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About Royal London

Royal London Group consists of The Royal London Mutual Insurance Society Limited and its subsidiaries. We are the UK's second largest mutual life insurer. The Group has over three and a half million customers and funds under management of around £25.7 billion as at 30 June 2005. 
Following the acquisition of Scottish Life in July 2001, Royal London now has over 500,000 customers introduced through Independent Financial Advisers (IFAs). 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 Bright Grey, Royal London also now aims to become a leading provider of lifestyle protection products.

Introduction

The introduction of stakeholder pensions brought fundamental change to the pensions market.  Stakeholder pensions and the “better than stakeholder” rule have been successful to the extent that they have irreversibly changed the expectations of all market participants (manufacturers, distributors and consumers alike).   However there is no longer a case to be made for the retention of COB5.3.16R(3) which has constrained the market both in terms of the people receiving advice to start planning for retirement and in terms of product innovation.  

The high degree of market intervention which re-shaped the pension market at the time of the launch of stakeholder pensions is no longer appropriate or desirable.  We strongly argue for a free and efficient market for the provision of personal pensions and for advice in retirement planning.  An unfettered market will better serve consumers as they will have access to products that suit their individual requirements. Stakeholder pensions and, in particular, the COB 5.3.16R rule have created a distorted market in which only one style of product can be offered to the mass of pension savers.    

By imposing the stakeholder-style of pension design (with its “amc-only” charging structure) policymakers have created a market with embedded unfairness.  The current stakeholder (and “stakeholder-style”) products feature a significant cross-subsidy from long term investors to short term pension savers.  

The “amc–only” structure has some clear advantages for those with a relatively short investment horizon.   For the short term saver, a product with initial charges would (typically) be relatively poor value. There is little opportunity for investment growth to off-set the impact of up front expense deductions.  For pension savers in this situation an “amc-only” product will represent better value for money.

On the other hand longer term investors would be better served by a pension product where the initial set-up costs are recouped via an up-front charge.  This style of product can have a reduction in yield well below that of stakeholder.  However due to the impact of COB 5.3.16R(3) many advisers are wary of recommending products with this type of charging structure. 

The removal of COB 5.3.16R(3) will liberalise the market for pensions and permit providers to market a diverse range of pension products with different charging structures that represent good value for different groups of pension savers.  This will reduce the significant cross-subsidies inherent in the stakeholder and stakeholder-style products and so ensure fairer treatment across all policyholders. 

Answers to Detailed Questions

Q1: Do you agree with our analysis of the consequences which COB 5.3.16R(3) may have had on the market?

Yes.  The introduction of stakeholder pensions and of the RU 64 rule has coincided with a rapid decline in sales of individual pensions.  FSA is right to highlight the 61% decline in the number of pension contracts sold since 1998

Some of this contraction in the individual pension market is due to the decline in the average remuneration that an adviser can generate from the sale of a product with capped charges and an “amc-only” charging structure.  

It is also correct to point to the changing interrelationship between pension saving and means-tested benefits as a contributory factor in the decline in pension sales.  We now have a situation in which many lower income individuals (and many on middle incomes) would be well advised to forego any form of pensions saving.  The fact that an individual has accumulated a private pension will potentially exclude them from much of the value of the means-tested retirement benefits to which they would otherwise be entitled.   

This interaction between private provision and the means-tested benefits system raises another factor behind the contraction of the pensions market, one not touched on in the market analysis in Chapter 2 of the consultation.  It is not possible to predict with confidence what state benefits will be available to support retired people.  Successive governments have introduced different regimes and, at the time of writing we are awaiting the final report of the Pension Commission which is likely to recommend further reforms of the pension and benefits system.  In advising a client on retirement planning a financial adviser must take a view on that person’s circumstances twenty or thirty years in the future. Changes to individual circumstance, and changes in the tax and benefits system during a person’s working life may mean that advice, given in good faith today, may result in a less than optimal outcome at retirement.  In such instances there is a risk that the adviser may fall foul of regulatory sanction as the client seeks redress.  

A combination of low-earning potential, a complex and changing benefits regime and the potential for retrospective regulatory sanction has made the sale of individual pensions to low and middle-income people an unattractive proposition for many financial advisers.  We have seen many firms of financial advisers shift the emphasis away from advising on pensions towards more lucrative, less complex products such as protection and mortgages.  In our view this is a very unfortunate outcome.  Many people, confused by the complexity of planning for their retirement, will not be able to find reliable sources of expert financial advice.  Many of these will of course take the easiest course of action and simply do nothing about retirement planning.       

Q2: Do you agree with our analysis of the future of the market if we retained the rule?

Yes.  The problem with “amc-only” charging structures is that it does not enable providers to match the incidence of charges with costs incurred in getting the product to the consumer.  From the product manufacturer’s perspective the majority of costs (advertising and promotion, setting up the policy and remuneration of the distributor) takes place up front.  Under an “amc-only” charging structure these costs can only be recouped over a period of years – often in excess of 10 years.  This creates capital strain within the provider firm.  

This may not be a problem if stakeholder pension business remains on the provider’s books for this length of time.  Unfortunately, high persistency is not the experience of most providers.  Almost five years into the stakeholder pension regime it seems that the majority of providers are seeing a tendency for business to switch between providers – the “penalty-free” nature of the stakeholder product specification means that there is no disincentive for frequent switching.  This means that providers are unable to recoup the initial costs of stakeholder pension sales.  

The increase in the cap on the amc from 1% to 1.5% (for the first 10 years of a policy) and the consequent anticipated increase in distributor remuneration will not address this issue.  Distributors will typically expect or demand an increase in remuneration following the increase in the charge cap.  It follows that providers will have to commit more capital up front to meet this increase in the cost of distribution.  This capital outlay will not be recouped if advisers continue to switch between stakeholder products with the frequency that has now become apparent in the market.      

There has already been an observable withdrawal of firms from the individual stakeholder market.  The retention of COB 5.3.16R(3) would see a continuation of this trend.  A decline in supply of stakeholder style pensions products coupled with the entirely rational trend for advisers to avoid addressing retirement planning (described in the answer to Q1) will mean a further contraction of the individual pensions market.     

Q3: Do you agree with our analysis of what might happen if we remove

COB 5.3.16R(3)?

The removal of COB 5.3.16R(3) will liberalise the market for pensions.  We do not accept the view that pension product charges will universally rise above the cap.  The removal of the COB rule will enable providers to introduce a wider variety of charging structures – representing better long term value for many pension savers.  

It is our strongly held belief that it is economically viable to market pension products with annual charges below 1% provided the initial distribution costs are met by an up-front charge. The removal of the COB rule will allow products with this form of charging structure – which already exist in the market – to be recommended more widely.   Indeed in Royal London’s experience significant levels of employer sponsored new business is already being written with charge levels well below the stakeholder cap.       

IFAs and whole of market advisers are still bound to offer the most suitable product for their clients.  In considering suitability, the incidence and level of charges is clearly a major consideration. The removal of the COB will enable advisers to recommend products that more appropriately match the needs of clients.  

Q4: Do you agree that the factors listed would mitigate increases in prices for personal pensions?

Firstly, we do not accept that there will be increase in prices for pension products across the board.  We believe that different forms of charging structure that more closely match providers’ incidence of costs will proliferate. This does not necessarily mean an increase in the RIY for products.  

As the consultation points out the COB rules still require pensions purchasers to be made aware of the availability of SHPs.  This requirement will act as a constraint on price rises in the IFA and WOM market.  

Furthermore the “Menu” of charges will act as powerful constraining factor on pensions distributors who will be very keen to maintain a competitive proposition.  

Q5: Do you agree with our proposals for monitoring the market?

There is a clear responsibility on FSA to maintain efficient markets.  The pensions market, which it could be argued has been distorted due to market intervention, will in our view become increasingly competitive due to the removal of COB 5.3.16R.  

It will however be necessary for FSA to monitor the market to ensure that the policy objective of wider pension sales is secured.  Moreover market monitoring will be needed to ensure that market collusion and price fixing does not take place between providers and distributors.  This would be a clear breach of the “Treating Customers Fairly” principle.   

Q6: Are there any other factors we should observe?

No.

Q7: Do you have any other concerns about the proposal to remove COB 5.3.16R(3)?

No. We believe the case for removing COB5.3.16R(3) is a compelling one.

