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Foreword - Fees Worth Paying?

A Profound Mismatch

We would like to say thank you to the nineteen asset managers
who took part in this report. It is clear that they are driving a great
deal of innovation to better serve the needs of those saving for
later life. Central to this innovation is the capability to manage
asset choice decisions. In sharp contrast with the static 100%
equity approaches common in many large DC plans today, this
ensures ongoing oversight of the suitability of the asset
allocation on behalf of the underlying customer and means that
decisions to change allocations can be taken and implemented
swiftly and efficiently.

Investment consultants and corporate IFAs have a vital role to play in determining the
needs of the underlying customer base, setting appropriate objectives and selecting the
right products. In some cases intermediaries are extending their role by blending underlying
investment products into customised solutions, often under the guise of ‘white-labelling’.
When this extension happens, responsibility for asset allocation is often transferred to the
intermediary, and in such cases, it is critical that this shift in responsibility is recognised by
the plan sponsor or trustees. It is also vital that the value added (or lost) as a consequence
of any blending is measurable. Publishing the performance of blended solutions on the
same terms as asset managers’ disclosures is in the interests of an efficient and
competitive marketplace. This will inform the regulation of DC arrangements as the various
roles of the stakeholders involved become more clearly delineated, particularly the split of
obligations between provider and adviser in contract-based plans.

The majority of the solutions put forward by the asset managers in this survey exhibit
significantly higher diversification than is found in DC plans today and many also come at
a higher price than index-tracking products. Based on the risk and return which they have
delivered, there is an emerging argument that these extra fees are worth paying. As the
performance track records for these solutions lengthen, and as we progress, hopefully, to
a more stable economic climate, it will be interesting to see if this argument strengthens.

There are few markets that can survive a sustained, profound
mismatch between the products offered and customer needs, but
the UK pensions industry is one that seems to be an exception to
the rule.

Given the ever-increasing importance of long-term savings to UK
citizens and given also both their personal indebtedness and the
_ impending crash of the benefits gravy train into the buffers, it is

‘ 7 surprising to see such divergence between their needs from
L% .:J pensions and the risk return profile of so many DC schemes.

In most industries, the discipline of Marketing is the answer to a mismatch problem. Not
marketing as it tends to be seen within so many parts of financial services — glossy product
support to polish up what the sales team have decided to push, but the real underlying
principles that are so central to the way most successful industries work.

Defined by the Marketing Society as:

“The management process responsible for identifying, anticipating and satisfying customer
requirements profitably."”

....or perhaps more simply as...
“Make sure that what you offer is what your customers need and want.”

The challenge within the pensions industry is that many customers don’t know, or show any
interest in what they need or want. This will change over time as the reality of inadequate
saving starts to become clearer. The products are also hard to understand and no
immediate benefit is perceived when buying them.

Despite these major challenges, it shouldn’t stop us trying to ensure that customers are
offered the right product for their needs — and goodness knows they need help if existing
outcomes are a guide.

It is good to see many of the asset managers covered in this report are adapting to what
the underlying customer wants. The challenge is to make sure they can actually connect
these solutions with the customer. Getting the right match between member needs and
products offered is going to involve much better coordination and cooperation between
asset managers, sponsors, investment consultants and platforms. The final arbiter of any
decision should always be — what is right for this particular group of participants. For this to
be the new reality, a much closer focus on customers will be required, demanding more
dialogue and better insight into their needs and the value delivered to them.
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Fluid Positioning in a Introduction

Changing DC Landscape

The shift of responsibility towards individuals for their economic
well-being in retirement is happening extremely quickly, indeed
much more quickly than any adjustment in the capabilities or
attitudes to investment on the part of those saving in pension
schemes. This is partly reflected in the propensity of individuals,
both in the UK and overseas, to use default DC offerings.

This year’s report from PensionDCisions provides a very
interesting snapshot of the current state of the market. Two
elements are particularly striking. First, default fund investment
design is now clearly moving up the agenda. With so many pressing issues facing DB
schemes, DC has at times in the past appeared to be the ‘poor relation’ as plan sponsors,
trustees, consultants and asset managers focus on the investment challenges posed by a
rapidly changing liability and regulatory / accounting landscape. This is decreasingly the case,
and the move to auto-enrolment in 2012 will further concentrate minds on the direction of DC
in the UK.

Second, and linked to the preceding point, the asset management industry is becoming more
engaged in the DC design process. This engagement is part of a wider change in the industry,
identified also in IMA Surveys, that is seeing a greater number of investment managers
becoming interested in solutions that connect them more directly with the investment needs of
end clients. This certainly changes to some extent the role of asset managers in relation to
that of consultants, and the positioning of both groups within the pensions market is becoming
more fluid.

There are of course commercial interests at work here and, partly for this reason, the
governance structure of DC schemes is an issue of growing importance. A number of
initiatives are currently underway in this area, including the Investment Governance Group
(IGG) draft DC Principles and draft DWP guidance on default funds. The ambition is to ensure
both clearer lines of accountability and that the interests of individual DC savers are put at the
forefront of scheme choice and design.

However, there does need to be a recognition of the inherent challenges in DC. Default funds,
by definition, cannot easily accommodate a wide range of risk tolerance levels among scheme
members. Equally, there is a difficult balancing act for DC decision-makers in responding to
the perceived risk tolerance of scheme members if that leads in a direction which might be
regarded as unduly conservative in investment terms. In this respect, regulatory guidance also
has a difficult line to tread between encouraging specific behaviours among decision-makers
without unduly restricting product provision and innovation.

Ultimately, the UK is still in the early stages of the move to DC and more work remains to be
done, particularly with respect to consumer understanding and engagement. Savers
(understandably) generally wish to achieve both strong returns and a reasonable level of
certainty. Clear and accessible communication of the nature of the risk / reward trade-off may
need to be a key priority for all engaged in DC provision in the coming years.

This report brings together the views of nineteen asset managers regarding best practice
in DC default investment design. We thank them for their input and hope our analysis helps
to highlight the significant innovation taking place in the asset management industry and
the potential for increasing the value delivered to consumers. To provide context, these
responses have been combined with insights into the:

Design and performance of defaults currently implemented in large UK DC plans using
data from the 2010 PensionDCisions UK Sponsor Default Survey and the
FTSE-PensionDCisions DC Index Series

Actual risk and return experienced by individual DC pension members across more than
500 DC pension schemes, using CuBIT™", PensionDCisions’s insight database and

Risk preferences expressed by a panel of consumers who have used ProfileME™,
PensionDCisions’s free online risk profiler.

It is important to note two constraints to our analysis:

The period over which this survey considers the performance of default solutions, i.e.
the past three years, is both a relatively short period, and also one which has been
defined by unusually difficult conditions. It has only been in the last few years that
performance track records have commenced for many of the solutions under
observation. Despite the relatively short observation period, there is merit in
understanding how different approaches perform in difficult market conditions.

When considering how asset managers’ recommendations contrast with the solutions
implemented currently by plan sponsors and trustees, the default data that we have is
for relatively large plans, typically those with at least 1,000 active members.

" CuBIT™ holds historical transactional and behavioural data covering in excess of two million DC
accounts, enabling consistent and comparable analysis of the risk and performance experienced by

individual consumers.
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The panel of respondents to this survey, now in its third cycle, has grown steadily since
2008 and we believe is representative of the marketplace for DC default solutions.

Default strategies play a critical role in the workplace savings market. In recent years, there
has been increasing innovation, with asset managers recommending a movement away
from traditional fixed strategies towards dynamic asset allocation. With this evolution, a
growing divide has developed between what asset managers recommend and what plan
sponsors and trustees generally consume.

Figure 1: Survey Composition — Number of Respondents

Delivering appropriate outcomes to the consumers relying on default strategies is a team
effort. In our research paper into default design, presented at the 2009 NAPF Annual

14 Conference, we developed the following framework.
Team effort: key tasks
OBJECTIVE ASSET GLIDE FUND
AL L SETTING ALLOCATION PATH MGMT
Connecting the The objective The allocation Automatic The
needs and that is set in of money to de-risking prior investment of
expectations of order to different asset to retirement, each
2008 2009 2010 the customer incentivise the classes and when (if at all) component
to the provider to the extent to it commences piece of the
Source: PensionDGCisions. investment meet the which this is and how it is asset
objective set needs of the dynamic as managed allocation, i.e.
for the solution customer opposed to active versus
provider "set and passive and
forget" target setting
for each piece
Team effort: key players
OBJECTIVE ASSET GLIDE FUND
MATCHING SETTING  ALLOCATION PATH MGMT
SPONSORS
TRUSTEES
CONSULTANTS
FUND
MANAGERS

As the chart above suggests, a variety of different entities may fulfil each of these tasks and
the interactions between them has a critical impact on the end result. Clear, primary
accountability under each of these tasks is important, however in practice it is often unclear
which entity is responsible. The analysis which follows suggests that there is a great
opportunity for all of these parties to work together more clearly and more efficiently, to
drive better outcomes.




TIME FOR
CHANGE
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Key Findings

A clear disconnect remains between consumers’ risk appetite and what plan sponsors and
trustees have in place currently. The solutions recommended by the asset managers in this
survey are more closely aligned with consumers’ risk appetite, suggesting there is
significant scope to increase the value being delivered.

A lower priced option should not be assumed to represent better value. There is a place in
the market for more dynamic strategies and during the difficult market conditions of the past
three years their performance has been generally superior to their traditional alternatives,
after accounting for fees.

Many asset managers believe investment consultants are an important linkage to the
consumers relying on default solutions, and recognise the critical role that they play in
defining the investment objective, monitoring manager performance, and influencing the
investment strategy as consumers approach and reach retirement.

The majority of asset managers feel they should be responsible for asset allocation, which
is perhaps the most critical driver of the value delivered to customers. This desire to take
control is backed by evidence that suggests when intermediaries decide to assign primary
responsibility for this aspect of design to the asset manager, the resulting performance
delivered is superior.

60% of asset managers responding to this survey believe they should have primary
responsibility for deciding the spread of assets, whereas in 70% of large DC plans today, it
is the investment consultant that has this responsibility. The area of asset allocation is one
where investment consultants and asset managers are in many cases in ‘co-opetition’. How
this commercial tension plays out over the coming years will have a significant impact on
the efficiency and transparency of the market for DC services.

It is in the interests of an efficient and competitive market that where intermediaries blend
different asset managers’ offerings, as often found in white-labelled funds, the performance track
record is made readily available on the same basis as that which asset managers are compelled
to comply with. Without this levelling of the playing field, it will be difficult to determine the value
delivered by different approaches to default design. Transparency is key, not only to inform the
debate, but also to ensure accountability to employers, trustees and consumers.

The market is growing quickly and this trend will continue. There is a transformational
opportunity for asset managers, intermediaries and platforms to work together to deliver a
significant improvement in the value delivered to consumers.

A Case for Change

DC default solutions in place today are not what asset managers
recommend nor are they in line with what consumers want.

Asset managers’ recommended asset allocations are consistently more diversified than the
solutions in place with plan sponsors and trustees today. Asset managers recommend
diversifying beyond the traditional asset classes of cash, bonds and equities, with an
increasing allocation to alternative assets, particularly property and commodities.

Asset managers are indicating that the equity-heavy ‘set and forget’ defaults which dominate
the workplace market today are not suitable for the plan members relying on them.

Furthermore, it may well be that the more dynamic asset allocation approach recommended
by many of the asset managers actually represents the type of portfolio that plan participants
actually think they currently have. When the widespread fixed asset default fund is explained
to the end customer, there is often incredulity that the managers of their plan are not
monitoring and continually ‘trimming the sails’ to match market conditions.

Figure 2: Average Asset Allocation Recommended by Respondents (Asset Managers) and
Consumed by Sponsors (FTSE-PensionDCisions DC Growth Index)

Recommended Consumed

- r

m Cash 7% m Cash 3%

= Bonds 20% = Bonds 8%
Equities 65% Equities 89%

= Property 1%

m Other 7%

Source: PensionDCisions.
Note: This increased diversification is despite three asset managers recommending 100%
equity index trackers.
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Terms and Conditions of Use

This document is licensed for the exclusive use of survey respondents / authorised
users, and may not be distributed to third parties.

The following Terms & Conditions apply:

PensionDCisions Limited licenses to the authorised user / respondent the
PensionDCisions 2010 UK Provider Default Survey in association with FT for sole
use by the employees of the authorised user / respondent DC default offering.

PensionDCisions does not permit the distribution of the PensionDCisions 2010 UK
Provider Default Survey in association with FT in whole or part to any person for any
purpose whatsoever other than as permitted by these Terms & Conditions.

Any reference to the PensionDCisions 2010 UK Provider Default Survey in
association with FT for any reason in work presented by the authorized
user / respondent internally or externally must be attributed and referenced to
PensionDCisions.

The use of the PensionDCisions logo and FT Trade Marks is not permitted without
the express permission of PensionDCisions / FT.

The license is offered on a non-refundable, non transferable basis.

PensionDCisions makes no representations or gives any warranty (expressed or
implied) in respect of this survey or the underlying data, and PensionDCisions
accepts no liability whatsoever including for consequential losses arising from any
errors or omissions in this survey or the underlying data.

The information contained in this survey does not constitute financial advice and
should not be relied on as such. Past performance is no guide to future returns. Any
decisions or action taken by you on the basis of information provided in this survey
are at your sole discretion and risk and PensionDCisions would urge you to seek
independent financial advice before proceeding with any investment.

This agreement will be terminated with immediate effect if the authorised user
commits to any material breach of the agreement which cannot be remedied to
PensionDCisions’ satisfaction within 30 days of written notice from PensionDCisions
or if the authorized user / respondent becomes insolvent.
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