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" Main messages

* the shift towards DC has become an economic reality
across Europe

 many criticisms of DC schemes are unfounded
« investment risk in DC schemes can be managed

« DC schemes are long-term savings plans
— cost of guarantees
— risk—return spectrum

« DC schemes can be structured to deliver best-practice
governance and cost-efficient pensions
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o the shift to DC
 DC risks and advantages: addressing misperceptions

« DC scheme design
— investment framework
— governance
— individual choice
— costs
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-\ ... The shift towards DC is an
" economic reality

e across Europe

e emerging structures involve a complex set of allocations
of risks and responsibilities

» lack of consistent definitions and comprehensive data

« simple DB or DC distinction is often not helpful for policy and
strategic considerations

Spectrum
‘Pure’ DB Average Various DC with Outcome- Pure’ DC
(final salary) salary DB hybrids guarantees oriented DC
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2" DB versus DC
— Differences in contribution rates

50%7
Employer contribution rates to
40%| ®pc ©DB DB and DC schemes in the UK
30%

20%7

10%

LILO A

Other <4% 4-8% 8-10% 10-12% 12-15% 15-20% >20% No response

0%~

Oxera
IAPF Annual DC Conference : 1st May 2008

Source: Government Actuary’s Department (2006), ‘Occupational Pension schemes 2005’, 13th survey
by the Government Actuary.

Pension provision is not a free lunch
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A Risks and risk allocation
pc €0
/ Final salary DB ‘Pure’ DC
Investment risk Borne by sponsor Borne by member
Longevity risk Borne by sponsor Borne by member (including annuity

conversion risk)

Wage path risk Borne by member Risk reduced because contributions
based on lifetime earnings

Job tenure risk Borne by member Risk reduced due to greater
portability of DC pensions

Employer default Borne by member (unless pension No risk to member (except where
risk guarantee scheme, where risk pension plan assets are invested
shifted to third party) in employer stock)

Risks of DB schemes are often underestimated
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 individual control
e choice and flexibility
o portability

 DC advantages are supported in the academic literature
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Governance
Decision-making
responsibility

Oversight
Transparency
Asset protection
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e DC scheme design

D

Investment

Menu of options (risk profiles, lifestyling)
Guarantees available, but costly
Diversification, prudent-person rules

Choice
Flexible to suit
individual needs

Framework to
facilitate choice

Costs
Economies of scale in administration,
fund management and distribution

Cost efficiencies through collective
provision

IAPF Annual DC Conference : 1st May 2008




L 2 5apt .
2 .. Investment of pension assets

Quantitative risk—return analysis shows
« trade-off between risk and return
e minimum return guarantees are not a ‘free lunch’

e investing in equity can deliver higher returns at
comparatively low risk given the long investment horizon

 restrictive investment regulation is costly
— Dbenefits of prudent-person rules
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b %008 Pension investment (1)
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‘9 Simulations of impact on retirement wealth (40 years)

Percentile 100% bonds 100% equity Lifestyle
10th 37,102 56,968 52,684
25th 46,772 85,376 71,781
50th (median) 62,309 139,465 106,435
75th 83,769 237,538 163,965
90th 112,336 402,236 249,178

Notes: Simulations for 10,000 individual accounts, based on historical risk—return parameters for real government
bonds and equity for the UK (obtained from Barclays Equity Gilt Study 2006). The individual contributes 5% of annual
salary, from age 25 to 65. Salary starts at €20,000, growing at a rate of 2% (real). Lifestyle portfolio starts with 90%
equity but is switched to 30% equity at age 55. Management fee is 1%.

Source: Oxera modelling.

Oxera investment in equity delivered significantly higher pension wealth on average

IAPF Annual DC Conference : 1st May 2008




| Pension investment (I1)
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i DCQSS?QRE““E Simulations of impact on retirement wealth (40 years)
6%
Bonds = Equity == Lifestyle
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3 off with equities is very low
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Pension wealth (€'000s)
Oxera Notes: Based on assumptions described in previous slide.

Source: Oxera modelling.
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P Pension investment (l1)
/ Simulations of impact on retirement wealth (20 years)
Percentile 100% bonds 100% equity Lifestyle
10th 16,155 18,915 18,462
25th 19,233 24,964 22,383
50th (median) 23,669 34,573 28,255

Notes: Assumptions as in previous slides, but time horizon for pension accumulation is shortened from 40 to 20
years.

Source: Oxera modelling.

« compared with investing in bonds, equity delivered higher returns at a low probability
of a worse outcome, given the long time horizon for pension investment
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« DC plans are long-term savings vehicles that do not inherently
have to contain an insurance element

Extension in the DC product range

DC with guarantees = Outcome-oriented DC ‘Pure’ DC

?

insurance element

Investment solutions:
- lifestyle funds
- target-outcome funds

- structured products
XEra - diversified funds, etc
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: ... Governance of DC schemes
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DC schemes can achieve best-practice governance

« framework to ensure safeguarding and investment of pension
assets in the best interests of scheme members

— clear allocation of decision-making responsibilities
— oversight of investment and administration functions
— asset protection

— transparency and disclosure

» different solutions depending on specific scheme structure
and wider institutional setting

— trustee or similar body
- — supervisory framework for pension providers
Ooxera — product requirements (eg, UCITS standards)
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A ... Facilitating individual choice
g

1. pre-selection of fund range, packaged solutions

— PERCO members in France choose between 5 and 10 funds,
on average

— governing bodies of Dutch pension funds pre-select around
5-6 funds (for DC part of funds)

— UK trustees often limit choice to fewer than ten funds

2. default option(s)
— lifestyle fund must be default for UK stakeholder pensions

— individual account system in Sweden offers choice of around 700
funds, with a centrally managed, diversified fund as default

- Solutions complement information, advice and
Oxera programmes to enhance financial capability
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2o Cost efficiencies through
— collective provision

» collective arrangements at employer or industry level generate
economies of scale, mainly in distribution

— additional economies in administration and fund management

* despite collective character, occupational pensions can
be largely individualised

— fund options, individually tailored solutions

« structures are emerging that provide occupational and personal
pensions in DC form

— cost efficiencies through joint provision of second- and
third-pillar products
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o Summary
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1. the shift to DC is an economic reality across Europe

DC risks are often overestimated and the advantages
underestimated

3. DC schemes are long-term savings vehicles that do not
iInherently have to contain an insurance element

4. investment risk can be managed

5. DC schemes can be structured to deliver best-practice
governance

6. solutions exist to facilitate individual choice

7. cost efficiencies can be achieved by offering individual

Oxera

accounts on a collective basis
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e« Contact:

 Dr Leonie Bell

« +32 (0) 2535 7808
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Registered offices at Park Central, 40/41 Park End Street, Oxford, OX1 1JD, UK, and Stephanie Square
Centre, Avenue Louise 65, Box 11, 1050 Brussels, Belgium. Although every effort has been made to
ensure the accuracy of the material and the integrity of the analysis presented herein, the Company
accepts no liability for any actions taken on the basis of its contents.

Oxera Consulting Ltd is not licensed in the conduct of investment business as defined in the Financial
Services and Markets Act 2000. Anyone considering a specific investment should consult their own
broker or other investment adviser. The Company accepts no liability for any specific investment
decision, which must be at the investor’s own risk.

© Oxera, 2008. All rights reserved. Except for the quotation of short passages for the purposes of
criticism or review, no part may be used or reproduced without permission.

IAPF Annual DC Conference : 1st May 2008




* -_’.ia?;‘

Questions
&

ANnswers
il

IAPF Annual DC Conference : 1st May 2008 www.iapf.ie



	

