, investment choice etc, but the reality is that this happens already as the market is intensely competitive.

4.3  Impact of Stakeholder

Q. What is the likely impact of Stakeholder?

One of the impacts of Stakeholder has been to restrict innovation, as there is little scope within Stakeholder margins for anything other than a “plain vanilla” product.  Innovation, such as it is, is probably strongest on the systems side.  

It will be difficult to justify advising a pension product other than stakeholder in future. This will narrow product choice within pensions, and lead to even more aggressive competition between providers.  There will also be an acceleration in industry consolidation due to the limited margin for profit and the current ‘mismatch’ between heavy upfront distribution costs and the inability of companies to impose exit penalties until those costs have been recouped.  This can be expected, in the longer term, to weaken the financial strength of all providers of such products. 

The impact of Stakeholder has been significant across the whole pensions market but has not always been helpful in extending pension provision to the government’s target market. 

There has always been a fee-based market for advice from corporate purchasers.  Likewise there has always been a fee based advice market for individuals of higher net worth.  However there is evidence that financial advice on Stakeholder is being squeezed out of the market for all but the wealthier consumer.  This is the contradiction at the heart of the Stakeholder initiative.  Stakeholder is a low margin product with little scope to pay for distribution and advice at the point of purchase.  The introduction of Stakeholder may actually end up exacerbating underprovision and financial exclusion in the retirement provision market.  The very opposite effect to what was intended.

4.4  Costs and charging structures

Q. Are there better alternative to a front-end loaded charging structure?

In the current “push” market for long-term savings, front end loading of charges is needed to cover the costs of marketing, selling and paying commission to distributors.  

Stakeholder is undoubtedly having an effect on pension charging structures, with more providers starting to switch toward level charged contracts.  This is a trend which we expect to extend across other long term product types with consequent mis-match between the costs of distribution and the recouping of those costs.   

Q. What could be the impact of greater ease of switching for consumers and the industry?

Greater ease of switching would probably mean providers having to compete more on grounds of service and investment return, to focus on retaining customers.  But with the current breakdown of costs within the distribution chain, it raises serious capital management issues for providers.  They must invest large sums up front to win business, with no guarantee that it will stay with them long enough to become profitable, and no way to recover resulting costs (see points made under Intermediaries: Commercial Incentives).  This not only means that the value for policyholders over the longer term will tend to be reduced in order to pay more to those who switch/surrender early. It may also mean an increased risk of churning.

4.4  Specific Issue: With Profits Policies

Q. What factors drive the demand for with profits products?  In particular why has there been such a substantial increase in sales of with profits bonds?

People ideally want to save in a medium that gives good secure returns and access to their funds.  They realise that banks and building societies, although secure, give relatively lower returns.  As banks and building societies keep updating their accounts, consumers are often left with their funds in a low yielding account.

Investors realise that generally better returns are available by investing in the stock market and property, but that the returns are volatile.  The concept of with profits therefore meets the requirement for a better return with lower perceived volatility. With profits bonds also offer tax advantages for higher rate taxpayers who want to take an income.

Q. What are the corporate governance issues arising from the existence of with profits policies?

The main issue is equity between:  

· Policyholders and shareholders

· Policyholders of different generations

· Policyholders with different product types.

For a mutual company only the latter two issues are of concern and they are the responsibility of the directors, acting on the advice of the appointed actuary.

Q. What does research suggest about the reasons consumers buy with profit policies?

Many consumers, even those who are relatively affluent, are risk averse.  The smoothed profile of the with profits investment return has some fundamental appeal for them.  Moreover, the lack of access is viewed as a product benefit by many as it deters them from withdrawing money to meet short term demands for cash.  Although Royal London has introduced flexible with profits products there are substantial numbers of customers who prefer a traditional inflexible inaccessible home for their long-term savings.

Q. Is the with profits vehicle a superior way of reducing volatility for consumers, or could other more conventional investment products provide this equally efficiently?

Yes, the with profits vehicle allows smoothing which is not available in a unit-linked product.  It also allows for other, non-investment profits to be fed back to the investor.  

A derivative based product may provide some form of smoothing and may ultimately replace with profits.  However derivative products are still in an early stage of development and, to some extent, constrained by collective investment regulations.  

It must also be asked if there will ever be a sufficient supply of derivatives available to support smoothed products in anything like the volume that has been accomplished by with profit savings vehicles.

Q. How attractive are with profits products to providers and intermediaries?

They do allow providers to share investment and other risks with consumers, whereas unit-linked products tend to put all of the risk on to the consumer and non-profit contracts put the investment risk with the provider.  It seems that consumers are becoming more willing to accept investment risk than formerly, but it is not obvious that the full extent of the risk being accepted has been understood by consumers.

Intermediaries support the unique nature of the with profits product as they meet specific consumer needs.  

Q. Why are surrender values so poor?

Surrender values are not poor.  They simply reflect the asset share of a contract after allowance for expenses.  If there is a criticism of early surrender values to be made, it is that consumers may not properly understand the impact of expenses, and in particular selling costs, on early surrender values.

 Surrender values at longer durations tend to provide relatively good returns as the initial costs are spread over a longer period.

Q . On what basis do with profits providers compete with each other, given that investment performance is not usually disclosed?   

Those that sell via IFAs will sell on performance, financial strength and service.

Direct sales are mainly based on the relationship between the adviser and the customer, although relative past performance and financial strength will also be brought to the attention of the consumer by way of marketing material.

Intermediaries support the unique nature of the with profits product, which meets a specific need of consumers.
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