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Personal Accounts: A new way to save

Royal London’s Response to the Consultation

Introduction

The consultation paper asks a number of questions about the detail of the management of Personal Accounts.  In this response we do not address these questions.  There are some far more fundamental issues which have to be addressed before the fine detail of the regime governing Personal Accounts can be considered.  

Suitability

Chief among our concerns is the issue of suitability.  In the current company pensions market, dominated as it is by Group Personal Pensions and Stakeholder Pensions, suitability is an over-riding concern.  Those distributing grouped pension arrangements have to demonstrate the undoubted suitability of product to each member.  Recent guidance from the FSA (Financial Advisers Newsletter, January 2007) made it clear that distributors have to take into account the impact of means-tested benefits in any recommendation that is made.  To quote from the Newsletter “one factor you may want to consider taking into account is whether a product will affect a customer’s entitlement for means-tested benefits.  Principle 9 imposes a broad requirement for a firm to take reasonable care to ensure the suitability of its advice“.  

In introducing Personal Accounts, Government has dispensed with this valuable duty of care and adopted a strictly utilitarian approach, arguing that, provided that the majority are not materially disadvantaged by saving in a Personal Account, it is a course of action that can be recommended for all.  By its own admission Government has estimated that by 2050 there will be 650,000 UK “pensioner units” who will not receive a penny from their accumulated Personal Account due to the interaction of savings and means-tested benefits.  This estimate takes into account the reforms in the Pensions Bill currently before Parliament which are designed to directly address the disincentive impacts of means-tested benefits.  

We believe that this is a fundamental flaw in Government pension policy.  Personal Accounts are aimed at those employed on low to middle incomes.  Once it becomes clear that some savers will fail to derive any benefit whatsoever from an effective 4% cut in salary, the scheme will be rightly shunned by those in the target market.  The problem of course is that it is difficult to predict which employees will be in the cohort for whom Personal Account saving is a poor financial choice at the point of auto-enrolment.  In reality, it will only become apparent that allowing oneself to be auto-enrolled had been a poor choice as retirement approaches – and savers will not be able to disinvest.  It is not currently clear where someone who had been made worse off by a decision to save in a Personal Account would turn for redress, but recent landmark judgments in the EU and High Courts would suggest that ultimate responsibility may well lie with Government.  

Until Government addresses the issue of getting the environment for pension-saving right (for example, by creating a situation where every pound saved makes the saver a pound better off), there will continue to be a fundamental mistrust of the pensions system.  Pension saving will still be seen as a high-risk activity not just because of the investment risk savers now have to bear; nor because of the risks that the scheme may no longer be around when the saver reaches retirement; but on a fundamental level, because saving may actually have been poor value for money for many people.  

If Government could work it so savers could be guaranteed every pound saved made them a pound better off in retirement, we believe there would be no need for Personal Accounts.  Employers or advisers could recommend that everyone should save in a pension and that they would be better off as a result.  It would strip out the burden of establishing the suitability of the pension for each individual’s circumstances, a process that adds substantially to the costs of distributing pensions.  A low-cost model for distributing pensions could be established, perhaps using existing channels.  There would be no requirement for a Government–endorsed national pensions product.  

“Generic” Advice 

It has been suggested by Ministers and DWP officials that issues of suitability can be overcome with “generic advice”.  On a superficial level this seems attractive.  However when advising on pension saving there are an enormous number of variables to be taken into account.  Every individual has a unique career history, with an individual pattern of earnings, national insurance and pension contributions.  It is therefore not possible to make statements about the suitable courses of action that hold true for everyone.  Even dividing the working population into cohorts of people of a similar age and earnings profile produces “advice” which will not be suitable for everyone in that group.  Only by taking account of an individual’s past contributions (and agreeing some assumptions about earnings expectations) can anything approaching advice be provided to a prospective pension saver.  

We have suggested elsewhere that DWP could provide the necessary personalised information that would help people make an informed decision about whether to opt-out or be enrolled into Personal Accounts.  DWP holds, at the individual level, details of all National Insurance and pension contributions.  DWP is therefore ideally placed to assess which people would benefit from pension saving in a Personal Account, and those for whom such a course of action is likely to a poor decision.  DWP could initiate a “traffic light” system expressing the likely outcomes in a readily understood format; red for opt-outs and green for those who would benefit from saving in a Personal Account; and an “amber” category for those for whom the decision is a marginal one.  All those eligible to take out a Personal Account could be issued with a statement on a regular basis (perhaps every three years, in line with the opt-out decision point).  This would remove some of the uncertainty that surrounds the decision to opt-out of Personal Accounts and provide savers with a greater degree of confidence.  

Trivial Commutation

The Royal London proposal for personalised recommendations based on pension entitlement compares favourably with the solution to the suitability problem that has been proposed by ministers; that of so-called “trivial commutation”.  This provision, which allows savers to cash in or commute relatively small sums (currently up to £15,000) accumulated in pension plans, is not of course an answer to the lack of pensions saving.  To avoid the loss of means-tested benefits, savers would have to spend their accumulated cash sum.  They could not hold on to it to augment income in retirement.  

Many savers will have accumulated more than £15,000 in pension savings but still have a fund which provides a woefully inadequate retirement income.  Under the current rules these savers would not be able to commute their fund to a cash lump sum but would still find benefits withdrawn because they fail the means test.  

Royal London recommends that if trivial commutation is seen as a way round the issues of the suitability of pension saving that the definition of a “trivial” sum should be raised to realistic levels.  In earlier submissions to DWP we have suggested that this level should be £60,000 (in other words 4% of the lifetime limit) and that it should be indexed. 

We do, however, fully recognise that this approach has significant limitations.  While it would help avoid people being trapped in a position of having to suffer poor value in respect of their savings, it does nothing to address the fundamental issue of helping people provide for their retirement through good value savings.   

Levelling Down

Over recent months there have been a lot of comments about the dangers of the “levelling down“ effect caused by the introduction of Personal Accounts.  We believe that it is inevitable that some employers will reduce contributions to existing pension schemes to reflect the greater take up of pension saving triggered by auto-enrolment; so while more people are saving for retirement the aggregate amount saved remains fairly static.  Although the White Paper suggests a number of measures to minimise this effect we do not believe that these adequately address the problem.  

More pernicious still is the situation where employers may provide short term financial incentives (in the form of a pay rise or bonus) for those employees who choose to opt out of Personal Accounts.  For many the temptation to do this will be strong as Personal Accounts increase the employer’s administration burden and cost base.  Achieving a workforce entirely opted out will not be difficult if joining Personal Accounts is perceived as a cut in take-home pay.

A further danger of levelling down will arise if a solution is not found to the exemption test not applying to Group Personal Pension plans (including Group Stakeholder plans).  The uncertainty this will introduce into the market, even in the relatively short term, will be very damaging, both in terms of extending the provision of company-based pensions and in relation to maintaining good existing arrangements.         

About Royal London

Royal London was founded in 1861, initially as a friendly society, and became a mutual life insurance company in 1908. 

Royal London is the largest mutual life and pensions company in the UK with Group finds under management of £30.8 billion.  Group businesses serve over 3 million customers and employ 2,640 people.  

Royal London is one of the stronger life and pension companies in the UK, and has a particularly strong track record for with profits performance.

Scottish Life is a division of Royal London and is the specialist pension business within the Group, providing individual and group pensions.  Scottish Life administers over 9,000 occupational pension schemes on behalf of 113,000 members.  Additionally Scottish Life administers over 5,000 group personal pension and group stakeholder schemes with over 112,000 members.  There are also over 209,000 Scottish Life individual personal pensions in issue. 
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