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 EXECUTIVE SUMMARY 

DWP commissioned CRA International to assist with the review of the recommendations 
from the Pensions Commission.  The Pensions Commission set out proposals to 
introduce a National Pension Saving Scheme (NPSS) as a new form of pension saving.  
In response to this the existing pensions industry proposed an alternative approach for 
personal accounts.  The key differences between the models are set out in Table 1 below. 

Table 1: Comparison of models 

 NPSS Industry model  

Administrator / provider of 
customer services  

One provider branded as NPSS A number of different branded 
providers  

Fund choice A number of different funds covering 
different asset types branded as 

provided by the NPSS 

A number of different funds covering 
different asset types from the 

(private sector) branded provider  

Source: CRA International 

There are a number of objectives for personal accounts outlined in the White Paper in 
May 2006 including:1  

• to increase pension provision in parts of the market where there is currently 
insufficient provision; 

• to significantly reduce administrative costs, thereby significantly increasing the 
returns to pension saving; 

• to encourage personal responsibility in a model that is fair, affordable, simple and 
sustainable. 

The aim of this project is to assess the different models in terms of their impact on 
competition.  “Branded choice in personal accounts” by CRA International, which is 
published alongside this, should also be read in connection with the report. 

Below we set out the key conclusions regarding various elements of the personal 
accounts market. 

Centralised clearing house 

A key difference for the personal accounts market compared to today is the introduction 
of a centralised clearing house.  This results in a single organisation being responsible for 
the co-ordination of payments.  

                                                 

1  Security in retirement: towards a new pensions system, DWP, May 2006. 
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1. A centralised clearing house directly addresses one of the causes of market failure 

in pensions for the target market.  By reducing persistency problems and exploiting 
economies of scale in payment administration, this should lower the cost of pension 
provision and increase the population of consumers for whom it is economic to 
provide pensions.   

2. There is no loss from removing differentiated payment services, and the existing 
industry has not argued that their proprietary payments systems would be better 
than using a centralised system.   

3. Competitive restraint on costs within a single clearing house can be imposed 
through the use of service providers and the choice of whether to use multiple 
service providers or a sole service provider is a trade-off between the extent and 
benefits of economies of scale compared to issues of operational risk. 

4. As soon as a centralised clearing house is introduced, the link between pension 
providers and employers is broken in the personal accounts market.  In the case of 
the NPSS, there is only one provider and hence the employer has no role in 
selecting it.  In the case of the industry model, if employers play any role in the 
choice of provider then this link is broken because over time, employers will have 
employees with personal accounts with a range of different private providers.  
However, there is no loss from breaking the link between employers and pension 
providers in the target market (since there is no link to break as they are currently 
unserved). 

Centralised customer administration 

The main difference between the industry model and the NPSS model is that in the 
industry model customer administration (customer information and customer services) is 
undertaken by multiple private providers whereas in the NPSS model it is done by a 
single centralised body – the NPSS itself. 

5. The justification for centralising customer administration is very weak since there is 
no apparent market failure in existing provision by private providers. 

6. There is no evidence suggesting that economies of scale continue to the extent of 
needing a single provider of these services and unlike with the centralisation of 
payment services, there is no counterbalancing additional benefit similar to the 
persistency gains at job change. 

7. There is a potential risk that if consumers are unable to switch to a better provider 
in the face of poor services, they may opt out of the personal accounts market 
altogether. 

8. There is no evidence that synergies would be lost from vertical integration if 
customer services are not provided by the same institution that provides payment 
services, although there would be minimal damage from a loss in variety (since this 
is limited). 
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The default 

In a world in which there is auto-enrolment, consideration has to be given to the process 
when an individual does not make an active choice regarding the investment of their 
contributions.     

9. The reduction in competitive forces imposed by consumers due to using a default 
fund is likely to be small.  This is because a large proportion of the target market is 
highly unlikely to impose competitive restraint in any model.  Instead, competition to 
be a default provider would bring significantly more benefits.  

10. In the industry model, there is a range of possibilities as to how default customers 
should be allocated to providers.  Relying on employers to make active choices 
does not provide a long-term workable method for allocating consumers to a 
default provider for the reasons set out in Point 4 above.  

11. Allocating default customers on the basis of decisions made by active consumers is 
theoretically attractive but as active consumers are likely to be different to passive 
consumers and the active market may be small relative to the passive market, this 
may distort rather than improve competition.  

12. Using a carousel of providers runs the political risk that default individuals receive 
differential returns purely on the basis of chance (although these differences may 
be very small if passive investment strategies are adopted). 

13. The final alternative is to have a single NPSS branded option in either the industry 
model or the NPSS model.  The difference between the industry model with a 
single default provider and the NPSS is then focused on who holds the customer 
information for those customers who do make a choice (various different providers 
in the industry model or the NPSS) and the costs incurred of setting up a new 
NPSS. 

Limited panel 

One suggestion that has been made is that the choices offered in personal accounts 
should be restricted.  

14. There is a strong case based on academic literature and experience in the UK that 
a limited panel would be required to encourage active participation in the market in 
order to overcome problems of being faced with too much choice. 

15. Competition for a limited panel is a reasonable substitute for competition in an 
unrestricted market, suggesting that such a restriction would not be damaging. 

16. Given that existing pension consumers prefer to have a choice of providers and 
seem to make more active choices when faced with providers than when faced with 
choices over funds, then if the goal is to encourage personal responsibility through 
active choices, consumers should be offered a choice of providers. 
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17. There are unlikely to be losses of competition over time and product innovation in 

the personal accounts market since such dynamism as there is can arise outside 
the personal accounts market and be brought into the personal accounts market as 
and when is necessary through a rotation of the limited panel. 

18. Consumers will face less disruption from any rotation of a panel if this does not 
require a transfer of customer account information or if any rotation does not impact 
consumer facing brands, suggesting that panel rotation is less disruptive in the 
NPSS than in the industry model. 

19. There is a (probably small) group of consumers who may require a choice to meet 
unusual requirements.  Whether these choices can be offered on a limited panel 
depends upon the number of different requirements that need to be met.  Since 
including them on the panel may cause confusion for other consumers, if the 
number of additional funds is large, options may need to be provided outside the 
panel.  

Price constraints 

Given that consumers are auto-enrolled into the personal accounts market and that many 
of the target consumers are unlikely to actively search the market for the best value 
product, it is possible that some form of price constraint will be used in the personal 
accounts market.   

20. If price caps are to be used, they should only apply in parts of the market where 
consumers do not make active decisions i.e. on the default fund.  If there is an 
open market in either model, consumers who make a choice would be making 
active decisions and should take responsibility for them. 

21. Where there is an open market of providers, Government would be responsible for 
setting the price caps with the associated risks of getting it wrong. 

22. Where choices are restricted, these prices could come from an auction mechanism 
which brings a risk of winners’ curse in which providers offer a price which in fact 
turns out to be too low (and hence unprofitable for the provider). 

23. Where there is a limited panel, there is also the risk that consumers believe that all 
of the options that are on a restricted panel have been approved by Government 
and hence there is a risk that consumers do not pay sufficient attention to the price 
that they would face from the alternative options on the panel.  This might therefore 
require additional pricing constraints for non-default funds.  

Interaction be ween personal accoun s and o her marke s  t t t t

The introduction of the personal account market could potentially affect the provision of 
existing pension products (including individual and employer sponsored pensions), other 
savings products and the provision of advice.  

                                                                                                                                                 4
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24. The way that exempt alternative pension schemes are defined will have a 

substantial impact on the proportion of pension schemes outside the personal 
accounts market and may lead to the personal accounts market expanding into 
areas that existing provision would previously have served. 

25. The price cap should not apply to exempt group schemes beyond the personal 
accounts market.  Where employers are already making contributions to a group 
scheme, they are doing so as this is a valuable tool in the labour market.  To this 
end we can expect these employers to act as an intelligent consumer for their 
employees and they should be free to do so (perhaps even buying pensions 
offering superior services for a high price).  These employers are outside the target 
market.    

26. There is a risk of levelling down by employers as the contribution rates used in 
auto-enrolment become a focal point. However, this risk is the same in both 
models.  

27. To the extent that exempt schemes remain, the financial advice market will be 
insulated from the introduction of personal accounts.  However, if personal 
accounts impact outside the target market and since personal accounts may partly 
substitute for other forms of savings, there is likely to be a reduction in the market 
for advice. 

Comparison of the models 

DWP has asked CRA to compare the position for three different models.  Unsurprisingly 
the choice of model depends on the objectives we are trying to meet.  This can be 
summarised as follows and in Table 2. 

An “unrestricted industry model” retains the use of private providers in customer 
information and preserves competition over time.  However, it leaves consumers facing 
an array of brands implying that many of them would end up in the default fund and it 
does not immediately exploit economies of scale in asset management.  If a price cap is 
to be used, Government would need to set it.   

A “restricted industry model” would be the favoured model if reducing the problem of too 
much choice whilst preserving the ability of consumers to choose a provider for 
administering the personal account were the aims.  Although this would lead to the lowest 
number of inactive consumers, many will still end up in a default fund.  Furthermore, 
consumers may be confused through any changes in brands when the panel is rotated.  
Economies of scale in asset management can be exploited (depending on the size of the 
panel).     

The NPSS would be the favoured model if focussing consumers on a small number of 
asset allocation decisions was the greatest concern.  This is likely to lead to a large 
number of people in the default fund; although decisions by those who do choose would 
make a tangible difference to their expected returns.  Consumers will not face confusion 
from a change in brands when providers underlying the funds are rotated. However, 
frustration with a single pension administrator could result in consumers opting out of the 
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personal account market altogether.  This model would also help to ensure separated 
markets between the personal account market and the existing occupational market. 

Table 2: Summary position 

 Unrestricted industry 
model 

Restricted industry 
model 

NPSS 

Improvement of a 
market failure in 
payment services 

Yes Yes Yes 

Improvement of a 
market failure by 
centralising customer 
administration 

Retains choice of 
private providers 

Retains choice of 
private providers 

Unnecessary 
centralised provision as 

there is no market 
failure 

Deals with problem of 
too much choice and 
information 

No – consumers still 
face large numbers of 

choices 

Yes – consumers face 
small number of 

choices 

Yes – consumers face 
small number of 

choices 

Exploits economies of 
scale in asset 
management 

No – multiple providers 
would lead to small 

funds 

Yes – size of panel 
determines size of 

funds  

Yes – size of panel 
determines size of 

funds 

Preserving ongoing 
competition through the 
rotation of a panel 

Not required as no 
panel 

Consumers observe 
changes in providers 

Consumers do not 
observe change in 
asset managers 

Encouraging active 
choice  

Consumers choose 
provider brands, but 
with no restriction in 

providers more 
consumers would be 
expected to end up in 

default funds 

Consumers choose 
across a limited 

number of provider 
brands.  This would 
likely lead to more 

people making a choice 
of provider, but many of 
these would end up in 

providers’ default funds 

Consumers choose 
across a limited 

number of asset types 
leading to more people 

making a choice of 
assets than otherwise 

which would make 
tangible (positive and 

negative) differences to 
consumers.  The 

absence of provider 
choice could increase 

opt out 

Method of establishing 
any price cap 

Set by Government Identified through an 
auction process 

Identified through an 
auction process 

Impact of the existing 
group market 

Concern because 
brands in the personal 
accounts market are 
the same as those 

outside hence hard to 
differentiate the two 

markets 

Concern because 
some of the brands in 
the personal accounts 

market are the same as 
those outside, although 
fewer brands to worry 

about 

Less concern because 
the provider would 

have a brand that is not 
used outside the 

personal accounts  
market and hence 

workplace schemes 
can be easily 
differentiated 

Source: CRA International 
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1. INTRODUCTION 

DWP commissioned CRA International to assist with the review of the recommendations 
from the Pensions Commission.  The Pensions Commission set out proposals to 
introduce a National Pension Saving Scheme (NPSS) as a new form of pension saving.  
In response to this the existing pensions industry proposed an alternative approach for 
personal accounts.   

There are a number of objectives for personal accounts including:  

• to increase pension provision in parts of the market where there is currently 
insufficient provision; 

• to significantly reduce administrative costs, thereby significantly increasing the 
returns to pension saving; 

• to encourage personal responsibility in a model that is fair, affordable, simple and 
sustainable. 

The review of the Pensions Commission’s recommendations is a significant task and this 
project represents one component, namely a consideration of how these models differ in 
terms of their impact on competition.  We have not been asked to look at whether auto-
enrolment is beneficial, or to consider the costs of different models in detail or to examine 
any operational risks associated to them.  Neither have we been asked to comment on 
issues that may arise in any transition period between announcement of policy and its 
implementation. 

1.1. MODELS TO BE REVIEWED 

The key differences between the models are set out in Table 3 below. 

Table 3: Comparison of models 

 NPSS Industry model  

Administrator / provider of 
customer services  

One provider branded as NPSS A number of different branded 
providers  

Fund choice A number of different funds covering 
different asset types branded as 

provided by the NPSS 

A number of different funds covering 
different asset types from the 

(private sector) branded provider  

Source: CRA International 

There are also a range of issues that can be applied across both models including: 

• the use of a default fund for consumers who do not make an active choice; 

• the use of a selected panel (of providers or asset categories) to help consumers who 
do wish to make an active investment choices; and 
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• the use of a price cap of the kind already seen in the stakeholder pension market (or 

set in some other manner) or some other form of regulation over pricing behaviour. 

1.2. ASSUMPTIONS 

There are a number of assumptions, set by the DWP, that are shared across the two 
models including that 

• Auto-enrolment will apply to all employers including micro employers (those with 
fewer than 5 employees). 

• The default contribution rates will be set as described by the Pensions Commission 
report namely a total of 8% of earnings above the primary threshold (currently 
around £5,000 per year) and below the upper earnings limit (around £33,000) 
comprised of: 

 4% from employees; 

 3% from employers; and 

 1% from tax relief.2 

• Employers will be required to auto-enrol employees either into the personal account 
market or into an “exempt” pension scheme outside the personal account market. 

• There will be a maximum contribution limit (the Pensions Commission suggested this 
should be equal to twice the default level contribution for the median earner which is 
around £3,000 per year).3  

• The state pension regime and the tax treatment of savings and pensions remains as 
today. 

1.3. THE IMPORTANCE OF CHOICE  

A significant issue in assessing how competition will work in each of the models is the 
degree of informed choice made by, or on behalf of, consumers, or alternatively, whether 
a reduction in choice would result in the market working less well.  Central themes 
running through the report are: 

• the degree to which consumers should be free to make choices (e.g. whether they 
should be able to choose who administers their pension or whether they should be 
able to choose between different brands); 

                                                 

2  A New Pension Settlement for the Twenty-First Century, The Second Report of the Pensions Commission, 
November 2005, p276-278. 

3  A New Pension Settlement for the Twenty-First Century, The Second Report of the Pensions Commission, 
November 2005, p360-361. 
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• what constraints are required to help consumers make informed choices (e.g. the 

need for a panel of providers or asset categories); and 

• where might constraints be needed to prevent consumer making poor choices (e.g. a 
price cap or selection of suitable providers).   

In each chapter, we focus on particular characteristics of the models and the implications 
for who is responsible for choice and resulting intensity of competition. 

“Branded choice in personal accounts” by CRA International, which is published 
alongside this, should also be read in connection with the report. 

1.4. THE STRUCTURE OF OUR ANALYSIS 

To understand how each model meets the objective of the DWP, it is useful to start with 
the market failures that require Government intervention. Hence, in Chapter 2 we set out 
the underlying behaviour of consumers and firms and why the market, by itself, does not 
achieve the objectives set out above. 

In Chapters 3 and 4 respectively we review the impact of introducing a centralised 
clearing house for payment administration (which arises in both models) and the impact of 
centralised administration (which arises in the NPSS).  These focus on whether there are 
market failures or externalities that might justify an intervention in the form of centralising 
the activities.  

We then review the alternative methods for encouraging a market where competition 
works and delivers a good deal to consumers.  In the following chapters we review the 
arguments regarding the need for:  

• a default fund (Chapter 5); 

• a limited panel (Chapter 6); and  

• pricing constraints (Chapter 7). 

Chapter 8 assesses the likely impact that any of the models considered might have on: 
the existing pensions market; advisers; and overall savings. 

Chapter 9 summarises our findings regarding the key questions posed by the DWP. 
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2. CURRENT BEHAVIOUR BY KEY PLAYERS 

Before looking at the implications of the different models it is useful to set out the 
evidence and assumptions regarding how consumers, employers and providers behave.  
The way that each of these stakeholders behave contributes to the market failure that the 
development of the personal accounts market seeks to correct.  In addition, this 
behaviour is important in considering how competition will work under each of these 
models. This is therefore a vital input to the analysis that follows in Chapter 3 onwards. 

2.1. CONSUMER BEHAVIOUR 

To assess how consumers are likely to react to the personal accounts market and to 
consider the degree to which they impose a competitive restraint it is useful to consider 
their characteristics and whether today’s consumers impose any competitive restraint in 
financial services markets. Consumers typically impose a discipline by searching the 
market and choosing to purchase from providers who offer the best value products (i.e. 
taking into account both the quality and the price of the products). 

2.1.1. The ability to process information and make informed choices 

One concern in financial services and for the personal accounts market is whether 
consumers are able to make active decisions on a range of (potentially complex) choices 
which depends on their ability to process information.  The fact that consumers do not 
have an infinite ability to process information (in this case when deciding which private 
provider, product or investment type to choose) is known as bounded rationality, 

“Bounded rationality refers to the limited human capacity to solve or anticipate complex 
problems”4    

Broadly, bounded rationality reflects the fact that information is costly to process and to 
find and hence individuals are unable to either gather or understand all available 
information regarding purchases.  Although they act rationally within the limits of the 
information they have, they either may not have all information or be able to process all 
information.   

If consumers are not able to use all the available information regarding a purchase, this 
can lead to the theoretical potential for product providers or intermediaries being able to 
take advantage of this situation, 

“[Providers may be able to] …disclose information in a selective and distorted manner.  
Calculated efforts to mislead, disguise, obfuscate, and confuse are thus admitted.”5  

                                                 

4  Modern Industrial Organisation, Carlton and Perloff, 1989. 

5  Transaction cost economics, Williamson in Handbook of industrial organization volume 1, Schmalensee, and 
Willig Eds, 2001 edition. 
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The first report from the Pensions Commission highlighted the evidence that consumer 
decisions were often highly dependent on the choices they are offered.6  For example 
there was evidence that: 

• the asset allocation chosen by an individual depended on whether they were offered 
a number of equity funds and one bond fund or vice versa; 

• people invested in familiar investments, even if this imposed significant additional 
risk on them (for example, investing in the company they work for); 

• consumers put too much weight on recent past when making a decision but then 
become resistant to recognising a mistake; and 

• more complex choices became overwhelming, leading to a lower level of 
participation. 

The last point refers to work by Iyengar et al.7  After investigating consumer behaviour 
vis-à-vis 401(k) plans in the US, they found that, 

“Other things equal, every ten funds added was associated with 1.5 percent to 2 percent 
drop in participation rate. […] If there were only two funds offered, participation rates 
peaked at 75 percent, but when there were 59 funds offered, participation rates dipped to 
a low of approximately 60 percent.”   

Furthermore, when constrained by bounded rationality, disclosure of more information to 
a consumer may make the problem more difficult rather than less, resulting in consumers 
being even less able to discriminate between appropriate and inappropriate products.  
This suggests that the solution to bounded rationality is not found simply in the provision 
of information but may be in limiting the choice available to consumers.  

The characteristics of the target group of personal accounts are such that they are less 
likely to undertake active searching, less likely to be engaged in financial services and 
less likely to impose a competitive restraint on private providers than other consumers.  
Hence it is unrealistic to believe that the target group will engage in a greater degree of 
active decision making than the average consumers in the market today.8

To help consumers make active decisions the market has come up with two mechanisms, 
competition through brands and employer sponsorship. 

                                                 

6  Pensions: Challenges and Choices: The first report of the Pensions Commission (Box in Chapter 6). 

7  How Much Choice is Too Much? Contributions to 401(k) Retirement Plans, Pension Research Council Working 
Paper, SS Iyengar, W Jiang and G Huberman, 2003-10. 

8  In “Branded choice in personal accounts”, we consider whether changes in the distribution model could make 
consumers more active. 
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The role of b ands r

There is an extensive academic literature on the question of advertising and branding as 
well as a literature regarding strategic decisions related to branding from a managerial 
perspective.  These indicate that there are a number of roles performed by brands and 
the associated advertising including: 

• Provision of information on the underlying product itself; 

• Information regarding the differential characteristics of competitors; and 

• Quality certification including signalling and a reduction of search costs and the 
assignment of responsibility for the product.  

However, one of the concerns that is expressed is that the advertising required to create 
and sustain brands may simply be wasteful or excessive advertising.  This issue is 
considered in more detail in “Branded choice in personal accounts” published alongside 
this report. 

The role of employer sponsorship in customer choice 

In addition to provider brands, the role of the employer is seen as important in enabling 
consumers to undertake pension provision.  There are two aspects to this role: 

• the involvement of the employer as a trusted source of information; and 

• the value of contributions that the employer makes that would otherwise be 
foregone. 

However, since these roles are nearly always combined, from the available evidence it is 
not possible to disentangle the impact of auto-enrolment and employer contributions, from 
the involvement of the employer because of the trust that employees have in them. 

2.1.2. Employee contributions 

There is a significant amount of research on how consumers choose their level of pension 
contributions.  For example, some may aim to hit a retirement income target, to reference 
their existing salary as a proxy or use external reference points such as the tax limits or 
suggested contribution rates in an employer or government sponsored scheme. The 
evidence to date suggests that: 

• The amount consumers are willing to contribute is affected by matching contributions 
from employers (possibly much more effectively than complex tax preferences); and  
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• There is evidence suggesting that contributions made in exchange for future salary 

increases are preferred by consumers to those that take effect immediately.9 

However, given that the target group is substantially different from those currently making 
voluntary pension contributions, care must be taken before drawing strong conclusions 
regarding these behavioural assumptions. 

2.2. EMPLOYER BEHAVIOUR 

2.2.1. Employers as active purchasers and advocates of pensions 

Historically, employers have played an important role in pension provision for employees, 
in particular at the selection stage.  There have been three main reasons for this: 

• the average employer may be better informed about pensions than the average 
employee and hence the employer can act as an informed purchaser;  

• the average employer will be acting on behalf of a number of employees and hence 
can exercise buying power on their behalf, while pension providers gain through the 
economies of scale achievable from accessing a large number of employees within 
one employer; and 

• the provision of pensions is seen by many employers as a key element of labour 
market remuneration and encouraging retention of staff. 

However, those employers who are better informed, who can exercise buyer power and 
who value pensions as a key part of the remuneration package are those employers who 
are already offering pensions to their staff.  The employees of these companies are not, 
for the most part, the target market for personal accounts. 

Instead the target market for personal accounts will include those working for: 

• Micro-employers who have not designated stakeholder schemes; 

• The 70,000 firms who have not designated stakeholder schemes even though they 
are legally obliged to;10 

• A large number of firms with more than 5 employees who have designated 
stakeholder schemes but where no employees are making contributions (suggested 
in interviews as being around 80% of designated schemes); and 

                                                 

9  See for example, Save More Tomorrow: Using Behavioral Economics to Increase Employee Saving, Thaler and 
Benartzi, 2001. 

10  Money Marketing, 9th February 2006. 
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• A number of firms with more than 5 employees who have designated stakeholder 

schemes and where some employees are making contributions, but where there is 
currently no employer contribution.11 

In the absence of existing pension provision, legislation by the Government required 
employers to designate access to stakeholder pensions.  Many employers have done this 
and some may have exercised some effort in ensuring that they made a good choice for 
the designation.  However, this can not be taken as evidence that they would also search 
for a private provider in the industry model of personal accounts.  This is because there 
will be a default option for those cases where employers do not make a choice.  As soon 
as employers have the option to do nothing, it must be expected that many of them will 
take up this option.  Indeed, this may be the only way for employers to avoid recourse for 
making a bad choice. 

Furthermore, one of the reasons the target market is unserved is that it is expensive to 
distribute pensions to them.  It therefore seems unlikely that private providers will be 
actively engaged in distributing pensions to the target market.12  Hence, employers are 
likely to face the full search costs of identifying the best providers with limited effort 
exerted by private providers. 

We note that for those employers for whom pension provision is a key part of the 
remuneration package, this will remain the case and they will continue to search the 
market for the best providers on behalf of their employees.  This activity will occur outside 
the personal accounts market and not within it.   

2.2.2. Employer contributions 

An important issue for assessing how the market will respond to the introduction of 
personal accounts is how employers view an employer pension contribution versus simply 
paying the employee a higher wage.  Employers are assumed to already be efficiently 
competing in their labour market.  If they were asked to offer employees a 3% contribution 
into their pension or 3% in their salary, to the extent that competing on salary (rather than 
on pensions) was the optimal strategy before, this might continue in the future.  Whether 
employers prefer to make pension contributions or give higher salaries will depend on: 

• Tax - from the employer perspective, paying salaries incurs employer national 
insurance which is not paid on pension contributions suggesting that employers 
would prefer pension contributions.  Yet, this is already the case today and they 
choose not to offer a pension to the target market;   

                                                 

11  The target market also includes the self employed, for whom the stakeholder pension market did not require any 
change in their behaviour. 

12  We note that due to auto-enrolment there will be some employers who were previously just unprofitable to serve 
who will become just profitable to serve.   
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• Set-up costs - if there are set up costs of providing access to a pension scheme for 

the employer, they might attempt to persuade all of their employees to opt out and 
hence prevent the need to incur this set up cost; and   

• Competition between employers - in the target market, this has mainly focused on 
salary rather than pension provision.  Employers competing in the labour force may 
be individually unwilling to offer pensions because this leads to lower salaries being 
paid compared to their competitors.  However, if all employers are forced to offer 
similar pension provision, this co-ordination problem would be expected to be 
smaller.13   

The CBI has noted that small companies may attempt to discourage employees from 
joining the personal account market in order to prevent both the cost of setting up access 
and the 3% contribution being made.  This is much more likely to be of concern for the 
smallest companies rather than for medium sized companies, but it does suggest that 
there is a significant risk that, absent compulsion, the employees of some companies will 
simply never be served. 

2.3. PRIVATE PROVIDER BEHAVIOUR 

Pension providers use advisers to sell pensions via employers.  The upfront cost of the 
sale and the persistency of the pension are important components in determining the 
group that is economic to serve.  However, the smaller the size of the company and the 
lower the salaries at a firm the less worthwhile it is to sell to them.    

Historically, the “cut-off point” has been thought to be around 20 employees.  There is 
strong evidence that employees working in firms smaller than this are significantly less 
covered by private pension schemes than the population as a whole.  Looking at 
employers with 5 employers or less, the Second Pensions Commission Report went as 
far as saying that they represent 

“precisely the segment where [current] pension scheme provision is most deficient” 

This outcome (lack of adequate provision by the private pension market of employees 
working for small firms) is seen by both the Pensions Commission and the DWP as a 
genuine market failure that any new reform should address.  

2.4. PROBLEMS WITH THE CURRENT MARKET  

In the short to medium term, analysis of future models should assume that customers, 
employers and providers will continue to exhibit the same basic behaviour as currently.  In 
this section we highlight how these behaviours may individually or jointly generate market 
failures.   

                                                 

13  Although if employees focus only on salary, then those employers who persuade employees not to take up 
pensions may be able to offer higher salaries and attract better staff. 
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Inertia and myopia 

From the employers’ perspective, their employees are characterised by inertia, myopia 
and apathy with respect to pensions.  Employers therefore have little incentive to engage 
in the provision of pensions for their employees. In the absence of other pension 
provision, employers have been compelled to designate a Stakeholder pension, yet 
consumers remain apathetic and employers continue to have little incentive to encourage 
participation leading to a large number of empty designations. 

The provision of advice to encourage participation is costly and there has been no scope 
for it within the existing price cap regime for consumers within the target group.  An 
increase in the price cap could be beneficial but for some consumers there would need to 
be a substantial rise before they become economic to serve (with a corresponding 
detrimental impact on the returns these consumers would expect).   

Instead, one of the recommendations by the Pensions Commission is the introduction of 
auto-enrolment.  From a theoretical viewpoint, auto-enrolment should not make a 
difference if consumers are currently behaving rationally, because consumers can always 
achieve the same outcome as today.  However, evidence shows that auto-enrolment 
works, suggesting that consumers suffer from inertia.14   

Auto-enrolment reduces persuasion costs, making individuals less costly to serve.  Yet, 
there is likely to be a cost to employers, both in terms of setting up new arrangements 
with providers of personal accounts as well as in contributing into these accounts.  This 
second effect is likely to reduce salaries, and thus salary rises in the future are likely to be 
lower than they would have been in the absence of auto-enrolment.   

Although auto-enrolment may appear uncontroversial, in fact it brings with it associated 
issues including the need to deal with consumers who do not opt out but do not actively 
choose (hence there is a need for a default option which is considered in Chapter 5) and 
the need to assess concerns about levelling down of contributions (considered in Chapter 
8).  

The cost associated with swi ching be ween employer sponsored schemest t  

                                                

Employees who move between employers may end up with multiple pension schemes. A 
proliferation of “small pots” leads to duplication of set up costs causing lower returns to 
consumers and adding to the difficulty in serving the target market under the current price 
cap.  By providing centralised access to all employers, consumers can access the same 
provider even if they change job. We examine issues of a centralised clearing house 
allowing centralised access and the processing of payments in Chapter 3. 

In the industry model, consumers could still have more than one personal account (and in 
both models, consumers will still end up with multiple pensions to the extent that 

 

14  See, for instance, A New Pension Settlement for the Twenty-First Century, The Second Report of the Pensions 
Commission, November 2005, figure 1.25. 
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employers continue to offer exempt schemes and employees move between these 
employers).  The NPSS model goes further and includes centralised administration of the 
individual accounts, so that individuals can only have one account.  However, by 
introducing an organisation to co-ordinate payment and administration of personal 
accounts, there is a danger that this results in insufficient competition for these activities 
and stifles competition elsewhere.  We focus on this in Chapter 4. 

Inactive consumers 

Even with auto-enrolment ensuring that consumers join pension schemes, and a 
centralised clearing house to reduce costs, consumers may still be reluctant to make 
active choices and this will reduce the effectiveness of competition. In addition to the use 
of limited panels and a price cap, it is likely that a significant number of consumers will not 
make any active choice and their employers will also not act as an intelligent consumer 
on their behalf.  Hence there is a need for a default fund or provider; we look at this in 
Chapter 5. 

Lack o  informed choice and brand proliferation f

                                                

As discussed in Section 2.1 above, a combination of the complexities of the financial 
choices at stake, the characteristics of the target market and general apathy and inertia 
on the subject, results in consumers not being able to deal with excessive choice in 
pensions.   

One obvious solution included as part of a proposed reform package is therefore to limit 
the number of providers or funds available in any model.  An important question is 
whether consumers would be more active in searching in a market that has a limited 
number of providers.  The evidence by Iyengar et al referred to earlier suggests that this 
would indeed be the case.15

This evidence relates to markets characterised by competition within them.  However, if 
the panel was very narrow (and the personal accounts market was seen as attractive by 
potential providers) competition for the market, that is, competition to be on the panel, 
could be extremely fierce.   

One possible effect of this could be that the products offered by competitors on such a 
panel would be fairly homogeneous (since costs would need to be cut as drastically as 
possible in order to be chosen to be on the panel).  In such a market, it is arguable that 
the selection of the panel has replaced the need for consumer search.  Indeed, consumer 
search is less valuable when there is less product differentiation.  The role of a restricted 
panel is discussed in Chapter 6. 

Linked to this inability to make choices is the risk of excessive advertising. If consumers 
are able to make informed decisions then if providers undertake too much advertising, 
this raises their costs and the price they would need to charge, with the result that this 

 

15  In the restricted industry model, competition for the market could also arise. 
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would not be profitable for them as consumers would not select them. By contrast, if they 
are unable to do this, there is a greater risk of excessive advertising.  (The role of 
advertising is also discussed in “Branded choice in personal accounts”.16) 

An alternative way to prevent this could be through a price cap (although a price cap may 
also arise through the mechanism to be on a restricted panel).  This issue is discussed in 
Chapter 7.  

2.5. CONCLUSION ON MARKET FAILURES 

The above discussion (together with the substantial analysis presented by the Pensions 
Commission) suggests that there are several market failures in the current pensions 
provision.  However, the effectiveness of competition (or lack thereof) is not 
homogeneous across segments.  In other words, these market failures are more 
pronounced in certain segments than others.  Where competition is effective, consumers 
both have a choice and exercise it, and we can assume a reasonable level of quality and 
value (otherwise consumers would not be paying into those pensions). 

There are other parts of the market, where the price cap on stakeholder products clearly 
makes employees of smaller companies unattractive to providers, as argued above.  As a 
result, a large part of the market is underserved compared to an optimal level.  This has 
the effect of certain groups of people saving too little for their retirement.  Auto-enrolment 
will substantially reduce distribution costs and make a wider section of the population 
economic to provide for. 

However, the same factors that are used to justify auto-enrolment (inertia and apathy) 
suggest that the creation of personal accounts will be insufficient to make competition 
work in these segments.  Other remedies may be required if competition is to work as 
effectively as possible. 

For example, competition in the market (e.g. having 30 providers across all segments per 
se) is not a necessary condition for this to happen.  In fact, competition for the market 
may be appropriate under certain circumstances (we will develop this further in Chapter 5 
and 6 on the default fund and the limited panel, respectively).  In the next few chapters, 
we look at how the different models of personal accounts impact on the way competition 
works and how other remedies (the use of a default, a limited panel and pricing 
constraints) could be used to encourage competition in these models in order to improve 
consumer welfare. 

 

                                                 

16  Branded choice in personal accounts, CRA International, November 2006. 
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3. CENTRALISED CLEARING HOUSE 

A key difference for the personal accounts market compared to today is the introduction 
of a centralised clearing house.  The rationale behind the use of a clearing house is that it 
would enable employees to continue to contribute to an existing personal account if they 
change job.   

It is important to define what activities the clearing house is undertaking in the two 
models:   

• At a minimum, a centralised system facilitates payments from employers to personal 
accounts (possibly via private providers depending on the model);   

• In addition to this, even in the industry model, the centralised clearing house would 
be (at least partially) responsible for implementing any rules regarding default 
customers; and   

• In the NPSS model, the NPSS (which is the centralised clearing house) would also 
hold customer information, and make some asset management decisions on behalf 
of customers e.g. through the default fund. 

In this chapter we review the impact that introducing a centralised clearing house, in 
terms of a single payment system, would have on competition (we look at the provision of 
customer information and customer administration in the next chapter).   

3.1. THE PERSISTENCY ADVANTAGE OF A CLEARING HOUSE  

The primary advantage of having a clearing house as highlighted by the Pensions 
Commission is that it would increase the persistency of pension contributions as 
employees could continue to contribute to existing pensions when they change job, unlike 
today.  This is of concern because of the following two issues: 

• Duplicative account set-up costs – if these are high this suggests that it is better to 
have only one account set up and for the consumer to have access to this one 
account throughout their life rather than to set up multiple pension accounts; and 

• Duplicative ongoing costs – if these are high this suggests that it is better for a 
consumer to only have one account at any point in time rather than to have multiple 
ongoing pensions because of costs such as pension statements. 

Ultimately, higher costs lead to lower returns for consumers and therefore lower pension 
income in retirement.   

The Pensions Commission was much more concerned about initial set up costs than 
ongoing costs suggesting that the focus of concern is on preventing multiple pensions 
from being opened rather than preventing multiple pensions from being operated.  
However, we note that initial set up costs are currently high because of acquisition costs 
such as the need to pay advisers for distribution.  In a world of auto-enrolment these 
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costs are reduced significantly and the negative impact of multiple accounts being set up 
therefore also falls.  Furthermore, discussions with the industry suggest that ongoing 
account maintenance costs are not significant once ongoing payments to advisers are 
stripped out.  Again, this would suggest that cost concerns about having multiple 
accounts may not be as significant in a world of auto-enrolment as at present.  CRA was 
not asked to consider issues of the costs in different models for personal accounts. 

Despite the cautions about the size of the cost implications of auto-enrolment, the role of 
the clearing house is to reduce both the duplicative set up costs and also the duplicative 
ongoing costs.  Introducing a clearing house substantially improves these problems, since 
employers communicate with the single clearing house, which then matches the 
contributions of employees to their chosen provider or fund.  When employees change 
job, the new employer continues to pass all its contributions to the central clearing house, 
which again diverts the money to the employee’s existing account (unless the employee 
actively chooses an alternative approach to be followed).   

The introduction of a clearing house therefore allows the possibility to have a single 
personal account for each individual.  This brings clear benefits since it avoids wasteful 
duplication of setup costs.  It is also likely to lead to increased persistency of pensions as 
employees contribute to existing pots after job change.17   

3.2. COMPETITIVE ISSUES OF A CENTRALISED CLEARING HOUSE 

Introducing a centralised clearing house could impact on competition in four ways: 

• It reduces choice in providers offering differentiated payment services (since many 
providers are replaced by one); 

• It breaks the link between employer and providers therefore reducing the willingness 
(or need) of employers to act as intelligent consumers; and 

• It results in a monopoly in the provision of payment services which could result in 
inefficiency.18 

                                                 

17  This also brings the benefit of lengthening the time over which initial set up costs can be recouped.  It is possible 
that consumers will end up with multiple pots in both models e.g. if the consumer forgets the necessary 
information about their personal account or it may be difficult to match the consumer when arriving at their new 
employer and thus they may be auto-enrolled into a new default provider when they start their new job.  In 
addition, in the industry model, an employee may wish to make a new choice for their pension contributions, but 
not wish to transfer their existing assets to the new provider. 

18  It may also move the costs of verifying and reconciling payments somewhere else in the value chain.  The 
industry has noted that manual payroll processes are more common in small firms and hence more errors are 
introduced into payments.  Hence in the industry model, it would need to be clear who is responsible for 
ensuring that the correct payments are made. 
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3.2.1. Reduced choice in the provision of payment administration 

Currently, pension providers compete in the market offering a range of payment systems 
as part of the package of services offered. The way they receive payments varies 
between providers and from scheme to scheme, with some schemes using proprietary 
services and others using systems such as BACS. 

Neither the ABI nor existing pension providers have argued that their proprietary 
payments systems would be better than using a centralised system.  Indeed, many 
providers seem to be suggesting that such a centralised system would in fact be better 
than their proprietary systems but that co-ordination problems have prevented them from 
developing such a system.  This suggests that payment administration is a fairly 
homogeneous service and the scope for quality differentiation is very limited.   

3.2.2. Impact on employers 

As soon as a centralised clearing house is introduced, the link between pension providers 
and employers is broken in the personal accounts market.  In the case of the NPSS, there 
is only one provider and hence the employer has no role in selecting it.  In the case of the 
industry model, if employers play any role in the choice of provider then this link is broken 
because over time, employers will have employees with personal accounts with a range 
of different private providers.  This substantially reduces the incentives for employers to 
search out the best choice for their employees (since such a choice is only relevant to 
employees who are joining the personal account market for the first time).  The gains for 
employers from making such a provider choice no longer accrue to the employer who 
incurs these costs because the benefits for employees can be retained even if the 
employee changes job.  Thus it is unlikely that employers would actively seek to act as an 
informed purchaser on their employees’ behalf. 

This reduction of incentives to search for the best pension choice for employers is unlikely 
to have a significant effect because: 

• Companies that currently use pensions to compete in the labour market will continue 
to do so: Those employers that are persuaded of the value of offering pensions and 
wish to signal themselves to be good employers through offering a pension can 
continue to do this.  However, once auto-enrolment is compulsory, employers would 
need to offer something more than what they are obliged to offer e.g. through making 
higher levels of contributions of offering different add-on benefits.  Both of these 
options seem suited to pensions outside of the personal accounts market since the 
expected contribution cap would limit higher contributions and personal accounts 
seem unlikely to allow for additional features to be provided.19 

                                                 

19  Employers could attempt to differentiate themselves by the choice of provider of personal accounts made on 
their employees’ behalf.  However, this seems highly unlikely to be a visible signal to employees (pension 
providers are rarely named today when signalling the availability of a pension). 
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Thus, companies that use pensions to compete in the labour market will continue to 
do so, but they will do this outside the personal accounts market where links with 
providers will be preserved. 

• Uninterested employers will remain inert: For small or new firms, it is hard to believe 
that employers, who previously did not make contributions to pensions on behalf of 
their employees and have had to be compelled to auto-enrol employees, will now 
actively search the market for the best quality provider of add-on benefits.  Hence 
breaking the link between providers and employers has no effect for employers that 
do not in fact have a link to break.   

It is worth noting that this issue highlights an inevitable trade off.  If the aim is to increase 
persistency of pension accounts by ensuring that employees can continue to contribute to 
a particular pension even when they change jobs, then the link between pension 
providers and employers must be broken within the personal accounts market to allow 
this to occur.   

3.2.3. Monopoly provision of payment services 

Where there is only one centralised clearing house, consumers, employers and providers 
are all unable to impose a competitive restraint on the overall price and service offered 
because there are no other choices available.20  This leaves the significant risk that the 
central clearing house could become less efficient over time with nothing to stop these 
inefficiencies from occurring.  Thus it is important to assess whether competition can be 
brought about in another way.21   

The primary way in which competition can be introduced is through using some form of 
auction to assign the rights to run some of the services offered by the clearing house i.e. 
to have outsourcing of some activities.  This auction could be for all of the rights to offer 
services to the clearing house (much as Siemens Business Services is the sole provider 
of administrative services to National Savings and Investments) or it could be for the 
rights to offer services for a proportion of services.  Figure 1 presents the schematic 
where such outsourcing for the centralised clearing house (CCH) is done by multiple 
service providers (CCH1, CCH2, CCH3). 

                                                 

20  Note that some competitive restraint would be imposed where there is an ability to seek services outside of the 
personal accounts market.  However in the discussion above we are focused on the restraints imposed within 
the personal accounts market.  Furthermore, restraints from the non-personal accounts market are likely to have 
less effect on the clearing house than those from within the personal accounts market. 

21  In theory consideration needs to be give to using multiple clearing houses (as opposed to outsourcing a single 
clearing house to multiple underlying providers).  However, DWP has indicated that if this model were to be 
considered, it would be implemented such that consumers and employers would observe only one clearing 
house.  Thus neither consumer nor employer could exercise a competitive restraint because they can not 
identify who they are with or chose an alternative.  Similarly each provider (in an industry model) would need to 
have arrangements with each of the clearing houses and hence could not exercise a competitive restraint.  In 
these circumstances we do not consider this any further. 
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Figure 1: Schematic of clearing house with outsourcing 
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Source: CRA International 

The advantage of this is that some form of competition does occur as competition for the 
market replaces competition in the market.  In addition, if multiple services providers are 
used it may also be possible for the centralised clearing house to use a monitoring 
process to enable competition in the market to continue, but with the centralised clearing 
house rather than the consumer as the customer. 

The disadvantage of this is that costs may be duplicated if there are multiple service 
providers.  In addition, this approach adds in the need for transactions costs in selecting 
the outsourcers.  Further, the centralised clearing house would need to interact with many 
service providers both at the point in the value chain at which services are outsourced 
and then where the centralised clearing house takes over the processes again.  This 
additional layer may also bring in additional costs.  

Whether there should be multiple service providers or only one will depend on a trade off 
between: 

• the seriousness of the duplication of costs which is related to: 

 the scale at which economies of scale run out compared to the size of the whole 
market - if economies of scale continue beyond half of the market size, then unit 
costs should be lower by having one service provider than having multiple 
service providers; and 

 the degree of benefits exploited through economies of scale – the greater the 
decline in cost for any increase in volume, the better it is to have one provider.  
That is, if economies of scale continue to beyond 50% of the market size, but 
the difference in marginal cost between having 20% of the market and 50% of 
the market is tiny, this limits the disadvantages from not fully exploiting 
economies of scale. 

• concerns about operational risk from having only one service provider i.e. the 
damage done if the whole system fails because the one service provider fails.   

CRA has not been asked to examine the costs or the operational risks of outsourcing. 
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If outsourcing to service providers (whether there be one or many) ensures that there is a 
competitive restraint placed on them, it is worth noting that there will be no competitive 
restraint placed on the CCH as a whole.  While many of the managerial tasks of oversight 
of any service providers and the responsibility for the overall CCH brand can be 
outsourced, at some stage there will be areas that can not be outsourced e.g. setting the 
rules for outsourcing.  These could be given to an independent regulatory body of some 
description or remain within Government, but responsibility for them does have to lie 
somewhere.  These functions then face no competitive restraint.   

3.3. CONCLUSION ON CENTRALISED CLEARING HOUSES 

A centralised clearing house directly addresses one of the causes of market failure in 
pensions for the target market.  By reducing persistency problems and exploiting 
economies of scales in payment administration, this should lower the cost of pension 
provision and increase the population of consumers for whom it is economic to provide 
pensions.  We find that: 

• there is no loss from removing differentiated payment services; 

• there is no loss from breaking the link between employers and pension providers 
(since there is no link to break in the target market); 

• competitive restraint on costs within a single clearing house can be imposed through 
the use of service providers; 

• the choice of whether to use multiple service providers or a sole service provider is a 
trade-off between the extent and benefits of economies of scale compared to issues 
of operational risk; and 

• there is no competitive restraint imposed on the central functions retained by the 
centralised clearing house itself which is therefore at risk from a lack of competition. 
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4. NPSS OR MULTIPLE PROVIDERS OF CUSTOMER 

ADMINISTRATION  

A key difference between the industry model and the NPSS model is that in the industry 
model customer information and customer services is undertaken by multiple private 
providers whereas in the NPSS model it is done by a single centralised body – the NPSS 
itself.  

This part of the value chain includes a number of activities such as providing information 
regarding the value of the account, dealing with consumer queries and being the point of 
contact if the consumer makes an active choice. In this chapter, we review the impact of 
centralising these functions, whether this addresses the market failures set out in chapter 
2 and the effects on competition from centralising these activities. 

4.1. THE NEED TO CENTRALISE CUSTOMER ADMINSTRATION 

Chapter 2 set out the market failures identified in the pensions market.  It is noteworthy 
that this did not include identifying a market failure in the provision of customer 
administration.   

In undertaking the interviews for this assignment and in reviewing the existing evidence of 
the pension market, there has been no evidence put forward suggesting that existing 
pension providers are systematically failing in the provision of customer administration of 
holding customer details and providing information to them.  Therefore, there is no 
rationale for centralising the holding of customer details and the provision of information 
to customers.  

It is important to distinguish the delivery of customer administration and information 
(where there is no market failure), from the actual information that needs to be delivered.  
In order to ensure that appropriate information is provided, the Government has already 
mandated certain requirements e.g. details regarding annual statements of contributions, 
the value of investments and the size of the pension that this could lead to when retiring.  
The need for the Government to do this applies both in the industry model and in the 
NPSS and this therefore does not distinguish between the two models.22

4.2. THE ADVANTAGES OF CENTRALISING CUSTOMER ADMINISTRATION 

Even though no market failure has been identified, we also consider whether there is 
evidence of large economies of scale or of benefits from there being a single network 
provider of customer information (as was identified with the centralised clearing house).  
As explained below, there is little evidence supporting either of these issues (which if 
present would have favoured the NPSS).   

                                                 

22  In the industry model, providers may compete on the most effective method of delivering this information unlike 
in the NPSS.  However, in the NPSS, effective methods from different providers operating outside the personal 
accounts market may be copied and brought into use in the personal account market. 
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4.2.1. Economies of scale 

It is possible that there are economies of scale in holding customer details and providing 
information to customers that can be exploited from centralising customer administration.  
Thus it is possible that providing these activities through a centralised body could occur at 
a significantly lower price than they can if there are multiple providers undertaking this 
task.  Indeed, it is possible that economies of scale continue to such an extent that these 
issues are in fact natural monopolies (i.e. where they can be produced at lowest cost if 
left to one provider alone).   

However, we are not aware of any suggestion from either within, or outside, the financial 
services industry that this is actually the case.  In interviews, members of the industry, 
have acknowledged the presence of economies of scale in the provision of customer 
information, but have not suggested that these economies of scale would continue 
throughout the volume that is expected in the personal accounts market.     

Furthermore, we are aware that some providers already outsource these activities and 
there appears to be a competitive market for third party administration that contains 
multiple providers. This supports the view that there may be large economies of scale to 
be exploited (otherwise providers may not need to outsource these activities to obtain a 
lower cost), but it also indicates that economies of scale are already being exploited in the 
existing structure of the provision of customer information.  In addition, it does not support 
the suggestion that there is a natural monopoly (and hence there would be no need to 
centralise these services to exploit these economies of scale).     

4.2.2. Benefits from a single network  

When considering payment administration in the previous chapter, additional benefits 
(positive externalities) caused by having a single network were identified because having 
one centralised clearing house allows an employee to continue to contribute to their 
existing pension.  A similar issue does not appear to arise with regards to customer 
administration.  Since centralising payment administration brings these persistency 
advantages, it is clearly not necessary that customer information needs to be centralised 
to exploit this benefit.23   

Indeed, we note that some of the factors which are highlighted by the Pensions 
Commission as reasons in favour of the NPSS are not, in fact, due to centralising 
customer information but rather due to other characteristics of the proposed NPSS model.  
For example, it is argued that the NPSS can exploit economies of scale to obtain 
institutional fund management prices for the underlying assets.  However, this is primarily 
a question of the size of economies of scale in asset management.  Thus restricting the 
number of players in the market (either with the industry model or through the NPSS) may 
be sufficient to ensure that the advantages of economies of scale can be exploited.  It 
does not lead to the conclusion that customer information should be centralised. 

                                                 

23  There is a possible benefit from having one location to access all information about all providers, but this does 
not imply that the provision of this information has to be centralised. 
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4.3. COMPETITIVE ISSUES OF CENTRALISED CUSTOMER ADMNIISTRATION 

It is clear from the discussion above that in terms of examining market failures in the 
provision of customer administration, we are sceptical that intervention in the form of 
centralising this activity would be warranted.  As in the case of the centralisation of 
payment services, it is important to consider what could be lost from having only one 
provider of services rather than many.  The most important of these issues is clearly that 
consumers would have only one choice regarding who administered their personal 
account. This raises two questions: 

• Does centralisation remove different propositions that would be valuable to different 
consumers?  

• Does centralisation remove the threat of competition that maintains efficiency? 

Both of these issues are considered in much more detail in “Branded choice in personal 
accounts” which has been published alongside this report and hence only brief arguments 
are provided here.24

4.3.1. Differentiation in the provision of customer services 

The first question is to examine whether choice is valuable in the administration of 
customer information because of differences between services offered.  We note that at 
present providers do not publicly highlight the superior service that they offer to their 
customers compared to other providers.   This suggests that providers do not believe that 
customer services are differentiated and consumers do not value this differentiation.  This 
implies that centralising such services would not lead to a loss of valuable variety of 
services available in the marketplace. 

However, it should be noted that providers clearly do believe that customer services 
matter and that the quality of service does affect their market share, highlighting that their 
responses to customers is likely to impact take up.  This point is raised in the next 
section. 

4.3.2. Loss of competitive constraints 

The second question raised is whether centralisation removes the threat of competition 
and whether this is valuable.  This, therefore, is less about whether the service itself 
delivers anything unique, and more about whether providers actually deliver a good 
service and whether competition holds them to account for their performance.25   

                                                 

24  Branded choice in personal accounts, CRA International, November 2006.  Evidence reported in this section is 
sourced from that report. 

25  Later chapters investigate the use of a limited panel and discuss how competition for the market can ensure 
effective competition.  However, we do not conclude that there should be a panel limited to one provider or fund.  
Indeed, any limit on a panel occurs in order to increase the competitive restraint imposed from consumers who 
struggle when faced with too much information, rather than to remove such competitive constraints. 
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The main concern is that centralisation would lead to there being only one provider of 
customer services and that individuals would be unable to switch away from the 
centralised provider if they are unhappy with the service offered.26  This is a particularly 
serious concern since this activity will be one of the most customer-facing elements of the 
provision of personal accounts.   

It is therefore important that whoever provides these services is incentivised to provide 
high quality services to customers.  One clear way to do this is by having the threat that 
poor quality services will be punished through customers choosing an alternative 
provider.  Evidence on switching in individual pensions finds that switching because of 
poor customer service is at similar levels to switching for the same reason in the gas and 
electricity markets. 

In the NPSS, the customer does not face this choice since the only choice is to exit the 
personal accounts market altogether.  Indeed, consumer survey data finds that 
consumers may be more likely to opt out if they were not given this choice.27  

4.4. VERTICAL INTEGRATION OF PAYMENTS AND CUSTOMER ADMINISTRATION 

So far the discussion in this chapter has focussed on the individual activity of holding 
customer details and providing information to customers.  A further issue to consider is 
whether the activities undertaken by the clearing house and the holder of customer 
information are such that they naturally sit together and should be vertically integrated 
within the same company.  That is, there may be synergies involved in the same 
organisation undertaking both the transmission of payments and also holding customer 
information.    

Since CRA was not asked to consider the costs of either payment administration or 
customer administration we are unable to state whether such costs support a view that 
there are important synergies between these two parts of the value chain.  However, the 
preferences and statements of existing providers are revealing in themselves. 

We note that the ABI has suggested that payment services could be centralised and 
individual providers do not seem to have dissented from the view that centralising 
payment services is a good idea.  Yet, we are not aware of providers arguing that, 
because payment services have been centralised, then customer services also have to 
be centralised.   

                                                 

26  A similar concern arises in the case of payment administration for employers. However, centralising these 
services appears to be the only way to ensure account portability such that consumers can access their existing 
personal account when they change job i.e. there are additional benefits (positive externalities) from having only 
one provider of payment administration and, as already discussed, the use of outsourcing enables competition 
for the market to take place. 

27  Consumer research based on omnibus survey of 1260 consumers conducted during the week of 23rd August 
2006.  Data provided by a leading financial services company. 
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Similarly, not only has supporting the centralisation of payment services not led existing 
pension providers to support the centralisation of customer services, it has not led them to 
indicate concern regarding the provision of customer services.28  This is particularly 
important because it indicates that existing providers who have currently integrated within 
their one organisation payment services and customer services do not in fact think that 
there are any significant synergies in providing these two services together.   

4.5. CONCLUSION ON CENTRALISED CUSTOMER ADMINISTRATION 

The justification for centralising customer services is very weak: 

• there is no apparent market failure in existing provision by private providers; 

• there is no evidence suggesting that economies of scale continue to the extent of 
needing a single provider of these services; 

• unlike with the centralisation of payment services, there is no counterbalancing 
additional benefit similar to the persistency gains at job change; 

• there is a risk that if consumers are unable to switch to a better provider in the face 
of poor services, they may opt out of the personal accounts market altogether;  

• there is no evidence that synergies would be lost from vertical integration if customer 
services are not provided by the same institution that provides payment services; 
although 

• there appears to be little differentiation in the provision of customer services and 
hence if these services were centralised we would expect limited damage from a 
loss in variety (since this is limited). 

 

                                                 

28  Concern has been expressed regarding reconciliation of payments, but this has arisen from the perspective of 
ensuring that it is clear who is responsible for this activity (partly to ensure that this party would be remunerated 
for it).  
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5. DEFAULT PROCESS 

In a world in which there is auto-enrolment, consideration has to be given to the process 
when an individual does not make an active choice regarding the investment of their 
contributions.  There are clearly two significant choices. The first choice is whether to 
have a default process at all; the second choice is how this default would be constructed.  
Both issues are likely to have a significant impact on competition which could occur in a 
number of ways: 

• By introducing a default this will impact on the incentives for consumers to make an 
active choice, affecting the demand for both default and non-default funds. This may 
impact competition at the start of the personal accounts market and also have longer 
term competitive implications in terms of improved financial capability; 

• A default fund will be a reference point for consumers and employers to compare to 
other choices, so the characteristics of the fund might determine the basis on which 
competition occurs, i.e. if something is a dimension of the default (such as lifestyling) 
this acts as a signal to consumer that this is important; and 

• Depending on how the default is structured, the nature of competition regarding 
being a (or the) provider of the default may be very different to that of non-default 
providers. For example, providers may compete for the default market in one case 
and in the non-default market in the other case. This could segment the market or 
alternatively competition for the default could be used to enforce competition outside 
the default. 

5.1. THE IMPACT OF HAVING A DEFAULT  

It is clear from the evidence regarding consumers (section 2.1) that if provided with a 
default, a significant proportion of the target market would be expected to not make a 
choice.  It is therefore useful to consider whether offering no default or a poor default 
(such as pure cash) would make consumers more likely to make an active choice, 
thereby encouraging competition to occur between funds or providers. There is little 
evidence to support this approach: 

• the Child Trust Fund experience suggests that offering a “no return” default (for the 
period prior to allocation by the carousel) has not encouraged active choices to be 
made by all customers with some 25% of parents not actually making a choice 
during the first 12 months and therefore losing returns through interest or investment 
growth;29 

• the great majority of stakeholder money has been invested in the default fund; and 

                                                 

29  Child Trust Fund, Statistical Report 2006, HMRC. 
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• the level of choice within existing pension schemes is very low and this represents 

more active consumers than the target market (with over 70% of consumers believed 
to be in default funds and the NAPF finding 83% of consumers are in default funds 
where the default is a lifestyle fund ).30   

Given the likelihood that many consumers will fail to make an active choice even if the 
default option is low quality, there is therefore no strong argument for either no default or 
a low quality default as a way to encourage active choice and competition.  The question 
then is how to allocate consumers to the default. 

5.2. CONSTRAINTS ON THE INVESTMENT STRATEGY OF THE DEFAULT FUND 

The DWP has indicated that that some form of lifestyling would probably be required for 
the default fund as is the case with existing stakeholder pensions.  Currently the lifestyling 
restriction requires that at least five years before retirement there is a gradual move “into 
safer investments e.g. cash and gilts to dampen down volatility”.31  However, this could 
take a number of different forms depending on who undertakes the lifestyling. 

Different pension providers and fund managers adopt different methods of lifestyling, from 
simple rules determining the percentage in equity and bonds to complex algorithms. On 
the face of it, this suggests that there is value in different lifestyling options.  However, 
there is little evidence that this is an important dimension of competition in the retail 
pension market, retail fund markets or corporate pension market.  Therefore we are 
sceptical that competition over the lifestyling methodology will be an important feature in 
the different default funds offered by different providers in the industry model. 

However, from the perspective of offering a default fund to consumers in the NPSS, it 
may well be the case that the NPSS would want to make the most of differential lifestyling 
strategies, if only to diversify the risk of choosing the wrong one.  This would be the case 
whether the NPSS had the lifestyling responsibilities (e.g. they could use three different 
lifestyling algorithms bought in from three different private providers) or whether the asset 
managers had the responsibility for lifestyling (e.g. there could be three providers of a 
2040 maturity fund). 

There is limited evidence suggesting that the “best” lifestyling approach can be identified 
in advance implying that even the NPSS, as an informed purchaser, would not be able to 
identify the best approach.  This therefore implies that neither model would be preferred 
on the basis of being able to offer a better lifestyling approach. 

5.3. CONSTRAINTS ON THE PROVIDER OF THE DEFAULT 

In the industry model, the issue of default relates both to the choice of provider of 
customer administration and also to the choice of fund.  In what follows we assume that 

                                                 

30  Annual Survey 2005, National Association of Pension Funds, Part 3. 

31  Explanatory memorandum to the stakeholder pension schemes (amendment) – Regulations 2005 No. 577. 
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the provider of customer information also takes responsibility for the decisions regarding 
lifestyling of the default fund.  There are four different ways that could be used to allocate 
default customers in the personal accounts market in the industry model: 

• designations by the employer; 

• a “carousel” similar to that in the Child Trust Fund; 

• using the choices made by active consumers; or 

• a single provider. 

The first option is to allocate the default provider on the basis of employer decisions.  
However, as noted in section 3.2.2, the introduction of the centralised clearing house 
breaks the link between the employer and the provider and thus this strategy is not 
appropriate over the medium to long term. 

The second option for allocating the default individual is to use a carousel as illustrated in 
Figure 2.  This is the method used in the Child Trust Fund.   

Figure 2: Default provider with carousel32
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Brand choice • Carousel brand
• Default fund

• Brand choice
• Fund choice

• Brand choice
• Default fund

Do something Do nothing

Do nothingDo something

Industry model

Brand choice • Carousel brand
• Default fund

• Brand choice
• Fund choice

• Brand choice
• Default fund

Do something Do nothing

Do nothingDo something

 
Source: CRA International 

This model therefore allocates consumers indiscriminately between good and bad 
providers who are active in the personal accounts market.  To the extent that there are 
restrictions on the provision of personal accounts this would not necessarily be harmful 
(and is linked to whether there is a limited panel or a price cap)   

                                                 

32  Note that consumers could actively choose the default fund; for simplicity this option has not been shown in 
,  or . Figure 2 Figure 3 Figure 4
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However, the significant risk from this approach is that different individuals who make no 
choice end up with different returns i.e. some providers may have good returns on the 
default find and others may have poor returns (or at least not “as good” returns).  
Therefore two identical consumers who make no active choice would receive different 
outcomes on the basis of random chance.  There is clearly a political risk from this 
approach, although the differences in outcomes will be small if the default strategies and 
prices of alternative providers are very similar. 

The third option is closely related to the carousel but instead of allocating consumers 
equally across providers, they would be allocated to providers on the basis of the 
proportions chosen by active consumers.  It therefore uses the information derived from 
active consumers to select the best provider for inactive customers.  The schematic 
illustrated in Figure 2 also remains applicable to this method, but the proportions in which 
consumers are allocated to particular brands would differ from the second method (where 
they would be equal across all providers).   

For this approach to be successful, it requires a reasonably active market (such that the 
choice of the default is not driven by a small group of consumers).  It also requires that 
the preferences of active consumers are similar to the preferences of passive consumers 
and hence that passive consumers would do well if they copy the decisions made by 
active consumers.  This seems unlikely to be the case (especially if there is only a small 
proportion of active consumers) since those choosing actively may be more financially 
aware than others and may therefore be willing to face higher or different risks.  For both 
these reasons, the use of this methodology is highly questionable. 

The fourth option is that the Government or a regulator chooses a single provider for the 
default allowing providers to compete to be the default provider and hence competition for 
the market arises. 

Figure 3: Default provider chosen by Government or a regulator 
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Source: CRA International 
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In the industry model a provider’s brand could be identified as the default provider.  In this 
case, should the Government or regulator change their mind regarding the best provider it 
may cause significant cost and political embarrassment to change the default, although 
this is also likely to give strong incentives to the chosen provider to deliver a good quality 
product.  This concern could be reduced through using a different brand for the default 
fund akin to the NPSS since the consumer would be presented with the NPSS brand (but 
would not necessarily know who was undertaking the services underneath).  Hence if a 
provider is replaced, consumers would not know and the cost of changing the default 
would be lowered (as would the incentives to deliver good products for fear of damaging a 
consumer brand).   

In the NPSS model, the default provider of customer services would, by definition, be the 
NPSS. 

Figure 4: NPSS default provider compared to fund choices 

NPSS

Fund choice NPSS default fund

Do something Do nothing

NPSS

Fund choice NPSS default fund

Do something Do nothing

 
Source:  CRA International 

The key differences between the industry model with a single default provider and the 
NPSS model are: 

• who holds the customer information for those customers who do make a choice 
(various different private providers in the industry model or the NPSS); and 

• the need to incur the costs associated with developing a new provider in the form of 
the NPSS. 

If there is a single default fund, this again raises competition concerns akin to those 
explained with the centralised clearing house.  However, we note that there is no 
suggestion of a market failure in asset management.  It is therefore anticipated that in the 
NPSS, asset management would be outsourced.  The number of asset managers would 
in part depend on the degree of economies of scale and benefits from diversification 
(related to the risk of poor performance from any given asset manager). 

5.4. CONCLUSION ON THE USE A DEFAULT 

In a world of auto-enrolment, and where a large number of consumers are apathetic, 
there is a compelling rationale to have a good quality default option.  Great care should 
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be exercised when designing it though, regardless of the model adopted since the design 
is likely to affect competition and consumer welfare: 

• The reduction in competitive forces imposed by consumers due to using a default 
fund is likely to be small.  This is because a large proportion of the target market is 
highly unlikely to impose competitive restraint in any model.  Instead, competition to 
be a default provider would bring significantly more benefits. 

• Competition in lifestyling is unlikely to prove a major issue and therefore no model 
dominates another on this issue.  Diversification would support using multiple 
lifestyling approaches in the NPSS model. 

• In the industry model, there is a range of possibilities as to how default customers 
should be allocated to providers: 

 Using employers to choose a provider and allocation of passive customers 
according to decisions by active customers seem to be less appealing options; 

 A single branded default provider could have a negative impact on consumers if 
something (provider-specific) went wrong; and 

 Using a carousel of providers runs the political risk that default individuals 
receive differential returns purely on the basis of chance (although these 
differences may be very small if passive investment strategies are adopted).   

• The final alternative is to have a single NPSS branded option in either the industry 
model or the NPSS model.  The difference between the industry model with a single 
default provider and the NPSS is then focused on who holds the customer 
information for those customers who do make a choice (various different providers in 
the industry model or the NPSS) and the costs incurred of setting up a new NPSS. 

• Within the NPSS, multiple asset managers would be expected to underlie the funds 
offered but consumers would only observe the NPSS as the provider. 
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6. LIMITED PANEL 

DWP has asked CRA to consider whether there is a need to restrict the choices available 
to consumers through the personal account market.   

At first glance it may appear an unusual requirement to consider restricting the market.  In 
most economic markets additional choice is thought to be of benefit to consumers so that 
they can choose the product that most suits their needs.  Equally, free entry of providers 
to a market is usually seen as an important attribute in ensuring competition in the longer 
term.  The threat that potential competitors can easily enter the market will impose a 
constant pressure on incumbent firms to provide good quality products and services at 
good value, thereby raising consumer welfare.  Similarly, competition amongst existing 
players in the market also forces efficient allocation of resources.  Typically, where there 
are a large number of players, competition would be expected to be fierce and where 
there are only a small number of players, tacit collusion may become a greater concern.  
We therefore need to consider the conditions under which limiting the number of 
providers would create a more efficient outcome than allowing free entry to the market: 

A limited panel could affect competition in a number of ways: 

• It could help consumers make an active choice, as they know providers satisfy 
minimum standards; 

• It could help consumers make a choice by offering them a limited number of choices; 

• It can be structured such that consumers make choices of the “right” kind; 

• It can be structured to ensure that provision is based on an economically efficient 
basis, for example, it can be used to ensure economies of scale are exploited; and 

• It restricts the entry of new providers and hence could reduce choice and innovation. 

First, we discuss whether there is a need for a limited panel.  Second, we consider what 
form any panel should take from a competition perspective.  Finally, we consider whether, 
in addition to the default provider and those providers on the limited panel, other providers 
should also be allowed to compete in the personal account market. 

6.1. THE DESIRABILITY OF HAVING A LIMITED PANEL 

6.1.1. Supply-side motivations  

There are three main examples where restrictions in the number of providers able to offer 
services in a particular market are often observed because of supply-side factors:   

• The first is where there is limited capacity that places a constraint on the number of 
providers.  These examples include airport slots or spectrum licensing where there is 
limited capacity such that there can only be a fixed number of providers, or rail 
franchises, where services on a particular route are performed by only one provider. 
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• The second example arises in cases where there are “network effects” that bring 

additional benefits (positive externalities) and hence where having one provider is 
better than having competing providers.  A useful example of this is the National 
Lottery where having one pool of money that all ticket-holders are trying to win is of 
benefit where the size of the jackpot influences ticket sales.     

• The third example is where there are significant economies of scale.  This arises 
where the characteristics of costs are such that efficiencies are exploited when there 
are a few large providers.  In the extreme, a natural monopoly results where the 
lowest unit costs can be achieved through only having one provider in the market.  In 
this case, adding another provider may bring competition but increases the costs for 
both providers compared to the position in which there is only one provider.33  

It does not appear to be the case that the personal accounts market would be 
characterised by a capacity constraint that naturally limits the number of providers that 
could be in the market. It also does not appear as though all activities in the personal 
accounts market exhibit network effects (although the payment function does as 
discussed in chapter 3). 

Hence, we turn to consider economies of scale.  In terms of pension provision, the market 
is already reasonably concentrated.  The largest three providers have around 50% of the 
market of group stakeholder pensions and the largest seven providers around 90%.34  
Based on the experience of stakeholder pensions, this would suggest that there would be 
less than ten significant players in the personal accounts market and without a limited 
panel, new entry would be possible.  However, it is interesting to note that despite the 
high share of the top seven providers, there are 26 pension providers listed on the FSA’s 
comparative tables. Although these providers may not be significant in terms of their 
market shares, this does not prevent them from being in the market.  They may be 
offering niche services to some consumers, but given the discussions above regarding 
the difficulties of making choices when faced with lots of choices, these may also be 
adding to consumer confusion. 

In terms of fund management, interviewees suggest that for actively managed funds, 
most economies of scale may have been exploited by a fund size of around £100 
million.35  If there is a market size of £12 billion, this would suggest that 120 funds could 
be sustained without any significant impact on cost.  For passively managed funds, 
however, economies of scale may continue even as far as £1 billion, suggesting that 
having far fewer funds would be appropriate.  CRA has not been asked to examine the 

                                                 

33  The second and third points can be replicated by a free market as long as providers are able to merge with 
competitors to exploit either the economies of scale or the network effects to achieve the same benefits as 
would have occurred through limiting access, although this may be a slower process. 

34  Based on ABI statistics. 

35  Note that this is an estimate from interviewees regarding the size of the market at which the significant 
economies of scale have been exploited.  It does not imply that economies of scale do not exist beyond this 
level but that the marginal effect is much smaller. 
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costs of the various activities involved in the personal accounts market and hence we do 
not consider economies of scale any further in this section. 

6.1.2. Demand-side motivations  

The other main motivation for limiting the panel is that it may overcome the problem of 
consumers being overloaded by too much information.  The Pensions Commission noted 
that the field of behavioural economics provides evidence that having more choices can 
lead to consumers failing to make decisions (because they feel overwhelmed by, and 
therefore paralysed by, the array of choices that they face).  Instead consumers can more 
easily make choices when faced with fewer options.  

In the pensions arena, there is evidence from the US that as the number of fund choices 
increases, the participation in 401(k) retirement plans falls.36  They find that participation 
rates are 75% when two funds are offered, but that this falls to 60% when there are 59 
funds offered.  Interestingly the participation rate falls mainly between 2 and 12 funds and 
then is constant between around 12 and 30 funds before falling steadily towards 60% 
beyond 30 funds.  This suggests that there is value in a small number of funds, i.e. less 
than 12 but after this there is little impact up to 30.  

Although this evidence is not directly applicable to participation rates in the personal 
accounts market as there would be auto-enrolment, it is indicative that consumers make 
active choices when there are fewer choices. 

In addition, the Sandler Review used the evidence of the difficulty of making complex 
choices to support the need for standardised products because consumers can more 
easily make choices where there are fewer characteristics feeding into the choice.37  
Furthermore, we note that there has been a recent strategy by one of the major mortgage 
providers to advertise the small range of choices that they offer as a method of combating 
confusion. 

All of this evidence suggests that when there are fewer (although not zero) choices to be 
made we would expect more consumers to make active choices. 

The greater ability to make a choice when faced with fewer options would be a reason to 
have a limited panel where Government has the objective of encouraging consumers to 
make a choice.  In addition to limiting the number of choices and making comparison 
easier, a selected panel also offer reassurance that the products or providers offer a 
minimum standard which could also further encourage consumers to make an active 
choice.   

                                                 

36  How Much Choice is Too Much?  Contributions to 401(k) Retirement Plans, Iyengar, Jiang and Huberman, 
Pension Research Council Working Paper 2003-10. 

37  Medium and Long-Term Retail Savings in the UK:  A Review, July 2002 for HM Treasury. 
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Although having a panel of choices rather than free entry may be easier from the 
perspective of making a choice, it also raises a problem regarding the failure of firms.  If 
there are a limited number of providers then the operational and reputational risks if one 
provider goes bankrupt may be more severe than if there are a large number of private 
providers in the market.  Hence those seeking to be on a restricted panel may believe that 
the Government would be unwilling to see them go bankrupt under these circumstances – 
this could lead to providers taking risks in the belief that the downside would be limited by 
Government. 

Nonetheless these demand side motivations provide convincing arguments for a limited 
panel in either the industry model or in the NPSS.  

6.2. STRUCTURING THE PANEL 

Structuring a limited panel has two main dimensions including the choices offered and the 
method of selection. 

6.2.1. The degree of consumer choice on the panel 

As noted above, the panel could help consumers make active choices by offering them 
different propositions.  The panel could be restricted in a number of ways: 

• Different providers offering different brands with different reputations for service or 
other aspects; 

• Different investment options; and 

• Different company objectives (i.e. mutual versus for-profit companies). 

To think through this we can look at which choices are most valuable to consumers, and 
which options are achievable.  The existing evidence suggests that the choice of asset 
allocation rather than choice over the provider is the more important decision when 
determining the risk and returns that consumers are likely to face.  Indeed the Sandler 
Review noted that there was,  

“widespread consensus that asset allocation choice is the critical element in determining 
long-run overall investment performance”.38  

However, the Sandler Review also noted that the ability to make well informed asset 
allocation decisions was particularly poor. 

The impact of having the default fund will be that most consumers will already have 
access to a lifestyled fund and indeed the majority of consumers are expected to fall into 

                                                 

38  Medium and Long-Term Retail Savings in the UK:  A Review, July 2002 for HM Treasury. 
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that fund as supported by evidence from existing pensions arrangements.39  This is also 
supported by the evidence from the Child Trust Fund market which also finds that the 
majority of customers have invested in lifestyled funds.40

From the Sandler Review, it might be expected that consumers would find the fund or 
asset choice more difficult to make than the provider choice.  However, evidence in 
“Branded choice in personal accounts” finds no evidence that consumers found it easier 
to make one choice compared to another.   

A further option could be to combine both brand and fund choice in one single decision.  
For example consumers could be presented with a limited choice of only a Fidelity UK 
index tracker, a CGNU global growth fund or a Prudential European special situations 
fund.  The danger of this approach being used on a limited panel is that consumers may 
make their choice on the basis of their preferred brand without understanding that this has 
implications for asset allocation.  For this reason it is better to separate brand decisions 
from asset decisions wherever there is a limit placed on the choices available. 

Nonetheless, if consumers are presented first with a choice of funds in the NPSS rather 
than a choice of provider in the industry model: 

• This would then cause consumers to think about asset allocation decisions rather 
than brand decisions – with asset allocation arguably the more important 
consideration; and 

• Those who make active choices would be likely to be choosing something other than 
a lifestyled fund and hence this would be expected to make a tangible difference to 
the outcome they face (which could be positive or negative).  

Over time, with the decision focused on fund choices consumers may learn about asset 
allocation, the more important factor. 

However, evidence in “Branded choice in personal accounts” finds that consumers may 
be more likely to be in the market if they have a choice of provider.  Evidence from the 
Child Trust Fund market finds that 75% make an active provider choice supporting a view 
that they are able to make such a choice.41  Indeed, this is a significantly greater 
proportion of consumers that make an active choice of provider compared to the 

                                                 

39  It is possible that a lifestyled fund may not be appropriate for all consumers e.g. some consumers have very 
different risk preferences compared to those met by a lifestyled fund, some consumers may intend to use 
income drawdown rather than an annuity and hence may need to remain invested in equities rather than move 
into bonds, and some consumers may have particular assets in the rest of their portfolio implying that a lifestyled 
fund would not in fact diversify their overall risks. 

40  74% of accounts opened are stakeholder accounts which require funds to be lifestyled, Child Trust Fund, 
Statistical Report 2006, HMRC. 

41  It should be noted that parents had 12 months to make such a choice which is likely to be different to the 
timescale available for such a choice in personal accounts.  Child Trust Fund, Statistical Report 2006, HMRC. 
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proportion of consumers that make a non-lifestyle-default choice in pension funds (which 
is around 17%). 

The evidence on how consumers currently make choices within existing pensions and the 
evidence regarding the decisions that influence expected outcomes combine to 
demonstrate a trade-off in terms of: 

• Current consumer understanding and behaviour suggesting that more consumers 
would be in personal accounts if presented with provider choice and evidence of a 
willingness to make such choices from the Child Trust Fund market; and 

• Educated consumer behaviour in which asset allocation decisions are likely to be 
more important than brand choices and have a more significant impact on the 
outcome.42   

6.2.2. The process of choosing the panel 

If a limited panel is to be used, the next issue is how particular providers might be chosen 
for the restricted panel.  The restriction required could take a number of forms including 
that the private provider: 

• Be FSA-regulated to conduct pensions business and/or asset management 
(depending on the model);43 

• Meet fund requirements or choice e.g. only investing in UCITS-regulated funds or 
smoothed investment vehicles; 

• Meet requirements for financial strength; 

• Meet other quality indicators; and 

• Offer the lowest price (or be one of the lowest five providers if, for example, five 
providers are required). 

The degree to which any of these would be required would partly depend upon the level 
of restriction that was considered to be desirable.  For example, being FSA-regulated 
would clearly leave room for a very large number of providers whereas only taking the 
providers with the lowest five prices would, by definition, only allow five providers. 

We assume that restricting the number of private providers would require some form of 
auction or beauty contest.  An auction (especially a repeated one) can ensure that any 
monopoly position would not be exploited by those on the panel because competition in 

                                                 

42  We do note that performance does have a substantial impact on the overall outcomes.  However, Government 
is clearly of the view that past performance is not a guide to the future and hence that out-performing rivals can 
not be factored into expectations in advance of making decisions. 

43  Or being regulated by an equivalent national supervisory authority from another EU Member State. 
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the market has been replaced by competition for the market.  The exact form of this would 
depend upon whether it is a panel of providers or of funds, the number of potential 
entrants and whether the Government wished to restrict the panel to a fixed number.  For 
example, an auction process could be used to set prices (rather than the Government 
setting prices) and this would prevent providers from increasing prices and exploiting a 
potential monopoly position.44   

Care will need to be taken in the auction design process since this will have a significant 
impact on the outcomes.  For example, if the only criterion is to have the lowest price then 
firms would offer the funds and approaches that would impose least cost – these are 
likely to take the form of a passively managed fund such as a bond index tracker.  This 
could be avoided through specifying different asset classes so there could be separate 
auctions to offer an equity fund, a small cap fund, a global fund.   

Auctions also suffer from the problem of winner’s curse.  This arises because the winner 
of the auction is the one that has the highest estimate of the value (in this case through 
offering the lowest annual management charge).  Assuming no one can predict the true 
value, they are likely to have over-paid.45   

6.2.3. Panel rotation and dynamic competition 

The most significant concern regarding the use of a restricted panel is that it may cause a 
loss in dynamic competition and innovation.  Indeed, it is this very reason that means rail 
franchises and the National Lottery are reassessed on a regular basis.  Rotating the panel 
prevents the incumbents from acting as monopolies and enables any gains from cost 
efficiencies achieved during the intervening years to be passed on to consumers even 
where the consumers themselves are not price-sensitive. 

The difficulty here is balancing the desire to ensure that competition for the market 
continues to provide dynamic efficiencies with the fact that a limited time on the panel 
reduces the time over which any investment to be on the panel needs to be recouped: 

• If the time on the panel is too short, prices will be high or providers will not enter the 
market – providers need to be able to make a profit for achieving cost efficiencies 
(otherwise they will not seek to make them); but 

• if the time on the panel is too long, prices may remain high as cost efficiencies are 
not quickly passed on to consumers (who may not gain in the same way that they 
would in a competitive market). 

                                                 

44  It may of course be the case that they do not then pass on cost efficiencies and do not improve quality or 
innovate, but there will at least be a limit on their ability to make excess profits (and the price reduction due to 
efficiency improvements can be exploited in future auctions). 

45  For a readable exposition of the winner’s curse (and of auction theory more generally), see, for instance, FM 
Menezes and PK Monteiro, An Introduction to Auction Theory, 2004. 
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A panel may also reduce innovation in two ways.  Firstly, gaining access to the panel will 
set certain criteria that providers need to meet and to continue to meet while they are on 
the panel (potentially even if they are no longer relevant to consumers).  Second, 
because the panel lasts for a particular period of time, if there is innovation in a fund type, 
administration approach or other part of the value chain, this cannot be brought to market 
until the next time the panel is reassessed.   

Although this is a concern generally, it is in fact limited in the personal account market.  
The majority of the target market is highly unlikely to require innovative products on a 
rapid basis.  Furthermore, as long as there remain pension and fund management 
markets outside the personal accounts market, innovation can continue to arise in those 
areas.  Thus the small proportion of consumers who value these innovations highly will 
always have the ability to opt out of the personal account market to access them 
(although not necessarily at an attractive price).  In addition, any important innovations 
can be included in the subsequent tendering process such that innovation is only delayed 
rather than lost.  Indeed, this has been observed in the US Thrift Savings Plan.46

Falling off the panel 

One concern of a limited panel is what happens if providers fall off the panel and with the 
customers who have used these providers.  There are a number of options: 

• Providers could be obliged to continue to service these consumers at the price 
agreed in the personal account market – however this may increase the risk of 
entering the personal account market and a different, and more costly, channel to 
the centralised clearing house may have to be used to continue to serve the 
customers; 

• Providers could be obliged to continue to service the consumers but allowed to 
change the price; 

• Consumers could be automatically transferred to the new provider on the panel with 
the underlying assets transferred in order to prevent the sale and re-purchase of 
assets; or 

• Consumers could be asked to make another choice with the same rules applying for 
defaults on this occasion as when they initially made their choice (if indeed they 
made one).  This may impose a cost from selling and re-purchasing assets and 
therefore losing out on transactions costs as well as leading to an increased 
concentration in the default fund.  

Linked to the frequency of reassessing the panel is the issue of persistency.  Part of the 
drive towards the personal accounts market reflects a belief that there are large set up 
costs in administrating a new account – hence the desire to make the accounts portable.  
However, if the owner of customer information is replaced then all of their customers may 

                                                 

46  GAO-05038 TSP’s Customer Service. 
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require new accounts to be set up in the personal account market.  By contrast if the fund 
manager is replaced this administration cost would not necessarily have to replicated.   

Similarly, whether consumers notice and are disrupted by providers falling off a panel 
depends on whether the providers are observable to the consumer.  Thus in the industry 
model where we would expect there to be branded private providers, consumers would 
observe it if one of them fell off the panel.  By contrast, in the NPSS, if there are only 
NPSS-branded funds on the panel then consumers would not observe it if the underlying 
asset managers changed.  

Trade off between switching and persistency 

One of the aims of the centralised clearing house is to improve persistency.  Yet there is a 
tension between the benefits of persistency from reducing the replication of set up costs 
and the benefits of switching through imposing competitive forces.  In most markets, 
competition concerns are raised when switching is very low since then there is a worry 
that consumers are locked in and providers can exploit them.  This concern can of course 
be reduced through the design of any panel since the ability to exploit consumers will be 
reduced.  Unusually, pensions are currently characterised by both low persistency 
(because employees change job) and low active switching (because employees do not 
actively switch their pensions during a job).  Nonetheless, it will be important to ensure 
that solving the short-term problem of persistency does not lead to a long-term problem of 
a lack of switching. 

However, it is important to recall the original reason for suggesting a limited panel namely 
that consumers are more able to make a choice over a limited range than over an 
extensive range.  Prima facie it may appear that fewer providers may mean less switching 
because there will be less differentiation.  Yet with excessive product proliferation, search 
costs become prohibitive and information asymmetries emerge.  Hence, with a small 
panel of providers, there may in fact be more of an incentive to shop around.   

6.3. THE NEED FOR CHOICE BEYOND THE PANEL 

6.3.1. Consumers who need a wider choice 

One of the concerns of having a limit in the form of a panel is that the choice facing 
consumers are likely to be focused at the average consumer.  It is therefore important to 
consider whether there are different groups of consumers who require different things.  
Here it is useful to distinguish four main groups: 

1. Inactive consumers: these will be drawn into the personal account market because 
of auto-enrolment.  They are likely to fail to make a choice and hence to be 
allocated into the default option.  Choice beyond any panel is unlikely to be of 
concern to this group of customers. 

2. Consumers capable of making limited choices: there is likely to be a group of 
consumers who will be capable of making an active choice if they receive 
adequate, but not overwhelming, information.  These consumers are most affected 
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by the bounded rationality arguments explained in Chapter 2.  They are more likely 
to make an active choice if they face fewer options.  It is likely that this group of 
consumers will be most likely to opt for choices within the restricted panel. 

3. Consumers with non-mainstream requirements: this group of consumers has 
specific requirements in their investment needs.  For example, some consumers 
may want to invest only in ethical funds or those that comply with religious 
requirements.  However, while these consumers may need particular requirements 
this does not necessarily imply that they will be able to choose between a wide 
range of funds. 

4. Active consumers: finally there will be a group of consumers who are confident 
about their understanding of savings and financial instruments.  They are able to 
distinguish different funds and many of them may prefer to select a particular fund 
from a wide fund choice because then they would be able to select the precise fund 
that meets their requirements. 

Of these four groups, it seems likely that the first two would make up the bulk of the target 
market and would be satisfied by the provision of a limited range of choices and a 
mechanism for defaults.  Hence the main aim of providing funds beyond a limited choice 
would be to meet the needs of the third and fourth groups of consumers. 

It could be argued that if the personal accounts market does not meet their requirements 
then both sets of consumers can choose to opt out of the personal account market.  In 
doing this they would then be able to access a wide range of funds many of which would 
suit their needs.  This is a valid argument.   

However, it is likely to be the case that if these consumers opt out of the personal account 
market they will lose the benefits of the employer contributions which would be made 
inside the personal account market. (We presume that employers would not be compelled 
to make contributions to any scheme that any individual desired.)  This fourth group would 
be making active choices and aware of the consequences of their decisions, but the third 
group may not.   

The appropriate course of action is to assess the number of additional funds that would 
be required to meet the needs of these groups of consumers beyond those funds that 
would be included on any limited panel to meet the needs of the majority of consumers.  
If, for example, only one or two funds were required, then it may be possible to include 
these as options within a restricted range of funds could be done without confusing the 
majority of consumers.  By contrast, if a large number of funds were required then this 
would suggest that options beyond a panel may be necessary to meet these needs (or 
they could be forced to find provision outside the personal account market).  However, 
this would need to be a choice beyond the panel in order to prevent the second group of 
consumers from facing too large a choice to be able to decide what they would prefer. 

This discussion does, however, indicate that in terms of consumer choice there are no 
advantages to the target market from a choice beyond the panel that simply replicates the 
options available on the panel.  Rather, the only gains come from offering a different 
investment approach compared to the options available on the panel suggesting that a 
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completely free market would represent a disadvantage in terms of choice and therefore, 
in terms of the efficiency of the outcome. 

6.4. CONCLUSION ON LIMITED PANEL 

The primary conclusions regarding having a limited panel are as follows: 

• There is a strong case based on academic literature and experience in the UK that a 
limited panel would be required to encourage active participation in the market in 
order to overcome problems of being faced with too much choice. 

• Competition for a limited panel is a reasonable substitute for competition in an 
unrestricted market, suggesting that such a restriction would not be damaging.   

• Given that existing pension consumers prefer to have a choice of providers and 
seem to make more active choices when faced with providers than when faced with 
choices over funds, then if the goal is to encourage personal responsibility through 
active choices, consumers should be offered a choice of providers.   

• Offering a single limited choice that combines provider brands with a particular asset 
type e.g. a Fidelity UK index tracker, a CGNU global growth fund or a Prudential 
European special situations fund is likely to lead to confusion and asset allocation 
decisions being implemented because provider brands were chosen. 

• There are unlikely to be losses of dynamic competition and product innovation in the 
personal accounts market since such dynamism can arise outside the personal 
accounts market and be brought into the personal accounts market as and when is 
necessary. 

• Consumers will face less disruption from any rotation of a panel if this does not 
require a transfer of customer account information or if any rotation does not impact 
consumer facing brands, suggesting that panel rotation is less disruptive in the 
NPSS than in the industry model. 

• There is a (probably small) group of consumers who may require a choice to meet 
unusual requirements.  Whether these choices can be offered on a limited panel 
depends upon the number of different requirements that need to be met.  Since 
including them on the panel may cause confusion for other consumers, if the number 
of additional funds is large, options may need to be provided outside the panel.   
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7. PRICING CONSTRAINTS 

Given that consumers are auto-enrolled into the personal accounts market and that many 
of the target consumers are unlikely to actively search the market for the best value 
product, it is possible that some form of price constraint will be used in the personal 
accounts market.  Such pricing constraints could be set by the Government or could arise 
from other methods such as the use of an auction.  In this chapter we review how the 
impact on competition varies depending on whether, and how, a price constraint is 
applied.  In particular we consider: 

• Where a price cap might be applied: only to the default, to a limited panel or across 
all personal accounts; and 

• How the price level is determined. 

DWP has provided a number of working assumptions regarding how any price cap may 
be applied: 

• Regardless of whether there is any constraint on the actual price level, a flat 
charging structure based on an annual management charge will be required for all 
personal accounts;47 and 

• Providers would be able to offer their products below any price cap but would not be 
able to price discriminate based on the level of assets held by any one particular 
customer.48      

7.1. EXTENT OF ANY PRICE CAP 

In most markets, competition is the best way to ensure that consumers receive low prices.  
Hence, where consumers are able to assess good value products, it is better to let 
competition determine the level of prices.  The reasons for this include the facts that: 

• A free market ensures that the price will be determined by the interaction of demand 
for services (reflecting the preferences of different consumers) and the supply of 
services (reflecting the costs of different providers).  Competitive forces ensure that 
consumer needs are met in the most efficient manner and ensure that consumer 
benefits are maximised.  

                                                 

47  A single pricing structure enables comparisons of prices to be made more easily than when there are multiple 
prices.  However, prices based on annual management charges means that prices are not reflective of cost.  
For example, upfront costs are incurred and actions by consumers that impose a cost such as making a phone 
call or switching are not directly charged (although this may be to prevent disincentives to these actions).   

48  This implies that high contributors subsidise low contributors (since there are fixed costs for account set up) and 
hence it is possible that consumers with large funds might transfer these out of the personal account market and 
take advantage of volume discounts elsewhere, leaving only those customers who have reasonably small fund 
sizes in the personal accounts market. 
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• Intervention by regulators dampens those signals from the market that ensure the 

market offers the right products and services at the right price.  Instead of the market 
determining the correct price, the price is determined by the regulator.  However, 
such a regulator can never hope to have full and complete information regarding the 
preferences of consumers and the costs of providers.   

Therefore, if there are parts of the personal accounts market where consumers are able 
to exert competitive pressure, these parts of the market should not face a price cap. 

Furthermore, from the experience over the last 5 years of setting price caps for pension 
products, it is clear that price caps can have a significant impact on competition through: 

• Determining the parts of the market that are economic to serve.  With a price cap 
there will be some consumers who are simply not profitable to serve because the 
contributions are too low to cover the costs of provision.  Arguably this is one of the 
reasons leading to the target market not being served; 

• Altering the link between costs and prices.  To the extent that costs remain front-end 
loaded, price regulation in the form of an annual management charge imposes a 
capital burden on providers as they incur upfront costs but receive no upfront 
revenues.   This may act as a barrier to entry to both new providers and new 
products; and 

• Forming a focal point of competition.  This may reduce the degree of price 
competition both within the market and across market segments. 

These issues indicate that restricting pricing decisions may reduce competition and result 
in market outcomes different from those that would arise in a free market, potentially 
leading to a reduction in efficiency and consumer welfare.  However, where markets 
suffer from information asymmetry there is a danger that consumers are not able to 
choose on the basis of quality and price and thus a price cap may be required to protect 
consumers from providers imposing excessive charges. 

7.1.1. Application of any price cap to the default  

We understand from DWP that the primary reason for the use of a price cap in the 
personal accounts market is concern regarding the market outcome for less informed 
consumers.  As described in section 2, the target market for personal accounts comprises 
consumers who are inert and likely to have poor financial literacy such that they are 
unlikely to be price-sensitive.  There may, therefore, be a need to intervene regarding the 
prices that these consumers face (although it is important to note that this is likely to 
introduce inefficiencies in doing so). 

Given that the consumers who fall into the default are likely to be the least financially 
educated, and are likely to struggle the most when faced with large choices, if a price 
constraint is required for the policy reasons above, then it is these consumers who are 
most likely to be in need of the protection it affords.   
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7.1.2. Application of any price cap beyond the default 

It is also important to consider whether there is a need for a price cap beyond the default 
fund.  Those individuals that are in the personal accounts market but make an active 
choice not to elect the default option are sending a very strong signal that the default 
option did not meet their particular needs.  They are making an active choice and can 
therefore take responsibility for this indicating that a price constraint is not needed beyond 
the default option.   

However, if a limited panel is used consumers may see products on this panel as “safe” 
products and therefore take insufficient notice of price.  This could provide a justification 
for price constraints to arise beyond the default option.  Section 7.2.2 examines the 
interaction between limiting the panel and how any price constraint might arise.   

7.2. SETTING ANY PRICE CAP 

Any price cap that is set in the personal accounts market could be decided by 
Government or through the use of an auction mechanism to identify the prices at which 
private providers will enter the market (or some combination of both of these 
approaches).  Which of these approaches would be used will partly interact with decisions 
regarding having a limited panel. 

7.2.1. Government based price cap 

The objective when setting any price cap for the personal accounts market is to protect 
those consumers who are unable to make well-informed decisions and therefore to avoid 
private providers making supernormal profits at the expense of consumer welfare.  The 
current under-provision (or lack of provision) of certain segments of the market indicates 
that supernormal profits are not currently being made in these segments.  This might 
suggest that the current price cap is in fact set too low (indeed the fact that Government 
increased the price cap from 1% to 1.5% for the first ten years of stakeholder pensions 
might be taken as evidence that it was indeed previously set too low). 

Nonetheless, the introduction of auto-enrolment (lowering distribution costs and spreading 
fixed costs) and the advent of a clearing house (lowering costs from non-persistency) may 
make the target market profitable to serve.  Hence any price cap would be expected to be 
lower than in the absence of these changes.  Yet, the extent of the reduction in costs will 
be difficult to judge prior to the market being created and there is therefore a risk if 
Government sets a price cap it could be set at an inappropriate level and deter providers 
from entering the personal accounts market.   

7.2.2. Auction based price cap 

In a model with a limited panel some selection mechanism such as an auction would be 
required in order to identify a panel of chosen private providers.  It is therefore useful to 
consider the two broad goals that auctions they typically have: 
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• with independent private values (where potential purchasers place different values 

on a particular asset such as in the case of art work), the seller wants to allocate the 
asset to the individual who values it most; or 

• with common values (where potential purchases would place the same value on a 
particular asset such as in the case of the rights to drill an oil field), the seller wants 
to elicit the “true” value of the good or service auctioned. 

An auction that allocates the right to be part of a limited panel of personal accounts will 
have elements of both.  First, providers may have different cost structures, and hence the 
private value will vary across them – this suggests that an auction could identify the most 
efficient providers.  Second, there is likely to be uncertainty over the true value of the 
overall market - the common value - and where this is the case, the problem of winner’s 
curse is greater.   

If the offerings by providers are expected to be reasonably similar and hence different 
providers would have similar cost bases, this suggests that the common value and 
winner’s curse concerns may be the more important ones.  Nonetheless, the auction 
mechanism can be used to identify the price that could be charged without the necessity 
for Government to specify the price.  Should this be the preferred approach, there is 
considerable evidence available on the use of auctions that would need to be examined 
when designing such a mechanism. 

In the case of a limited panel in the industry model, the auction would also need to 
balance the price on the default fund with the prices applied on other funds (assuming 
that they can differ).  In the case of the NPSS, the bids would be to provide asset 
management services for the default fund (or other funds) and hence to provide services 
to the NPSS which is an informed customer.  As such, issues of pricing constraints on the 
asset managers are less relevant.     

7.3. CONCLUSION ON PRICE CONSTRAINTS 

Given that many of the target consumers may not search the market, it is possible that 
some form of price constraint will be used in the personal accounts market: 

• If price caps are to be used, they should only apply in parts of the market where 
consumers do not make active decisions i.e. on the default fund.  If there is an open 
market in either model, consumers who make a choice would be making active 
decisions and should take responsibility for them; 

• Where there is an open market of providers, Government would be responsible for 
setting the price caps with the associated risks of getting it wrong; 

• Where choices are restricted, these prices could come from an auction mechanism 
which brings a risk of winners’ curse in which providers offer a price which in fact 
turns out to be too low (and hence unprofitable for the provider); and 

• Where there is a limited panel, there is also the risk that consumers believe that all of 
the options that are on a restricted panel have been approved by Government and 
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hence there is a risk that consumers do not pay sufficient attention to the price that 
they would face from the alternative options on the panel.  This might therefore 
require additional pricing constraints for non-default funds.   
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8. INTERACTIONS BETWEEN THE PERSONAL ACCOUNTS 

MARKET AND OTHER MARKETS 

In the previous chapters, we have largely focused on how competition within the personal 
accounts market would work. In this chapter we consider the interaction between the 
personal accounts market and the existing group and occupational market.  We also 
examine concerns about levelling down and the potential impact on savings and advisers.  

8.1. PERSONAL ACCOUNTS AND THE EXISTING OCCUPATIONAL MARKET 

One of the most significant issues in determining the market size of the personal accounts 
market will be the behaviour of employers with regards to whether or not they offer a 
pension scheme that would exempt them from needing to offer access to the personal 
accounts market. 

As indicated in the White Paper, not all employers will have to offer access to personal 
accounts.  In particular,  

“If an employer already offers a suitable alternative scheme, they will be able to seek 
exemption from the personal accounts scheme and automatically enrol their employees 
into their existing scheme instead.”49

The criteria that an employer needs to meet in order to gain exemption are currently 
unclear.  However, we note that, other things being equal: 

• Employers that have already set up a scheme will prefer to contribute to this rather 
than a personal account because then they do not need to incur additional set up 
costs: 

 It seems likely that set up costs will have been incurred for existing schemes 
where contributions are already being made; and 

 Interviews have indicated that the set up costs involved in empty designations of 
Stakeholder pensions are very small suggesting that firms that only have empty 
designations may be indifferent between auto-enrolling their employees into the 
Stakeholder pension or the personal account.  

• Employers will prefer the scheme that imposes the least ongoing cost on them; 

• If the exemption criteria regarding contribution limits differ between personal 
accounts and exempt schemes, employers will prefer to use the pension that 
involves making the smallest contributions; 

• If there is uncertainty as to whether an alternative scheme will remain exempt over 
time, employers will prefer to use personal accounts; 

                                                 

49  Security in retirement: towards a new pensions system, DWP, May 2006. 
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• Employers may prefer personal accounts if they believe this provides a way to avoid 

taking responsibility; and 

• If the criteria for exemption exclude any value of ancillary add-ons, such as death 
benefits and health incapacity benefits, there is a risk that these (valuable but costly) 
benefits could be lost. Currently, the NAPF finds that 99% of DC schemes offer 
death benefits, 45% provide survivors pensions and 38% provide income protection 
or long-term disability insurance.50 

Given all of these factors, it is clear that the definition of an exempt scheme will have a 
substantial impact on the take-up of personal accounts as compared to employers 
offering alternative pension schemes. 

It is also possible that take-up of personal accounts might increase over time.  At first this 
might be driven by micro-employers who have not had to designate a stakeholder 
pension in the past along with those firms who failed to make a designation despite the 
legislation.  Subsequently, employers who wish to re-examine their pension provision or 
those who no longer want to be seen as taking responsibility for it may well seek to begin 
providing personal accounts rather than providing access to alternative schemes.  One 
implication of a gradual expansion of the personal accounts market is that the 
“persistency gains” from the centralised clearing house will also increase over time.   

Some parts of the pensions industry have argued that if personal accounts have relatively 
little regulation on them, this imposes an unlevel playing field for providers outside the 
personal accounts market.  Whilst regulatory asymmetries should be considered with 
care, it is important to note that the extent of market failures varies from segment to 
segment suggesting that different regulatory frameworks may be required across these 
separate market segments.   

It is also very important to note that both regulatory asymmetries and the definition of an 
exempt scheme may lead to the personal accounts market expanding into areas that 
existing provision would previously have served.   

We note that all of the issues discussed in this section apply in both the industry model 
and in the NPSS.  

8.2. THE RISK OF EMPLOYERS LEVELLING DOWN 

One of the clear risks from the personal accounts market is that employers will begin to 
“level down” the contributions to existing pension schemes.  There are two main reasons 
suggested for this, both of which seem justifiable: 

• setting a default rate will lead to 3% becoming a focal point; and 

• employers have a fixed budget to spend on pensions. 

                                                 

50  NAPF Annual Survey 2005, Defined Contribution Pensions, Part 3. 
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First, the focal point argument reflects a view that if the Government sets a 3% employer 
default rate, then employers may take the view that 3% must be the appropriate level of 
contributions for employers to make.  Hence employers currently contributing more than 
this may reduce their contributions arguing to employees that 3% is sufficient.   

The weakness in this argument is that employers who are currently contributing more 
than 3% into pensions are doing so with no constraint placed on them.  Yet these 
employers chose to contribute something.  Hence these employers must be acting out of 
motives other than doing what they can “get away with”.  Put another way, the new auto-
enrolment rules do not prevent employers continuing to make a higher contribution rate 
as at present.  Other things being equal, many of these employers would therefore be 
expected to continue contributing at existing levels. 

However, it is possible that some employers may have selected a contribution rate out of 
benevolence or paternalism to ensure that their employees are not on the poverty line 
when they reach retirement.  For these employers, the default rate that the Government 
will set will provide new information regarding what could be considered a reasonable 
contribution rate to achieve this.  Hence these employers may well reduce their 
contribution rates.  Indeed, evidence in the Pensions Commission report demonstrated 
the fact that default contribution rates form focal points. 

These factors are equally applicable to the industry model and the NPSS. 

Second, we examine the issue of having a fixed budget for pensions (or for employee 
benefits generally).  If employers have a fixed budget to spend on pensions then if auto-
enrolment leads to an increase in take-up of pensions, employers will be able to spend 
less per person and hence will reduce their contribution rate.    

Alternatively, increased expenditure on pensions may be mitigated through changes in 
salary.  That is, rather than reduce pension contributions, salaries might be reduced 
compared to what they otherwise would be for those who were not previously receiving 
contributions.51   

The degree to which such levelling down might occur for any given employer will depend 
upon the relative proportions of those who are currently enrolled in a pension and those 
who join after auto-enrolment.  If pensions already have high take-up then there will be 
less levelling down; by contrast where there is currently low take-up we would expect 
more levelling down.  Hence the more successful is auto-enrolment, the higher the 
chance of levelling down.  Therefore, within a particular employer, there is a trade-off 
between improving pension provision for those who do not currently have a pension and a 
reduction in the level of provision for those who do. 

                                                 

51  In as far as firms are taking their preferred approach to salary and pension trade-offs currently, this must be less 
preferred compared to today. 
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We note that again this issue depends purely on the relative take-up of pensions before 
and after auto-enrolment but it does not depend on the model chosen for the personal 
account market other than in as far as this determines take-up.  

However, if existing employers compete by offering an exempt pension, then 
differentiating their pension from a personal account may be of benefit and hence 
levelling down will be harder to justify.  Employers may be best able to differentiate their 
exempt scheme if there is a different provider of the exempt scheme compared to the 
provider in the personal accounts market.  This suggests that the incentives to retain an 
exempt scheme might be greater in the NPSS than under the industry model.52

8.3. EMPLOYEE BEHAVIOUR 

8.3.1. Employees levelling down 

Employee levelling down refers to the concern that some employees may change their 
current (high) contribution levels to different (lower) contribution levels because of auto-
enrolment in personal accounts.  

As with the risk of employers levelling down, partly this is because the 4% contribution 
rate becomes a focal point.  Employees are now being auto-enrolled and in the absence 
of other information would have chosen a higher rate of contributions but because 4% is 
the default rate of contributions they assume that this is the appropriate rate.  This 
concern is likely to be exacerbated over time as the number of new joiners to the system 
increases compared to the number of people who already made some form of pension 
provision as more people are exposed to the presumption of 4% being an appropriate 
level of employee contribution. 

Levelling down by employees may also arise because consumers will now be receiving a 
3% employer contribution and hence if they are aiming to have a particular size of 
pension pot in the future they may reduce their own contributions in order that the total 
contribution remains the same.  In as far as this is the explanation for employee levelling 
down this would not be of concern since it is a perfectly rational approach.    

Finally, the impact of levelling down by consumers is less likely to be of concern in the 
target market since consumers in the target market are not actually making any 
contributions at present.   

                                                 

52  There is the possibility for auto-enrolment to cause an increase in pension contributions as well.  If there are 
some companies that do in fact compete on the basis of pension provision, then purely offering a pension will no 
longer be a distinction since all employers will have auto-enrolment with at least 3% contributions.  Employers 
would therefore only be able to distinguish their pension provision by offering higher contributions or additional 
benefits compared to the default requirement in the personal accounts market. 
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8.3.2. Employees constrained by contribution cap 

It is possible that there will be some employees who would like to make higher 
contributions than allowable under a contribution limit suggested for the personal 
accounts market.  These employees may currently either be making their own individual 
pension provision or may be making contributions via their employer.  If their employer 
decides to offer personal accounts rather than an alternative exempt scheme, then the 
employee may be better off within the personal accounts market in order to receive the 
employer contribution.  

However, they will then be constrained by the contribution cap in the personal accounts 
market.  For example, if the limit is set at £3,000 as suggested by the Pensions 
Commission, it may be best to contribute the first £3,000 into the personal accounts 
market in order to attract full employer contributions, but then the consumer may only be 
left with £500 to contribute outside the personal accounts market and this may not be an 
amount that means that they are profitable to serve.  Clearly, the closer the total amount 
is to the personal accounts limit, the more of a concern this would be.   

Evidence from discussion with the ABI suggests that close to 85% of current pension 
contributions are below the £3,000 limit suggested by the Pensions Commission 
indicating that this constraint is likely to be of only limited concern if the limit is at least 
£3,000. 

A further issue is whether the saving that will occur through the personal accounts market 
is additional saving or substitutes for other forms of savings.  If there is at least some 
element of substitution this is likely to be of greatest concern for products that are closest 
to pensions like ISAs (both equity and cash – since the latter is likely to be more prevalent 
among the target market) and unit trusts.  In addition, it may lead to an increase in debt 
for some consumers. 

8.4. ADVISERS 

8.4.1. Advisers recommending exempt schemes 

Personal accounts are aimed at meeting the needs of the target group of consumers who 
currently do not have any pension provision.  Advisers are not currently serving these 
consumers because it is not profitable to do so.  Hence there should be no impact on 
advisers from the personal accounts market that reaches the unserved consumers. 

However, there is a risk that the personal accounts market impacts parts of the market 
that are already (or would already be) served and that employers enter the personal 
accounts market rather than providing their own scheme.  To the extent that this occurs, 
advisers are likely to lose out, although they may remain incentivised to sell pensions that 
are profitable outside the personal account market. 

Similarly advisers may have been serving part of the individual market, but the employer 
contribution means that individuals are better off contributing through their employer.  
Hence advisers are likely to retreat further up the income scale and deal only with those 
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customers who can make substantial private contributions (above any personal account 
contribution limit).  In addition, if pension contributions substitute for other savings 
products, financial advisers may also be affected.  All of these issues are likely to reduce 
the market for advice.   

8.5. CONCLUSION ON INTERACTIONS BETWEEN THE PERSONAL ACCOUNTS MARKET 
AND OTHER MARKETS 

The introduction of the personal account market could potentially affect the provision of 
existing pension products (including individual and employer sponsored pensions), other 
savings products and the provision of advice: 

• The way that exempt alternative pension schemes are defined will have a substantial 
impact on the proportion of pension schemes outside the personal accounts market 
and may lead to the personal accounts market expanding into areas that existing 
provision would previously have served. 

• The price cap should not apply to exempt group schemes beyond the personal 
accounts market.  Where employers are already making contributions to a group 
scheme, they are doing so as this is a valuable tool in the labour market.  To this end 
we can expect these employers to act as an intelligent consumer for their employees 
and they should be free to do so (perhaps even buying pensions offering superior 
services for a high price).  These employers are outside the target market.   

• There is a risk of levelling down by employers as the contribution rates used in auto-
enrolment become a focal point. However, this risk is the same in both models. 

• To the extent that exempt schemes remain, the financial advice market will be 
insulated from the introduction of personal accounts.  However, if personal accounts 
impact outside the target market and since personal accounts may partly substitute 
for other forms of savings, there is likely to be a reduction in the market for advice. 
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9. CONCLUSIONS 

There are a number of broad questions that we have used to draw together some of the 
main conclusions of the report. 

1. What are the current problems in the pensions market that Government is trying to 
address? 

The current pension market suffers from a number of market failures. Firstly, there is a 
group of inert myopic consumers, for whom the market mechanisms for encouraging 
participation are ineffective. Added to this is a cost imposed from setting up a new 
pension pot each time an employee changes job.  Hence this results in a significant part 
of the pension market that is currently unserved.   

Auto-enrolment solves the problem of myopia but costs from a lack of persistency can 
only be solved through a centralised clearing house allowing access to the same pension 
after changing jobs.  By reducing persistency problems this should lower the cost of 
pension provision and increase the population of consumers for whom it is economic to 
provide pensions to.  Competitive restraint on costs within a single clearing house can be 
imposed through the use of service providers selected through a competitive process. 

2. Comparing the industry model and the NPSS, do problems in the market justify the 
reduction in consumer choice? 

The justification for centralising customer services purely because of market failures in 
the supply of these services is very weak.  There is little evidence suggesting sufficient 
economies to justify a single provider.  Neither is there evidence that synergies require 
vertical integration with payment administration.  Although little may be lost in terms of 
differentiated service propositions, there is a risk that as consumers have no choice of 
provider and because they are unable to switch to a better provider if they face poor 
services, they opt out of the personal accounts market altogether. 

3. How do the default fund, the limited panel and a cap interact?  

The default process should be aimed at protecting inert consumers.  By contrast, a limited 
panel is aimed at encouraging active participation and there is strong evidenced 
suggesting that limiting choices enables consumers to make these choices. 

If a default fund is used, it will be necessary to have some form of price constraint.  If a 
limited panel is used and consumers believe this represents a ‘guarantee’ of fair value as 
price cap may also be needed in this part of the market.   

If price caps are to be used, they should only apply in parts of the market where 
consumers do not make active decisions i.e. on the default fund.  If there is an open 
market of options in either model, consumers who choose from these would be making 
active decisions and should take responsibility for them. 

In cases where there is an open market of providers, Government would be responsible 
for setting the price caps with the associated risks of getting it wrong. In cases where the 
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providers are restricted, these prices could come out of an auction mechanism. The 
economic choice between a price cap and an auction depends on the relative information 
advantage of the Government compared to the market.  

4. Would introducing personal accounts have any significant effects on the wider 
financial services industry? 

The way that exempt pension schemes are defined will have a substantial impact on the 
proportion of pension schemes outside the personal accounts market.    In particular, 
certainty regarding whether schemes meet the definition over time will be important. 

To the extent that exempt schemes remain, the financial advice market will be insulated 
from the introduction of personal accounts.  However, if personal accounts impact outside 
the target market and since personal accounts may partly substitute for other forms of 
savings, there is likely to be a reduction in the market for advice. 

There is a risk of levelling down by employers as the contribution rates used in auto-
enrolment become a focal point. However, this risk is the same in both models. 

It is likely that the introduction of personal accounts will substitute for other forms of 
savings (most likely cash ISAs) for the target market but also for individual pensions and 
ISAs for consumers who were previously served by existing pension products. The impact 
of personal accounts will therefore result in financial advisers targeting higher income 
groups and a reduction in the sustainable market for financial advice. 
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