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Introduction

The personal accounts delivery
authority (PADA) is consulting
on the most appropriate charg-
ing structure for personal ac-
counts when they are introduced
in 20121,

The consultation paper sets out
suggested criteria for judging
alternative charging structures,
and asks for views as to whether
any other criteria should be
used, and which criteria are the
most important.

This Briefing Note highlights the
types of charges being consid-
ered and the criteria used to
evaluate them, and highlights
the findings of previous PPI re-
search that are relevant to the
consultationz.
cluded that there is no single
charging structure that meets all
of the proposed criteria and that
trade-offs will have to be made.

Alternative charging structures
In March 2007 PPI (co-funded by
DWP, Standard Life and AE-
GON) published research that
evaluated 5 different charging
structures against the DWP
evaluation criteria (Chart 1):

- An Annual Management
Charge (AMC): Thisisa
charge made annually as a
proportion of an individual’s
funds under management.

A joining charge: A one-off
payment made by a member
on entry to the scheme. A
joining charge is likely to be
insufficient by itself to finance
personal accounts, so in the

Chart 1 :Alternative
charging structures

Annual Management
Charge (AMC)

Joining charge + AMC

Contribution charge

Contribution charge +
AMC

Annual flat fee
annually

A proportion of an individual’s funds under
management (e.g. 0.5%)

A one-off payment made on entry + an AMC

A proportion of each contribution made
(e.g. x% of all contributions)

A contribution charge + an AMC

A flat amount for all individuals, made
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The research con-

consultation paper it is com-
bined with an AMC.

A contribution charge: A pro-
portion of each contribution
made. In this paper, this is
taken to include contributions

made by the individual, the em-

ployer and by the state through
tax relief.
A combination of a contribu-

tion charge and an AMC: With

both elements of the charge
lower than if they were used
alone.

An annual
amount that is the same for all
individuals, made annually for
as long as the individual is a
member of the scheme,

The PADA consultation document
considers four different charging
structures— it does not consider
an annual flat fee on the basis that
it could produce large variation in
outcomes and completely erode
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flat fee: A flat

the whole of small
fundss.

PADA criteria

PADA have proposed three main
criteria for evaluating the possi-
ble charging structures:
Retirement outcomes for
members: judged in terms of
fairness within generations
and across generations
Participation: based on how
members will perceive the
charging structures; and
Sustainability: in terms of
providing a viable funding
solution that minimises
scheme costs and business
risks.

pension

These criteria are similar, but not
exactly the same, as those initially
proposed by the Department for
Work and Pensions (Chart 2)4.
Although the criteria cover most
of the same main areas, there are
some differences.

The PADA consultation does not
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consider incentives for the
scheme operator to maximise
fund value, as performance
management for fund manag-
ers need not be related to mem-
ber chargess.

Evaluation against the criteria
PPl analysis can be re-cast to
the evaluation criteria proposed
by PADA.

Participation

The key considerations for this
criteria are member percep-
tions, and simplicity.

PPI research highlighted that
an AMC would be readily com-
parable to existing pension
products. However, it may be
difficult for individuals to un-
derstand the impact of AMCs
on final pension funds.

A contribution charge has the
most consistent and transpar-
ent impact on the proportion of
fund value lost to charges,
while an annual flat fee may be
the easiest to understand in
terms of how much is being
paid each year.

Recent PADA research for the
consultation tested consumer
attitudes to different charging
structuresé. Overall the re-
search suggests that the con-
sumers questioned did not feel
that the charging structure
would be an important consid-
eration for them in determin-
ing whether they opted-out
from personal accounts or re-
mained in the scheme

However, those questioned did
express a preference for a sin-
gle type of charge rather than a

evaluation criteria
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combination charge, for simplicity
and transparency, and the idea of
a joining charge had the most
negative response, suggesting it
could lead to lower participation.

Sustainability

A pure AMC would raise very
little revenue in the short term,
until the size of funds under man-
agement has built up. This could
mean that the organisations fi-
nancing personal accounts may
have to borrow between £1.7 and
£4.5 billion to finance the costs of
setting up and administering per-
sonal accounts (Chart 3)7. In the
central scenario used in this pa-
per, the total amount of interest
paid on this debt could amount to
between £1 billion and £12 billion,
which may ultimately be passed
on to members.

The most effective way to reduce
borrowing requirements could be
to introduce a joining charge, so
that members pay an upfront fee
for taking out a personal account.

However, a contribution charge
and an annual flat fee could also
eliminate the need for borrowing
after 2015.

The financing analysis illustrates
how the final decision on the
structure of the charge for per-
sonal accounts could also affect
the level of the charge. For exam-
ple, the total cost of providing
personal accounts would initially
be much higher with a pure AMC
charge than with the other types
of charge due to the cost of debt.
If the only way to meet these
costs is through the charges, then
the charge would need to be
higher under an AMC system.

The financing analysis (and sum-
mary in Chart 5) does not cover
all sustainability risks.

- A contribution charge may be
susceptible to business risk, for
example if many accounts are
dormant (and so not receiving
contributions) revenue from
charges could fall.
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C h art 3: D I ffe re- nt C h arg I n g PENSIONSPOLICY INSTITUTE
structures require different
amounts of borrowing
Peak
amount of
borrowing Payback Cost of debt
(£ billion) period (£ billion)
AMC
£1.7t0£45 | 15to 28 years | £0.9t0£11.8
Joining charge +
AMC No borrowing required from 2012
Annual flat fee
£0.7t0 £0.8 | 2to 3years £0.1t0 £0.2
Contribution
charge £0.6 2 years £0to £0.1
Contribution
charge + AMC £0.9t0 £1.0 | 5to6years £0.1to £0.5

An AMC may be susceptible
to market risk. If investment
returns are bad, revenue
from charges could be re-

duced. duced alongside a flat fee, this

Combination charges tend to
overcome these issues by bal-
ancing one risk against another.

the whole of their saving to
charges, although this could be

could have a severe impact on peo-
ple with low earnings who contrib-
ute for a short period of time. If no
additional protection were intro-

could mean that some people lose

overcomes.

Another definition of ‘fairness’
is that everybody loses the same
proportion of their fund value
to charges, so that the amount
paid is lower for lower earners
and for people with short sav-
ing histories. Only a pure con-
tribution charge would meet
this test.

An AMC would mean that high
and low earners pay the same
proportion of the fund value to
charges, providing that they
have the same saving histories.
However, an AMC could affect
people differently depending on
when in life they save. People
who start saving in a personal
account early in life but then
stop saving, for example be-
cause they change job and are
auto-enrolled into an occupa-
tional pension scheme, could
pay proportionately more under
an AMC than people who begin
to save late in life.

Retirement outcomes

This criteria is linked strongly
to fairness—both across differ-
ent groups of people (for exam-
ple by gender, earnings level),
and across different generations
(for examples those in their 50s
in 2012, and those in their 20s).

early years

One definition of ‘fairness’ is x5 - Paybackperiod of 18 years

Chart 4. An AMC for personal
accounts would require
substantial borrowing in the

Projected cash flow for Personal Accounts, £ m, 2006 earnings
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that everybody pays the cost of
running their fund, with no P
cross-subsidy between mem-
bers. None of the charging

structures analysed fully meets e

this criteria. An annual flat fee :

may be the closest to satisfying sy

this definition of ‘fairness’. 2012 2317 2022 ini;

However, an annual flat fee
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Fairness across different genera-
tions is closely linked to sustain-
ability, and the different funding
requirements of different charg-
ing structure. Some structures
would raise significant amounts
of money straight away, while
others would take time to raise
money and so would need to rely
on large amounts of borrowing.

PADA have suggested that struc-
tures that repay borrowing
quickly allow the levels of
charges to fall more quickly, and
so reduce the burden on earlier
generations?®. On this basis, as an
AMC would take between 15 and
28 years to repay (Chart 4), it
would not be seen as fair. The
most fair would be the joining
fee, which requires no borrowing.

Across all criteria

No single charging structure per-
forms well against all of the crite-
ria, with most scoring well on
some but poorly on others (Chart
5). Under some criteria, such as
participation, the differences be-
tween the structures may be mi-
nor. Some criteria can be inter-
preted in a number of ways.

The criteria used are also interde-
pendent, so it is not easy to say
which criteria is the most impor-
tant. For example, if a structure is
to be sustainable, it should en-
courage participation, and par-
ticipation is likely to be encour-
aged by a structure that gives
good retirement outcomes.

Chart 5: No charging structure
meets all of the criteria
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Conclusions

The criteria proposed by PADA
in the consultation paper - par-
ticipation, sustainability and re-
tirement outcomes— are similar
to those proposed by DWP.

While participation in personal
accounts may not, to a signifi-
cant extent, be directly affected
by the final choice of charging
structure, simple and transpar-
ent single structures were pre-
ferred by consumers.

But it may not be possible to
separate the decision taken on
the charging structure com-
pletely from the resulting charg-
ing level, due to the different
amounts of borrowing needed
under different structures.

There are many possible defini-
tions of fairness in retirement

For more information on this topic, please contact
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outcomes, and no specific charg-
ing structure can meet all of
them. Some structures may lead
to lower charges in future, but
higher charges in the short term.

Overall, there is no single charg-
ing structure that performs well
against all of the criteria. The
proposed criteria are interde-
pendent, and hard to rank.
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