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This is the first of two Briefing
Notes looking at default strate-
gies. This Note looks at how
well the objectives of pension
schemes’ default investment
strategies meet the needs of their
memberships.

Objectives influence how assets
are managed and invested and
whether default investment strat-
egies are evaluated as delivering
value for money. Therefore, a
well-structured and transparent
approach to the process of setting
the default strategy objectives
will be a key driver in how De-
fined Contribution (DC) plans
deliver value for members over
the long term.

Introduction

A pension schemes’ default in-
vestment strategy is the way in
which members automatically
have their contributions invested,
unless they make an active in-
vestment choice from one or
more of the other funds offered
by the scheme.

The vast majority of pension
members generally, either as a
result of low engagement or
through an active choice, invest
in the default strategy (Figure 1).
With the advent of automatic en-
rolment, 9.8 million people have
been enrolled into a workplace
pension scheme (April 2018).1
Those automatically enrolled
generally have lower incomes,
lower engagement with personal
finances and less access to indi-
vidual financial advice than those
saving prior to automatic enrol-
ment. Those automatically en-

Figure 1: The majority of workplace pension
scheme members are in the default strategy

Proportion of members in default strategy by scheme type

Stakeholders

rolled are also more likely than
those saving prior to automatic
enrolment to remain in the de-
fault strategy.

Default strategies are often a

good option for many members

as they generally:

o Cost less,

eReduce the need for stake-
holders to tackle inertia,
eAvoid triggering the behav-
ioural biases that can lead to
poor investment decision
making when members are
left to their own devices.

However, default funds are not
always the best option for all
members as they are generally
designed to meet the needs of
the average member, and may
not meet the needs of members
who have different characteris-
tics from the average.

PPI Briefing Notes clarify topical issues in pensions policy.

This Briefing Note is primarily

focused on objective setting

but will also touch on:

eThe use of language around
default strategies

eBeliefs and constraints
(especially costs),

eHow these flow through to
default strategy design, and

eHow they can help support a
quantitative approach to as-
sessing value for money.

The language surrounding
default investment strategies
is often confusing

The language used by provid-
ers, market commentators and
regulators when talking about
the default investment strategy
can be confusing and, at times,
contradictory.

This Briefing Note discusses
the current use of language
about default investment strat-
egies, and defines a few key
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terms that will be used in the
Note going forward.

Default strategy vs. default fund
An “investment fund” is a prod-
uct generally managed by an in-
vestment manager which may
involve one or several asset clas-
ses and is generally designed to
deliver a particular return out-
come rather than aligning with
member needs. A default strate-
gy is an investment strategy de-
signed by or on behalf of the pro-
vider to meet the needs of its
members. Investment strategies
typically involve members mov-
ing between two or more
“investment funds” except typi-
cally in the case of target date
funds.

Default objectives vs. default
design

Providers are required to set ob-
jectives for their default invest-
ment strategy. However, some
providers report objectives as a
statement of how contributions
will be invested rather than the
underlying objectives; in reality a
statement of the “default de-
sign”.3

Default objectives (for example, a
risk/and or return objective) are
intended to inform the default
investment strategy. If the
“objectives” merely describe the
investment strategy, this implies
there are no over-arching mem-
ber outcome objectives which the
investment strategy is intended
to satisfy. To have a properly
constructed investment strategy,
it is necessary to have default ob-
jectives which describe the out-
come or outcomes that the in-

Figure 2: This Briefing Note uses the following

language and definitions

Objectives -

the investment outcome or outcomes that the default
strategy is aiming to achieve.

Beliefs and Constraints —
the principles which

underpin the
implementation of the
investment strategy to
meet its objectives:
-Asset class beliefs
-Responsible investment

requirements, and
-Cost constraints.

- e

Design -

the approach taken to the
selection of the individual
element of the investment
strategy:

-Asset allocation,

-Security selection
-Manager selection

-—

vestment strategy is aiming to
achieve.

An upfront clarification of lan-
guage could assist providers
(trustees and contract-based
providers) in their governance
process, particularly when set-
ting objectives and then imple-
menting an investment strategy
consistent with them (Figure 2).

Who sets the objectives of the
default strategy?
It is the responsibility of the
provider to set and regularly
review the objectives for the
default strategy.

In the case of a trust-based ar-
rangement this will be the trus-
tees.

In the case of a contract-based
arrangement this will be the
provider (typically an insurer)
as overseen by their Independ-

ent Governance Committee

(IGC).

Ideally, employers selecting a
pension arrangement will veri-
ty that the provider has ade-
quate processes in place to en-
sure the default strategy of-
fered to their members is ap-
propriate for them. However,
not all employers have the
ability or inclination to under-
take this assessment.

Legislation requires employers
to be consulted when setting
the investment objectives for
the default strategy for trust-
based arrangements, although
there are a range of easements
for multi-employer schemes.

How are the objectives of the de-
fault strategy typically set?
Default strategy objectives are
generally set with reference to
three main considerations:
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eRegulatory requirements and
guidance,

e A provider’s definition of value
for money,

eThe needs of the greatest num-
ber of members.

Consideration 1: Default strategy
objectives must adhere to regulato-
ry requirements

Defined Contribution (DC) pen-
sion schemes are regulated by

the Financial Conduct Authority

(FCA) (contract-based schemes)
or the Pensions Regulator (tPR)
(trust-based schemes) and are

legally obliged to consider rules

and guidance when implement-
ing their default strategy, for ex-
ample:

eThe FCA requires firms to pro-
vide products which perform as
customers have been led to ex-
pect and to provide clear infor-
mation about products before,
during and after the sale.

*TPR and FCA require that the
net returns delivered to members,
particularly in the default fund(s)
should be assessed in the context of
the investment objectives* (Figure
3).

eDWP requires trust-based
schemes to publish their default
strategy Statement of Invest-
ment Principles, including trus-
tees” assessment of the extent to
which the return on the default
arrangement is consistent with
its aims and objectives.

While many aspects of default
investment strategies are based
on the rules set down in regula-
tion, schemes independently de-
fine more detailed aspects of
member objectives, for example:

FCA

Contract-based

* Group personal pensions
* Stakeholder pensions

* Individual pensions

o Multi-employer schemes

they are dealing with firms
where the fair treatment of
customers is central
corporate culture.

identified consumer
and are targeted accordingly.

clear information and are kept
appropriately informed before,
during and after the point of
sale.
e Where consumers receive
advice, the advice is suitable
and takes account of their
circumstances.
Consumers are provided with
products that perform as firms
have led them to expect, and
the associated service is of an
acceptable standard and as
they have been led to expect.
Consumers  do not face
unreasonable post-sale barriers
imposed by firms to change

product, switch provider,
submit a claim or make a
complaint

4 Scheme type )

to the :

Products and services marketed -
and sold in the retail market are :
designed to meet the needs of :
groups :

Consumers are provided with

Figure 3: Providers must adhere to regulatory
requirements when designing default strategies

TPR

Trust-based

* Master trusts

e Employer run Defined
Contribution schemes

e Defined Benefit schemes

Guidance and
4 regulation )

» Consumers can be confident : Two relevant points from tPR's DC
. scheme guidance are
. below:

reproduced

e We expect trustee boards to
regularly take steps to engage with
members about the date they may
wish to take their benefits and any
preferences they have about how
to take their DC benefits, and to
consider any information provided
when determining investment
options to offer to members and
strategies for the scheme. This
includes considering matters such
as the likelihood of members
wishing to gain flexible access to
their benefits and preferences for
particular approaches to
investment (eg sustainable funds).
We recognise that the investment
needs of members will vary across
the membership profile and over
the lifetime of the membership. We
expect trustee boards to consider
the scheme's investment strategy
as a whole (not just the component
funds) and to take into account the
characteristics of different
segments of members, for example
by proximity to retirement or
likelihood of selecting a particular
retirement option

e What members should expect
from individual product per-
formance,

eWhich investment objectives
to focus on for a specific mem-
bership profile.

Consideration 2: Schemes have
differing definitions of value
for money

There is no consensus on how
best to measure value for mon-
ey,5 but most schemes recog-
nise that value for money in-
volves more than just total in-
vestment returns after charges.
Other scheme aspects also af-
fect outcomes from saving
such as:
¢ Administration/service - for
example, how long schemes
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take to switch members’ savings
between funds,

e Communications—for example,
whether scheme communica-
tions are able to help members
understand the fluctuating na-
ture of investments or how
much they might need to con-
tribute in order to achieve their
income targets,

eInvestment performance—the
level of volatility and returns.

However, providers, trustees and
IGCs generally consider two of
the most important aspects of
value for money to be investment
returns and charges of the default
strategy. Therefore, many pro-
viders set targets for returns and
charges.¢

Many providers set an invest-
ment return target

A range of approaches are used
to set investment return targets.
Some providers set an invest-
ment return target of “inflation
plus X%”, for example CPI +
3%,7 or just target a return above
inflation without setting a per-
centage.8 Investment return tar-
gets tend to change with the
economy and, for some schemes,
the target will change frequently
as a result of market analysis re-
garding likely volatility and in-
vestment returns. Target returns
may be intended as long-term
averages, rather than year-to-
year goals.?

Investment returns do not neces-
sarily always reflect targets, and
records of how well schemes
meet target returns are not usual-
ly readily available. Therefore it
may be hard for employers or

members to assess how well
scheme investments deliver tar-
get returns.

Where records do exist, they
often do not reflect the stated
targets suggesting they may not
be actual targets, but rather
long-term expectations.

If investments are not being
managed to deliver the set re-
turn targets, this makes evalua-
tion of value for money and
performance more difficult.

Setting a return target on its
own will not necessarily meet
regulator expectations of set-
ting and reviewing a default
investment strategy unless
there is also evidence of how
well returns meet the targets.

Some alternative approaches to

setting return targets are:

eSeek to maximise the return
for a given level of risk taken
(risk budgeting)

e Compare returns against those
achieved by similar schemes
offered by other providers,
(peer comparison),

e Compare returns against those
achieved by other savings and
investment products across
the market (for example, a
combination of simple pas-
sive, index, strategies that
have a similar short-term risk
profile), (market benchmark-
ing).10

Some providers use a combi-
nation of approaches to setting
investment targets

All target approaches have ad-
vantages and disadvantage and
therefore some providers use a

combination of short, medium

and long-term targets. For ex-

ample one approach is to:

eProvide an investible man-
date for an independent de-
fault investment strategy
manager to implement, for
example, either an income in
retirement or a cash lump
sum,

eMonitor whether the long-
term performance outcome
target is on track by sampling
members of different ages,

eMonitor the medium-term
performance expectations rel-
ative to an inflation + X target
which can aid member plan-
ning by indicating expected
returns and growth,

eMonitor the short-term per-
formance of the default strate-
gy relative to a simple market
benchmark (for example, an
ISA) with short-term risk ca-
pacity.

Clearly set out metrics for

monitoring performance make

it easier for trustees and IGCs

to:

eProvide an independent man-
date (goals and aims) for the
default investment strategy,

eMonitor the short term in-
vestment performance of
their default investment strat-
egy manager,

eCommunicate the expected
investment performance of
the default strategy to mem-
bers and monitor the long-
term likelihood that they will
achieve it.

Some schemes set short-term
maximum charge targets as
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part of value for
measures

As with investment returns,
scheme charge targets vary. An-
nual Management Charges
(AMC) for default funds in auto-
matic enrolment schemes are cur-
rently capped at 0.75%. Master
trust scheme members tend
mainly to contain automatically
enrolled members, 99.7% of

whom stay in the default fund.!!

money

The way in which the charges
specific to the management of the
default strategy are set is not al-
ways made clear to employers
and members. Generally, within
employer-run trust-based plans,
there is a clearly communicated
charge target for the default strat-
egy, with the other costs of man-
aging the scheme covered sepa-
rately by the employer.

There are issues with the trans-
parency of costs and charges in
contract-based and master trust
schemes

Contract-based schemes (such as
Group Personal Pensions) and
master trusts, typically levy an
overall charge, a percentage of
members’ investments, to cover
all services provided.

These charges are often paid di-
rectly to the investment manager,
who then provides a rebate to the
provider to cover administration,
governance and communications
costs. In some cases there is a
commercial link between the pro-
vider and the underlying service
providers to the scheme.

This payment chain makes it
harder to provide a clear break-
down of how costs and charges

are used to fund specific ser-
vices, and in most cases this
breakdown is not readily avail-
able to employers or members.

Some employer-run trust-
based schemes also face diffi-
culties with transparency
Some employer-run trust-based
schemes also struggle with
transparency as a result of us-
ing “bundled services” from a
single agency who manages all
the scheme’s administration
and investment services. In
these cases it is often difficult to
obtain a clear breakdown of
how the costs and charges are
used.

A further potential barrier to
transparency in relation to em-
ployer-run schemes, is that
trustees are often responsible
for setting the objectives, but
also making the key investment
strategy decisions and review-
ing them in order to assess val-
ue for money. This puts trus-
tees in the difficult position of
reviewing their own decisions,
rather than having their deci-
sions reviewed by an independ-
ent external body.

This low level of transparency
makes a granular verification of
value for money by members
and employers difficult. There-
fore, it can be difficult for these
bodjies to hold providers to ac-
count if they are not providing
value for money. The FCA is
working towards a requirement
for asset managers to provide a
full cost breakdown (or esti-
mate) to providers.12

Transparency would be aided
by more clarity on which costs
are being paid to whom
One of the problems with com-
plex payment chains and bun-
dled services is that it becomes
difficult for an external agency
to understand how much is
being paid to any particular
entity and what services the
payments cover. For cost
breakdowns to be transparent,
a split would need to be pro-
vided, not just of what costs
cover, but of how much money
is paid by members to:
e The provider,
¢Organisations which the pro-
vider has an underlying com-
mercial relationship,
eIndependent third-party or-
ganisations (Figure 4).

However, at the moment these
breakdowns are not made clear
which makes assessment of
value for money difficult.

In order to properly assess
value for money, default in-
vestment strategy costs would
need to be fully transparent
In order for IGCs, trustees, em-
ployers and members to be
able to assess the value for
money of their scheme’s de-
fault strategies, they will need
to know the answers to the fol-
lowing questions:

e How much: What are the cur-
rent investment costs [of /
associated with] the default
investment strategy?

e Affordability: What is the
maximum budget available to
the trustees or insurer to
spend ?
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e Responsibility: Who has set this
budget?

e Best execution: Has the provider
implemented this strategy as
cost effectively as possible?

eBest net outcome: If members
paid more in charges on aver-
age, would they achieve a better
overall service from their pro-
vider and/or return from their
investments?

Charges may cover
many different costs

Percentage

Transparency would also be aid-
ed by providers clearly setting
out the approach they have tak-
en to setting the objectives for
the default strategy and provid- . . .

ing an investment mandate im- IAdmlnlstrathnI ‘COmmunication ||

plemented them in a way which

can be independently assessed ‘ | I

: nvestment S
over time. a|eS and
This would require objectives, distribution
beliefs and constraints to be Exte rnal
available in a form that would
enable an independent body governa,nce ‘ RegUIatory
monitor performance via verifi- and adV|Se rs

able benchmarks.

Many providers do measure val-

ue for money internally through
a matrix to provide detail on the quanti- to fit the needs of a vast major-

As well as setting investment re- tative measures underlying ity of members rather than just

turn and charge targets, provid- each indicator, for example, the average member.

ers and IGCs often use a matrix how fair costs are defined and

of benefits and services to judge judged.

whether schemes are providing

value for money to members, for

example:

e Regular reviews,

e Proportionate charges for ser-
vices received,

e Investment performance.

The most typical approach pro-
viders take to this challenge is
Alongside assessing value for to set the default strategy ob-
money, IGCs oversee scheme’s jectives to suit a person who
investment management and meets the average, among its
undertake regular reviews of membership, of a combination
how managers are performing.  of characteristics:

Known data:

¢ Current fund value

Consideration 3: Default strat-

egy objectives are generally o
Each indicator on the matrix iS get to meet the needs of the ©Current contribution level/

graded with, for example, a num- greatest number of members earnings
ber or traffic light system to de- One of the challenges facing e Age
termine how schemes perform. providers is how to set the ob-

These matrices could be extended jectives of the default strategy
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e Current post-retirement market < . PENSIONS POLICY INSTITUTE
P ~ | Figure 5: o
products and regulatory envi- .
ronment Bluesky Pension Scheme
ASSL{I’TZP tions (01’ further known da- Default Investment Strategy Approach
ta):
. . Input Analysi D t Impl t
eHow people might use their e e Investme::‘;:::te mpemen
savings in retirement _ Risk and retur profile Strategy Manager
. .. Plan Estimate Establl_sh Constraints and beliefs
eBehavioural characteristics/ Data Best Fit

risk tolerance
eOther forms of retirement sav-

ings
An alternative approach utilised
by some providers is to identify
what the long-term objectives
(such as a secure income stream
or flexible drawdown) for each
individual member might be.
The long-term objectives are
identified by using data on be-
haviour, risk profile, age and pot
size to determine how members
are most likely to access savings
in retirement.

This approach then utilises this
data to construct objectives for
the default strategy based on an
assessment of the most likely be-
haviour of members when they
come to access their pension sav-
ings.

Whilst conceptually this is simi-
lar to the first approach, it does
have some differences. The anal-
ysis of how members might ac-
cess and use their pension sav-
ings helps to position the objec-
tives such that it is designed to be
good for a vast majority of mem-
bers rather than just the specific
needs of the average member. It
also more precisely identifies the
characteristics of members for
whom the default is not a good
fit, because they are likely to use
their pension savings in a differ-

Each

Individual Ol

Obi

Member’s J]
L by Age

Objectives Cohort

has and will deliver value for money on their behalf

Their current default strategy manager (responsible for analysis, documentation and management of the default strategy) is
AllianceBernstein and independent adviser (responsible for oversight) is Dean Wetton Advisory

Investment Benchmarks

Trustees with their independent adviser oversee alignment of strategy with member needs and whether it both

Value for Money

Short-term: Market related Monitoring
Medium-term: CPI+ expectation
Long-term: Member outcomes
Engagement
Strategy

ent way from the majority of
members, and allows explora-
tion of whether a focused en-
gagement plan is needed for
these members, or a different
default strategy.

Figure 5 shows how one pro-
vider goes about setting the de-
fault strategy objectives with
this approach in mind.

It is difficult to set default
strategy objectives which will
be appropriate for the entire
membership of a scheme
Unfortunately, by their nature,
default strategies cannot cater
to the diverse needs of the en-
tire membership of a pension
scheme.

There will always be members
in a scheme who have quite dif-
ferent needs to that which the
default strategy objectives are
set. One of the challenges fac-
ing providers is to identify
those who are not catered for

by the default strategy and
support them to make different
investment choices. The ma-
jority of those automatically
enrolled are relatively passive
in regards to financial decision
-making and might require in-
tervention in order to make an
active investment choice.

Default strategy objective set-
ting would benefit from ac-
cess to more detailed infor-
mation

Providers do not generally
have access to all the infor-
mation they would need in or-
der to fully understand their
membership. While most pro-
viders have access to infor-
mation on earnings, contribu-
tions, age, selected retirement
date (although this in itself is
often a highly unreliable data
item) setting the default strate-
gy objectives would benefit
from access to the following
member information:
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¢ Job role, education and engage-
ment levels

e Future spending needs

¢ Other forms of savings and as-
sets

Some providers have developed
heuristic (rule of thumb) based
assumptions that, averaged
across the entire membership,
can inform the default strategy
objectives. However, when using
this approach, care should be tak-
en to ensure that rules of thumb
are not over-relied on to predict
member behaviour at the indi-
vidual level.

Default strategy objectives will
need to evolve as members’
needs change

In order to remain appropriate
for both current and future mem-
bers, and best deliver value for
money, default strategy objec-
tives will need to evolve over
time as member needs, the retire-
ment market, and regulation
evolves.

Evolution within the market gen-
erally occurs as a result of regula-
tory change or consumer de-
mand. However, the market may
need to be able to continue
adapting without the need for
consumer engagement, as a new
generation of savers with lower
financial capability on average
has been brought into pension
saving as a result of automatic
enrolment.

Some providers are still review-
ing their default strategies in re-
sponse to freedom and choice,
despite member needs changing
from the 2015 policy implementa-
tion, after which many began to

access pension savings more
flexibly, were less likely to buy
an annuity with DC savings
and more likely to enter draw-
down or take lump sums.
These changes affect the risk
profiles of members leading up
to and in retirement and could
necessitate changes to pension
investment strategies.

One barrier to faster adaption
by providers is the fear of the
potential legal ramifications of
changing a strategy after peo-
ple have signed their initial
pension contracts. Whilst this
should principally be an issue
for contract based schemes
there are a number of Trust
based schemes that operate dif-
ferent default arrangements for
different membership cohorts
for similar reasons.

Another barrier is that there are
administrative and investment-
related difficulties associated
with transferring a member’s
savings from one type of de-
fault pathway to another.

Conclusions
Providers are required to set
objectives for their schemes’
default investment strategies.
However there are several bar-
riers preventing these objec-
tives always being set in a clear
way which provides members
and their representatives suffi-
cient information to hold pro-
viders to account and assess
value for money. Some of these
barriers are listed below:
e The language used by provid-
ers, market commentators and
regulators when talking about

the default investment strate-
gy can be confusing and, at
times, contradictory.

eDefault investment strategy
objectives are often unclear,
make no reference as to how
they align with members
needs and are often set out as
investment return objectives
rather than overall default
strategy. This can make it
difficult to design an invest-
ment strategy as there is no
over-arching member out-
come objective to follow. A
lack of clear objectives also
makes it more difficult for
external bodies to hold pro-
viders to account as there is
no clear objective to measure
performance against.

eInvestment returns do not
necessarily always reflect tar-
gets, and records of how well
schemes meet target returns
are not usually readily availa-
ble. Therefore it may be hard
for employers or members to
assess how well scheme in-
vestments deliver target re-
turns.

oIt is often difficult to dis-
aggregate costs and charges
from the complex payment
chains and bundled services
used by providers making it
difficult for external agencies
to understand how much is
being paid to any particular
entity and what services the
payments cover.

*One of the challenges facing
providers is how to set the
objectives of the default strat-
egy to fit the needs of the
greatest number of members.
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e A lack of clear metrics against
which the past and future per-
formance of the default strategy
should be assessed, and how
these align with the overall ob-
jectives of the default strategy
make value for money assess-
ments either by trustees and
IGCs as well as employers and
their members very difficult.

Overcoming these barriers would
help default investment objectives to
be more transparent and potentially
better meet the needs of a greater
number of members. Some potential
ways in which these barriers could
be overcome are:

e An upfront clarification of lan-
guage by providers (trustees
and contract-based providers)
could assist them in their gov-
ernance process, particularly
when constructing objectives
and the designing default in-
vestment strategy.

e All approaches to setting an in-
vestment return target have ad-
vantages and disadvantages.
Using a combination of short,
medium and long-term targets
could help overcome some of
the disadvantages.

eFor cost breakdowns to be
transparent, a split would need
to be provided, not just of what
costs cover, but of how much
money is paid by members to:

* The provider,

* Organisations which the pro-
vider has an underlying com-
mercial relationship,

* Independent third-party or-
ganisations.

e Transparency would also be
aided by providers clearly set-
ting out the approach they
have taken to setting the ob-
jectives for the default strategy
and providing an investment
mandate implemented them
in a way which can be inde-
pendently assessed over time.
This would require objectives,
beliefs and constraints to be
available in a form that would
enable an independent body
to monitor performance via
verifiable benchmarks.

*One way of attempting to de-
sign default strategy objec-
tives to suit the greatest num-
ber of scheme members is to
determine what long-term
outcomes would be suitable
for members and then design
around the outcomes which
are suitable for the greatest
number of members. This ap-
proach may also make it easi-
er to identify members not
covered by the default strate-
gy and enable exploration of
whether an engagement pro-
gramme would assist or the
creation of alternative default
strategies.
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duction of this Briefing Note.
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