






99

	 A couple of respondents believed having no 
fund choice at all is the best solution, but 
recognised some choice may be necessary. 
Alliance Bernstein said:

“We believe that the personal accounts 
scheme will meet its objectives at 
the lowest cost and with the lowest 
operational risk by having one default 
fund and allowing no choice. Indeed 
we believe that the trustee corporation 
needs to develop a very strong case 
why choice would be beneficial to 
the membership if it is to be offered. 
Research suggests that choice increases 
cost, whilst worsening the outcome for 
the average investor.” 

Types of funds

There was broad consensus among 7.4	
respondents that personal accounts should 
offer members different risk-graded levels of 
the default, a religious-compliant fund and 
an ethical fund. This is illustrated in Figure 
7.1. The majority of participants at our 
roundtable discussions also supported this 
range of fund choice.

 
 
 
 
 
 
 

Figure 7.1 Recommendation of fund choices	
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Religious-compliant and ethical funds

“There should be a choice of funds for 
members. In particular to respond to an 
individual’s religion or belief preference, such 
as a Sharia fund. However we appreciate that 
the numbers of funds should not be excessive 
so as to put members off making a decision.” 

Equality and Human Rights Commission

The majority of respondents suggested 7.5	
making available a religious-compliant 
fund, such as Sharia, and an ethical fund. 
Although there was strong support for 
Sharia and ethical funds, there was little 
elaboration on how such offerings should  
be pursued. Roundtable participants 
thought that choosing whose values 
to apply to an ethical fund could be 
challenging. Some participants argued that 
the same risk and return ratio used for the 
default fund should also be replicated in 
these fund types. PADA will be conducting 
research into ethical and religious-compliant 
offerings to better understand demand for 
these types of funds, their features and  
how they can be delivered. 

 Risk-graded funds

Alongside religious-compliant and ethical 7.6	
funds, a large number of respondents 
welcomed the idea of making available 

some risk-graded funds as alternatives to the 
default. Whether respondents suggested one 
or more risk-graded funds depended on how 
they viewed the objective of the default fund. 
Respondents that thought the default fund 
should represent a medium risk went on to 
recommend offering a higher and lower risk 
version of the default. In comparison, others 
that felt the default fund should focus on 
preserving capital suggested a single risk-
graded option which takes higher risk than the 
default fund.

Other fund types

Whether to make available 7.7	 gilt funds, 
diversified growth, guaranteed and 
with-profits funds generated much less 
interest among respondents and were 
only recommended by a handful. Some 
participants at the roundtable discussion 
thought that both guaranteed and 
with-profits funds would be difficult to 
communicate and not easily understood by 
members. They thought that expectations 
of what these products are designed to do 
would need to be carefully managed. 

A number of respondents, particularly 7.8	
investment managers and consultants, 
suggested the use of a ‘self-allocation fund’ 
which allows participants to build  

Research required

PADA will be undertaking research to look at the appetite for ethical and religious-compliant 
funds among the target group. We have identified a need to further investigate Sharia and 
ethical fund offerings in particular. Further research and analysis will be carried out to help us 
understand required features, likely take up and costs of providing such funds and how they  
can be delivered in an efficient and simple way. This research is expected to be completed by 
late spring 2010. 
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and manage their own portfolio. This is 
achieved by giving members access to a small 
number of broadly diversified asset class 
funds. These could possibly be taken from the 
underlying constituents of the default fund. 
A few respondents believed this approach 
would allow engaged members to select an 
investment mix that is appropriate for them 
and matches their risk profiles.  

Research into 401(k) schemes in the US 7.9	
where participants are offered the choice 
of building their own portfolios from a large 
selection of fund constituents, suggests 
that members would be better off staying 
in the default fund than building their own 
portfolio. These findings are explored  
further in Box 7.1.

Box 7.1 The efficiency of sponsor and participant portfolio choices60

This paper suggests that portfolio performance in 401(k) schemes is linked to both the 
investment options made available by employers and members’ portfolio decisions.  
The research looked at nearly one million members in one thousand pension schemes.  
The research identified key portfolio shortcomings in 401(k) plans, attributing these to either  
the fund components made available to members, or member choices of those components.  
This research is based on the premise that members build their own portfolios from a large 
selection of fund constituents. 

Some key findings:

Where an appropriate choice of funds was offered, members generally did not make  •	
a choice and their savings pot was put into a default fund.

Those who did not select fund constituents that provide for an appropriately diversified portfolio •	
experienced a fall in their retirement fund by as much as 20 per cent over a 35 year working life.

Members would have achieved a better result by splitting their investments equally  •	
between the alternative funds available, rather than investing in one alternative fund choice. 
This is because even a random allocation did better than a poorly informed choice.

Even if the fund components provided to members were optimal, members still failed  •	
to make alternative fund choices that would give them the best outcomes. Members  
showed low levels of financial literacy and investment knowledge, meaning they often  
built poorly-diversified portfolios.

This research suggests personal accounts members will not be well served by having the  
choice of building their own portfolios from a large selection of fund constituents. The research 
findings appear to support PADA’s thinking that offering a small number of readily-diversified, 
risk-controlled portfolios as part of its fund choice may be most appropriate. This is particularly 
the case where members of personal accounts are likely to find making financial decisions 
challenging and have little investment experience.

60	 Tang et al, 2009.
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Lifestyling

The majority of respondents to the 7.10	
discussion paper thought all scheme 
members need to de-risk when approaching 
retirement and that lifestyling should be 
applied to fund choice. Respondents saw no 
reason why lifestyling should not be applied 
in the same way to the wider fund choice 
as it is for the default fund. The Investment 
Management Association explained that:

“For those outside the default fund, 
there is no reason in principle why 
some form of de-risking process should 
not be applied in the glide path to 
retirement. This would be particularly 
relevant for those who have chosen a 
higher-risk option and who may not 
have had reason to revisit their choice 
over time. In such a situation, it might 
even be perceived as part of the trustee 
corporation’s fiduciary duty to at least 
offer age-related risk adjustment at the 
appropriate moment (likely to be  
10-15 years from retirement in line  
with the decision on the default fund).”

In comparison, participants at our 7.11	
roundtable discussion were divided on 
whether alternative funds should be 
lifestyled. Some thought lifestyling should  
be applied to all funds, while others argued 
it should only be applied to fund choice  
that is not motivated by financial reasons,

	 such as choosing religious-compliant or 
ethical funds. They argued members who 
select a choice outside of the default fund 
for financial reasons are likely to have greater 
financial sophistication and may want to 
be left to their own devices to pursue their 
own lifestyling strategy. Other roundtable 
participants recommended offering 
members a lifestyled and non-lifestyled 
version of alternative funds to allow them to 
make their own decision. These options were 
also suggested by some respondents to the 
discussion paper that thought lifestyling 
should not be applied to all funds.  

Branded funds 

There is broad consensus among 7.12	
respondents that any funds offered should 
not retain the branding of the financial 
service provider, and instead should be 
offered to members as a ‘personal accounts 
fund’. The most common reasons provided 
by respondents on why branded funds are 
not appropriate for personal accounts were:

General agreement

There was broad consensus that personal 
accounts should offer a limited range of 
fund choice consisting of different risk-
graded funds to the default, a religious-
compliant fund and an ethical fund.  

Mixed opinions

Although the majority of respondents 
thought that all funds should be lifestyled, 
roundtable participants were divided on 
whether lifestyling should be applied to all, 
or only some, of the alternative funds.
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Limiting the hiring and firing  •	
of managers 
The use of branded funds complicates 
and restricts the flexibility of the trustee 
corporation to change fund managers, for 
example when they are under-performing.  

Communication complications•	   
The trustee corporation would have to 
inform members of manager changes 
in the branded funds. This may create 
confusion, particularly given members 
are likely to have little experience of 
investment. Members may also be 
unclear on the difference between 
branded and personal accounts funds, 
and think information provided on one 
applies to the other when it does not. 

Additional costs and complexity•	  
Using branded funds will add complexity 
to the scheme and is likely to incur 
additional costs. This was explained  
by the Pensions Management Institute  
as follows:

		� “There are literally thousands of 
branded funds on the marketplace. It 
would be an inappropriate use of the 
trustees’ scarce resources to undertake a 
whole of market search for appropriate 
branded funds and to maintain that 
selection under ongoing review. To 
make a selection of a few branded funds 
without undertaking a whole of market 
research exercise would create a false 
impression that the trustees felt that 
these were the best.”

Reputational risks•	    
If a branded fund which has been  
chosen by the scheme under-performs  
it may damage the reputation of  
personal accounts. 

Effect of brand popularity•	  
A member’s choice may be influenced  
by brand name instead of the fund that  
is most appropriate for their needs.

A handful of respondents thought branded 7.13	
funds may be appropriate for personal 
accounts. They believed that branded funds 
would inspire member confidence and 
broaden investment choice and flexibility for 
members who require it. Some respondents 
also thought branded funds would be 
appropriate for religious-compliant and 
ethical funds because they would provide 
cost and operational efficiencies.  

General agreement

Nearly all respondents agreed that 
branded funds are not appropriate for 
the membership of personal accounts or 
consistent with a simple and low-charge 
scheme. 
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Costs of alternative fund choice
“Personal accounts should be focused on the 
large majority of its members who are not 
qualified to make informed fund choice and 
seek to deliver them the optimal outcome 
through the default fund. With such an ethos 
in mind, it would be wrong for members of 
the default fund to cover any of the costs of 
members who make an alternative choice.” 

JA Pensions Consulting

Almost all respondents believed that  7.14	
the extra costs associated with alternative 
fund choice should be borne by those 
members who exercise the choice and not 
the majority who remain within the default 
fund. Figure 7.2 shows the breakdown  
of views. 

The majority of respondents argued costs 7.15	
should be ring-fenced between funds and 
there should be no cross-subsidy between 
the default and alternative choices. 
Respondents thought this was the case, 
particularly where alternative funds have 
higher charges which are accepted by some 
members in the hope of greater returns. 
Some respondents thought this could be 
managed by effective communication 
around informing members of the charging 
structures and the extra costs associated 
with selecting an alternative fund. 

A minority of respondents argued that  7.16	
the costs of wider fund choice should be  
spread across the whole membership.  
The Pensions Management Institute 
thought that keeping all fund costs the 
same would keep the scheme simple and 
exert a healthy pressure on the trustee 
corporation to restrict the growth of fund 
choice and maintain the cross-subsidy at 
a “modest level.” A handful of respondents 
thought the administrative costs of offering 
fund choice should be spread across 
the entire membership, but the cost of 
managing different investment options 
should be borne by the individuals who 
choose the alternative fund. 

Roundtable participants were divided on  7.17	
this issue. Some argued that costs should  
be shared given the majority of members 
are expected to be in the default fund 
and the cost of cross-subsidisation will be 
minimal, while others thought those who 
take advantage of fund choice should 
pay the extra charges. There were some 
roundtable participants who believed that 
cross-subsidisation should only apply to 
funds where the motivation was non-financial,  
such as religious-compliant and ethical funds. 

Figure 7.2 Should there be cross-subsidy of costs 
between fund choices	

No clear opinion  2

No 32

Yes  4

Source: PADA 2009
Base: 38 responses to our discussion paper addressed this issue
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Switching between different funds

The majority of respondents supported 7.18	
constraining the number of switches 
between funds made by members. They 
agreed with the research identified in the 
discussion paper61 that suggested switching 
is often not in the best interests of members. 
Other reasons respondents identified for 
discouraging switching is that it creates an 
additional administrative burden which is 
inconsistent with a low-charge scheme. 

Respondents argued that typical members 7.19	
will not switch, or will switch infrequently. 
Some thought there should be limits 
imposed on the number of switches 
permitted, others thought members should 
incur the costs themselves for any additional, 
or all, switches. Some respondents thought 

a time frame should be imposed on switching 
as well.  For example, allowing members one 
free switch each year, or within a periodic 
window. The Trades Union Congress 
explained that:

“The suggestion of allowing a small  
number of free switches but then 
imposing charges for each switch 
seems to present a good balance 
between offering choice to members 
and protecting scheme value for all 
beneficiaries.” 

A small number of respondents believed 7.20	
imposing limits on fund switches was 
undesirable, because it could prevent 
members from responding to a change  
in their circumstances and make them feel 

“trapped” in a particular fund. Respondents 
observed where a limit is applied, members 
will be even more inclined to use their  
quota, rather than see it “go to waste”.  
This may mean members make switches 
they otherwise would not have done  
if there were no limits.

Mixed opinions

Although the majority of respondents 
thought the individual should bear the 
extra costs for investing in an alternative  
to the default fund, roundtable participants 
were divided on whether the membership 
of personal accounts should share the 
costs associated with all, or some,  
fund choice. PADA’s planned research  
into alternative fund choice will look  
closely at the costs of offering these funds, 
and the impact that different costs have 
on members.

61	 Blake and Timmermann, 2005.

General agreement

The majority of respondents agreed 
personal accounts should constrain the 
number of switches between funds made 
by members, either through imposing a 
limit, time frame, charges or a combination 
of all three.
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Setting the investment objective 
of the default fund: consumer 
representative bodies

15 June 2009, London

Aim of discussion: to gain feedback from 
consumer representative groups on the likely 
characteristics of future members of personal 
accounts and what will be important to them  
in terms of an investment objective that 
encourages them to save and remain in the 
scheme. The discussion focused on three main 
areas: the characteristics of our members,  
what will encourage these members to save  
and remain in the scheme and how to 
communicate with members. 

Setting the investment objective 
of the default fund: investment 
industry

17 June 2009, London

Aim of discussion: to gain feedback from the 
investment industry on what are the key factors 
to consider when setting an investment objective 
for the default fund and which type of investment 
objective is best suited to personal accounts. 
Participants were divided into three groups 
to answer questions and then presented the 
outcomes of their discussion to the whole group. 

Investing in alternative asset 
classes: investment industry

8 July 2009, London

Aim of discussion: to seek feedback from our 
stakeholders on the benefits of particular types 
of alternative investments and whether they 
would be appropriate for the personal accounts 
default fund. A panel of guest speakers presented 
on five types of alternative investments: hedge 
funds, infrastructure, private equity, commodities 
and property. The group then discussed whether 
these investments would meet the constraints 
and challenges presented by personal accounts. 

Approaching retirement: variety of 
stakeholders

10 July 2009, London

Aim of discussion: to gain feedback from 
stakeholders on how personal accounts  
should invest members’ contributions as they 
approach retirement. A guest speaker presented 
on target-date funds and the experience of the 
US in using these funds. Participants were then 
divided into three groups to answer questions 
and presented the outcomes of their discussion 
to the whole group. 

Annex one 
Roundtable discussions
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Investment approach for personal 
accounts: variety of stakeholders

14 July 2009, Edinburgh

Aim of discussion: to gain feedback from 
our stakeholders on which type of investment 
objective is best suited to personal accounts and 
how personal accounts should invest members’ 
contributions as they approach retirement. 
Participants were divided into two groups to 
answer questions and presented the outcomes  
of their discussion to the whole group. 

Investment approach for personal 
accounts: Employer Representative 
Committee members

12 August 2009, London

Aim of the discussion: to seek the view of 
the Personal Accounts Delivery Authority’s 
(PADA’s) Employer Representative Committee on 
what employers are looking for in terms of the 
investment approach of personal accounts and 
what are the main factors they consider when 
choosing a pension scheme for their employees. 

Member choice: variety of 
stakeholders

26 August 2009, London 

Aim of the discussion: to seek feedback  
from our stakeholders on the types of funds the 
personal accounts scheme should offer members 
outside of the default fund.

A panel of guest speakers presented on five 
types of funds: diversified growth, with-profits, 
guaranteed, ethical and religious-compliant. 
Participants were then divided into three groups 
to answer questions and presented the outcomes 
of their discussion to the whole group.

Investment approach for personal 
accounts: intermediaries 

3 September 2009, London

Aim of the discussion: to seek feedback 
from intermediaries on what they expect the 
investment proposition for personal accounts  
to look like and what factors are important when 
recommending pension schemes for their clients. 
Participants were divided into two groups to 
answer questions and presented the outcomes  
of their discussion to the whole group. 

Investment beliefs: variety of 
stakeholders

25 September 2009, London

Aim of the discussion: to seek feedback 
from our stakeholders on whether personal 
accounts would benefit from having an explicit 
set of investment beliefs. Three guest speakers 
presented on investment beliefs: research 
findings on investment beliefs, investment beliefs 
from the advisor perspective and investment 
beliefs from the scheme perspective. Participants 
were then divided into two groups to answer 
questions and presented the outcomes of  
their discussion to the whole group. 

Responsible ownership: variety of 
stakeholders

29 September 2009, London

Aim of the discussion: to seek feedback from 
our stakeholders on what steps the trustee 
corporation should take to agree on a policy 
on responsible ownership and what this policy 
should be. 
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Roundtable participants

Listed below is each of the organisations 
that attended one or more of our roundtable 
discussions. The organisations have been divided 
into broad categories. It should be noted these 
categories have been defined to assist PADA in 
understanding the perspective from which these 
organisations have commented and may not 
in all cases reflect the primary function of that 
organisation. 

Financial services industry

Aberdeen Asset Management•	

Allenbridge HedgeInfo•	

AllenbridgeEPIC Investment Advisers•	

Alliance Bernstein •	

Aviva•	

AON Consulting•	

Baillie Gifford•	

Barclays Global Investors•	

Barrie & Hibbert•	

BlackRock•	

Capital International•	

Credit Suisse•	

Deloitte•	

European Credit Management•	

F&C Investments•	

Fidelity International•	

Government Actuary’s Department•	

Governance for Owners•	

Henderson Global Investors•	

Hewitt Associates•	

Hymans Robertson•	

Knightsbridge Venture Capital•	

KPMG•	

HSBC•	

IGNIS Asset Management•	

Legal & General Investment Management•	

LGT Group•	

Manifest•	

Mercer•	

PensionDCisions•	

Prudential•	

Risk & Reward Consulting•	

Sarasin & Partners•	

Schroders•	

Scottish Life•	

SimplyBiz•	

Standard Life•	

Towers Perrin•	

Vanguard•	

Watson Wyatt•	

Professional bodies

Association of British Insurers•	

Association of Pensions Lawyers•	

Actuarial Profession•	

Faculty of Actuaries Edinburgh•	

Investment Governance Group•	

Investment Management Association•	

Society of Pensions Consultants•	

Trustees/pension funds

ABP Pension Scheme•	

Barclays UK Retirement Fund•	

The Co-operative•	

Independent Trustee Service•	

Pension Protection Fund•	

Universities Superannuation Scheme•	
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Consumer representative groups

Age Concern and Help the Aged•	

Equality and Human Rights Commission•	

Fabian Women’s Network•	

FairPensions•	

Financial Inclusion Centre•	

Financial Reporting Council•	

Financial Services Authority Consumer Panel•	

National Institute of Adult Continuing •	
Education

The Pensions Advisory Service•	

Trades Union Congress•	

Which?•	

Employer representative groups and 
intermediaries

AWD Chase de Vere•	

British Computer Society Payroll Group•	

Bluefin•	

The Chartered Institute of Personnel and •	
Development

Confederation of British Industry•	

Defaqto•	

National Association of Pension Funds•	

Lighthouse Group•	

Recruitment and Employment Confederation•	

Tenet Group•	

Academics/think tanks

CASS Business School•	

Pensions Policy Institute•	

Tilburg University•	

University of Edinburgh•	

University of Kent•	

University of Oxford•	

Others

Children’s Mutual Trust•	

Financial Times•	

The Pensions Regulator•	
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Listed below is each of the organisations that 
responded to our discussion paper: Building 
personal accounts: designing an investment 
approach. The organisations have been divided 
into broad categories for the purpose of 
analysing their responses. It should be noted 
these categories have been defined to assist 
PADA in understanding the perspective from 
which these organisations have responded and 
may not in all cases reflect the primary function 
of that organisation. 

Respondent types:

Investment managers

AllenbridgeEPIC Investment Advisers•	

Alliance Bernstein•	

Allianz Global Investors•	

Barclays Global Investors•	

BlackRock•	

Deutsche Bank Advisors•	

Fidelity International•	

Insight Investment•	

Invesco Perpetual•	

JP Morgan•	

Legal & General Investment Management•	

Mellon Asset Management•	

Newton•	

Northern Trust•	

Prudential in partnership with M&G •	
Investments

RiskMetrics Group•	

Russell Investments•	

Schroders•	

State Street Corporation •	

Wisdom Tree•	

Consultants

Allenbridge HedgeInfo•	

Barnett Waddingham•	

Bubble•	

Hewitt Associates•	

JA Pensions Consulting•	

Jardine Lloyd Thompson •	

Lane, Clark & Peacock•	

Logica•	

Mercer•	

NP Wallum•	

PensionDCisions •	

Pensions Investment Research Consultants•	

Wragge & Co•	

Professional bodies

Association of British Insurers•	

Association of Chartered Certified Accountants•	

Association of Consulting Actuaries•	

Association of Pensions Lawyers •	

Depositary and Trustee Association•	

Confederation of British Industry •	

Institute of Chartered Accountants in England •	
and Wales

International Securities Lending Association•	

Investment Management Association•	

London Stock Exchange•	

National Association of Pension Funds•	

Pensions Management Institute•	

Annex two 
Responses to the discussion paper
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Society of Pension Consultants•	

The Actuarial Profession•	

Tax Incentivised Saving Association  •	
Retirement Advisory Council

UK Sustainable Investment and Finance •	

Insurance companies

AEGON•	

Aviva•	

Friends Provident•	

Scottish Widows•	

Consumer representative groups

Age Concern and Help the Aged•	

Equality and Human Rights Commission •	

FairPensions•	

Scope•	

The Pensions Advisory Service•	

Trades Union Congress •	

Independent financial advisors

Mr Steve Buttercase•	

Mr Eric Lambert•	

Academics/think tanks

Dr Alistair Byrne and Professor David Blake•	

Pensions Policy Institute•	

Pension funds

Local Authority Pension Fund Forum•	

Universities Superannuation Scheme•	

Individuals

Lord Joffe and Lord Judd•	

Mr David Tasker•	

Mr Stephen Wynn•	
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Breakdown of responses by topic 
and type of respondent

The graphs below provide a breakdown of 
responses by topic and type of respondent.  
This shows the levels of interest that topics 
generated from different types of stakeholders.
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Source: PADA 2009
Base: 47 responses to our discussion paper addressed Chapter 2

Figure A2.1: Member characteristics 



113

0 5 10 15 20

Pension funds

Individuals

Professional bodies

Investment managers

Insurance companies

Independent financial advisors

Consultants

Consumer representative groups

Academics/think tanks

Number of responses

 denotes where a respondent type has not answered

Source: PADA 2009
Base: 48 responses to our discussion paper addressed Chapter 3 

Figure A2.2: Investment objective
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Figure A2.3: Investment approach
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Figure A2.4: Approaching retirement
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Source: PADA 2009
Base: 36 responses to our discussion paper addressed Chapter 6
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Figure A2.6: Fund Choice
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Australian superannuation system 

The Australian superannuation system is 
underpinned by a universally available means-
tested age pension set at around 25 per cent of 
average weekly earnings. 

The superannuation system as it is today came 
into being in 1992 with the introduction of the 
Superannuation Guarantee. It is compulsory 
for employees aged between 18-70 years old, 
earning at least AUD$450 per month before tax. 
Members are not obliged to make a contribution 
themselves, however there is a compulsory 9 
per cent employer contribution based on the 
employee’s ordinary time earnings (effectively, 
their income). This employer contribution is 
taxed in the fund at a flat rate of 15 per cent, 
which is generally concessional, compared to 
the individual’s marginal tax rate. Annual limits 
are placed on the amount of superannuation 
contributions that an individual can receive at 
the 15 per cent tax rate – for those under 50 
years of age, the cap is AUD$25,000 and for 
those aged 50 and over, the cap is AUD$50,000 
(only until 30 June 2012 as this higher cap was 
implemented as part of the transition period).  

As an incentive for low to middle earners to save 
for their retirement, the Government provides a 
co-contribution to these people when they make 
additional personal (post-tax) contributions 
to superannuation. For every after tax dollar 
contributed to superannuation, the Government 
provides a matching payment of AUD$1.00. The 
maximum co-contribution payable is AUD$1,000 
which is payable for individuals on incomes of up 
to AUD$31,920 in 2009-10. For an individual on 
more than AUD$31,920 and making a personal 
contribution, the Government will still make 
some matching contribution, but the amount is 
reduced until it cuts out at AUD$61,920. Take up 

of the co-contribution of those eligible  
is less than 25 per cent. 

Self employed individuals may make personal 
contributions to superannuation and claim 
deductions for such contributions in order 
to receive the concessional tax treatment.  
Employees may also make contributions above 
the mandatory employer requirements up to 
their cap (through a salary sacrifice arrangement) 
and benefit from the concessional tax treatment.    

There has been a decline in member contributions 
in recent times, but this could be attributable to 
regulatory changes as much as reaction to the 
global financial crisis.

The system is trust based. Employees choose  
their own scheme and most of these offer 
investment choice. If an employee does not 
make an active choice of scheme they will be 
automatically enrolled into their employer’s 
chosen scheme. At 30 June 2008, of the total 
assets in the system, about 30 per cent remain  
in the default strategy.

Default funds are generally ‘balanced funds’, 
which invest approximately 52 per cent in 
equities, 17 per cent in fixed income and  
the rest in property, cash and alternatives.

In Australia, lifestyling of default funds is not as 
prevalent as it is in the UK.  

Australia has a deregulated approach to 
investment, with the responsibility for designing 
appropriate investment strategies for their 
beneficiaries falling entirely on the trustees.  
However, it is common for trustees in the retail 
sector to rely heavily on the decision making 
abilities of their scheme members (and their 
financial advisors).

Annex three   
International comparisons 
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The Cooper Review, which is due to publish 
its final report by 30 June 2010, is looking 
carefully into the functioning of the system and 
particularly at the selection and structure of  
the default fund.

The Australian superannuation system is broadly 
structured as follows:

Performance and members

The high equity holding of Australian 
superannuation funds has led to strong 
performance over the years, however the recent 
downturn has led to a small degree of switching 
to safer assets. Some funds may have mis-timed  
the market, but the long-run consequences  
are unclear.

It has been observed that there is a general 
apathy among members and switching is 
relatively rare. Indeed, when member initiated 
switching has taken place it has sometimes 
proven detrimental. Members are also relatively 
passive when it comes to fund choice. 

Costs and outsourcing 

Australian superannuation funds outsource 
the majority of investment management and 
administration functions. 

It has been estimated that charges average 
around 1.21 per cent of which 1.02 per  
cent arise from administration, platform  
and investment activities. A significant issue  
is whether these costs are too high and what  
are the options for reform. 

Interaction between employers and the 
system has been claimed to be administratively 
inefficient and as a result, expensive for the 
system. This has arisen for several reasons, 
including because breaks in members’ 
service require new accounts to be created 
which subsequently have to be matched and 
aggregated.

Investment choice

Another notable feature of the Australian 
system is the popular SMSFs. Up to four 
individuals – often family members or business 
associates – can invest in any one SMSF, and 
they take on the role of the trustee themselves. 
This type of fund is more popular among those 
with above average earnings and larger pot  
sizes, with average member balances in SMSFs 
being 18 times the mean balance of accounts  
in other funds. While the number of SMSFs is still 
growing, the rate of growth has begun to decline.

There is a great deal of choice available to 
members of the Australian system – retail funds  
offer on average 112 investment options. This 
has contributed to higher costs, despite the fact 
that few members make active choices on their 
investments.

Corporate 
funds

Generally only open to people working 
for a particular employer or  
corporation. Sometimes ex-employees 
or relatives of an employee can also 
join the fund (employers may run their 
own plan or run it through investment 
managers or a master trust).

Public sector 
funds

Generally open to Commonwealth 
and State Government employees.

Industry funds Sometimes open to everyone. Other-
wise individuals can join if they work 
in a particular industry or under a 
particular industrial award and their 
employer signs up with the fund.  

Retail funds Open to everyone.  
They are run by financial institutions.

Self-managed 
super funds 
(also called 
SMSFs)

Open to as many as 4 individuals (who 
cannot have an employer/employee  
relationship).
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Ethical, religious and environmental, social 
and governance funds

There is surprisingly little demand for ethical 
or religious-compliant funds in the Australian 
system, however when demand arises, this can 
be well accommodated by the retail market. 
Environmental, social and governance issues are, 
however, gaining greater prominence in the larger 
superannuation funds, largely due to the influence 
of trustees and pressure groups, more so than a 
movement among members.

However, some trustees are concerned as to  
how incorporation of environmental, social and 
governance sits with their fiduciary duty. The 
Australian Prudential Regulation Authority is 
developing guidance around the possible tension 
between the implementation of environmental, 
social and governance considerations into 
investment decisions and fiduciary duty (as 
measured through the ‘sole purpose test’).

Industry funds

Members of industry funds tend to have smaller 
average balances relative to other types of funds. 
The average charges for these funds is estimated 
to be around 1.07 per cent of which 1.05 per 
cent arise from administration and investment 
management activities.  

Despite this, the investment objective of these 
funds is not necessarily more conservative than 
that of other funds.

It is also worth noting that these industry funds 
tend to invest a greater portion of assets in 
infrastructure and private equity than typical funds.

 

New Zealand KiwiSaver Scheme 

Framework of the scheme

The KiwiSaver scheme came into existence  
in July 2007. It was introduced to help address  
the problem of low retirement savings among 
New Zealanders. KiwiSaver is a defined 
contribution occupational pension scheme  
in which members are auto-enrolled when  
they commence employment, with the ability 
to opt-out.

Employees aged 18-65 are auto enrolled into the 
scheme, and then have between day 13 and day 
55 to opt out, after which time employees who 
opt out have their contributions to date refunded. 

Members can choose between 33 retail 
schemes which they may join directly (there are 
also around 20 employer schemes that their 
employees may join). Those who do not choose 
a scheme are automatically assigned either a 
government selected default fund – of which 
there are six – or their employer’s choice of 
scheme. 

Having selected a scheme, members have 
the ability to transfer their assets into another 
scheme. If a sponsoring company already  
has a superannuation scheme in place, it is  
not obliged to automatically enrol its new staff 
into KiwiSaver, but the company must make 
it available should the staff want it. The self-
employed and unemployed can also opt in to 
KiwiSaver. 

Members can choose to contribute 2 per cent, 
4 per cent or 8 per cent of their gross wages. 
Generally, members can choose to switch their 
rate of contribution no more than once every 
three months (unless their employer permits it). 

The sponsoring company must contribute an 
amount equal to 2 per cent of the employee’s 
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gross earnings, although the company can elect 
to contribute at a greater rate. 

The government provides members with 
incentives for participation in the scheme, in 
the form of a NZD$1,000 tax-free ‘kick start’ 
payment, a tax credit of up to NZD$1,042.86 
per year which matches the employee’s personal 
contributions, as well as a first home deposit 
subsidy. 

Once a member has opted in to the scheme, 
they cannot opt out, and their pot is then 
only accessible once they reach the age of 
eligibility, currently 65 years, or after 5 years of 
membership, whichever is later. 

Prior to the launch of the scheme there was 
a major information campaign to publicise 
the scheme. This has proved successful, 
with participation in the scheme exceeding 
expectations. This can also be attributed to 
successful ongoing communication strategies 
along with government incentives. 

In the KiwiSaver scheme, there is an extensive 
evaluation programme to assess processes as well 
as outcomes. Scheme providers are also required 
to disclose their approach to socially responsible 
investing. The government oversees the negotiation 
of fees for the default providers, and the KiwiSaver 
Act 2006 requires that other providers must charge 
fees that are ‘not unreasonable’.

Default funds

Many members of the KiwiSaver scheme are 
low-to-middle earners, and are risk averse. With 
this in mind, the mandate to the six default fund 
providers was to set a conservative investment 
objective. The default funds must invest 15-25 
per cent in growth assets, with the rest being 
invested conservatively. The default funds are 
primarily invested in cash and fixed interest 
assets. The trustees of the schemes  

are responsible for setting their own investment 
objectives, within this remit.

KiwiSaver aims to be a simple and low-cost 
scheme that will help the population to build 
savings, as well as imbue a savings culture and 
develop financial understanding. This approach 
is facilitated, in part, by the fact that New 
Zealanders are entitled to a non-means tested 
state pension of 66 per cent of the average wage.  

The default funds fared well during the financial 
crisis. This, coupled with the fact that the 
membership of default funds is typically less 
involved in the management of their savings, 
meant there was less change in switching 
behaviour than may have been expected.

Fund choice

Within the 33 KiwiSaver schemes, there is  
a degree of fund choice. The default schemes,  
for example, offer conservative, medium-growth 
and high-growth funds. There are some funds 
catering to specific demographic requirements, 
for example, a socially responsible fund aimed  
at the clergy of the Anglican Church.

Approximately 55 per cent of members make 
an explicit fund choice, with 34 per cent being 
allocated a default fund and the remainder 
going into a fund of their employer’s choice. 
However, 8 per cent of those who do make an 
active fund choice select one of the default funds. 
Approximately 39 per cent of the total amount  
of savings in KiwiSaver is invested in default funds.

There is a reasonable degree of public awareness 
surrounding socially responsible investment in 
New Zealand and members can make an active 
choice to invest in socially responsible funds. 
However, socially responsible investment is not 
incorporated into the strategies of the default 
fund. Fees for such choices are generally higher, 
and most members have not been prepared  
to pay the extra expense.
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US 401(k) Pension Plans 

Framework

The major vehicle for pension savings in the 
US is the 401(k) plan. 401(k) plans are defined 
contribution schemes, where an employee 
contributes a portion of their pre-tax earnings 
into their account, and their employer (sponsor) 
will usually elect to match all or part of this 
contribution. Contributions and investment returns 
are not taxed, but income in retirement is subject 
to income tax. Members can choose to make 
additional contributions from post-tax earnings, 
with the income arising being tax free.

The Pensions Protection Act 2006 provides 
incentives for employers to adopt automatic 
enrolment of their employees into their workplace 
pension schemes. The Act pre-empts state laws 
that might affect plans adopting automatic 
enrolment provisions and provides additional non-
discrimination safe harbour protections.

Generally, members select their own investment 
options, usually mutual funds comprising equity, 
bonds and money market instruments. Less 
frequently, the employer will appoint a trustee 
to manage the investment decisions on behalf 
of the scheme’s membership. Many employers 
encourage employees to form some of their equity 
allocation from company stock, however this 
tradition has been decreasing in recent years.62

Accessing pension savings

Individuals must begin drawing from their accounts 
by the age of 70½ (and no earlier than 59 ½) 
–  at an actuarially determined minimum rate 
of ‘distribution’. Some funds allow members to 
borrow from their account at pre-defined interest 
rates, for a maximum term of 5 years (except for 
purchase of a primary residence).

The majority of 401(k) plans today include 
target-date, or ‘lifecycled’ funds, the popularity 
of which have grown steadily since they became 
‘qualified default investment alternatives’ in 2006.  
However, there has been some controversy over 
the investment approach in such funds in light of 
recent market stress.

Asset allocation

The average investment returns in 401(k) accounts 
dropped 29 per cent in 2008. Asset allocation 
across the system continues to be focused on 
growth with 61 per cent of assets invested in 
equities and 39 per cent in fixed income and 
money market instruments.63 Early indications 
suggest the stock market crash of autumn 2008, 
and the subsequent global recession has had 
little impact on 401(k) investor behaviour. Asset 
allocation switching rates have not been atypical, 
and participation as a whole has continued to rise, 
which is likely to be due in part, to auto enrolment. 
Participants in 401(k) plans are continuing to 
seek greater diversification in their portfolios, with 
allocations to sponsor company stocks continuing 
to decline.

62	 Greater importance has been put on diversification. There has also been well publicised collapses of sponsoring companies, such as Enron, where 
people simultaneously lost their jobs and saw their stocks become worthless.

63\	Vanguard, 2009.



121

Annex four  
Glossary
Term Definition

Absolute return The return an investment achieves over time, without comparison to the 
overall market, other assets or benchmarks.

Active management An investment approach that pursues a return on investment in excess  
of a specified benchmark.

Alpha (investment) A measure of the risk-adjusted return an active manager achieves on  
a portfolio in excess of the benchmark.

Annuity An insurance product designed to provide a lifetime income in retirement  
in exchange for a single lump sum. There are various types of lifetime 
annuity which can, for example, pay money to dependants or keep pace 
with inflation.

Asset allocation The proportions in which the holdings of a portfolio are spread across 
different types of financial instruments and asset classes.

Asset class A specific category of assets or investments, such as equities, bonds, 
cash or property. Assets within the same class generally exhibit similar 
characteristics, such as similar risks and returns.

Asset mix The classes of assets selected to construct an investment portfolio  
(see asset allocation).

Balanced fund An investment portfolio which diversifies its holdings over a range of asset 
classes. By restricting investment in any one asset class, the remainder of 
the fund’s holdings can then be invested in other classes of assets. This type 
of fund aims to be sufficiently diversified that if there is poor performance  
in one asset class then it is offset, at least partially, by better performance  
in another.

Bear market The name given to a financial market that is in decline, catagorized by 
investor pessimism and fear.  To be recognised as a bear market, as opposed 
to a ‘correction’, the market would have to decline a certain amount for an 
extended period. For example, an equity market may have to decline by at 
least 20 per cent over at least a few months to qualify as a bear market.

Behavioural 
economics

The use of developments from psychology to help understand how people 
make economic decisions in real life.

Benchmark index A standard against which the performance of a security or portfolio of 
securities can be measured. Generally, broad market indices are used for  
this purpose.

Collateral A security pledged by the borrower in order to protect the lender’s interest 
for the duration of a loan. 

Commodities The raw materials used by industry and traded on specialist commodities 
markets.
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Term Definition

Contribution Used to refer to both employer and employee payments into the pension 
scheme, unless otherwise stated.

Constant proportion 
portfolio insurance 
(CPPI)

A capital protection tool where a floor value is set for the member’s account 
and the asset allocation is structured around that floor value. The amount 
that is allocated to risky and less risky assets is a function of the difference 
between the portfolio value and the floor value.  

Corporate bonds Debt issued by companies. They are usually tradable in a market.

Corporate 
engagement

This is where the institutional shareholder builds a working relationship 
with the board of directors of the company in which it invests to ensure the 
directors discharge their duties for the benefit of shareholders.

Corporate 
governance

Involves the role institutional shareholders play in appointing the board 
of directors and auditors of the company in which they invest through 
exercising voting rights. This is to ensure appropriate governance, director 
remuneration, public reporting and accountability structures.  
Corporate governance can also include corporate engagement.

Correlation A measure of the relationship between two variables.

Counterparty The other party to a specific transaction.

Daily pricing The calculation of the latest market value of a fund’s underlying assets  
on each business day.

Default fund Some scheme members may not indicate how they would like their 
contributions invested. These members will have their contributions paid 
into a default fund set up for that purpose.

Deferred annuity An annuity that is not scheduled to begin payments until a given date  
in the future. These annuities may be purchased with a single payment 
or with a series of periodic payments.

Defined benefit 
pension scheme (DB)

A pension scheme where the pension is related to the member’s salary 
or some other value fixed in advance.

Defined contribution 
pension scheme (DC)

A scheme where the individual receives a pension based on the 
contributions made and investment return that they have produced.  
They are sometimes referred to as ‘money purchase’ schemes.

Deliberative 
research

Deliberative research builds on standard research approaches.  
It uses extended groups, workshops and forums to give participants more 
time and information than would usually be the case using traditional 
research techniques. It is particularly suited to more complex subjects.  
It can be used to explore how views change in response to information and 
arguments and to explore both less informed and, subsequently,  
more informed perspectives.
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Term Definition

Diversification The spreading of an investment fund among countries, markets, sectors, 
asset classes and securities in order to distribute and control risk. This is  
an investment application of the everyday term ‘don’t put all your eggs  
in one basket’.

Diversified growth 
fund

An actively managed fund that aims to deliver high returns with low 
volatility, by investing in a range of ‘growth’ assets. This typically includes 
global equities, private equity, commodities, hedge funds and property.  
The low volatility depends on the assets within the portfolio having  
low correlations.

Draw down An alternative to annuity purchase where a member defers all or part of 
a pension fund normally used to purchase an annuity. The pension fund 
remains invested and members can make regular withdrawals as their 
retirement income.  

Dynamic asset 
allocation

This involves dynamically adjusting the asset allocation mix as market 
conditions change over time. Investment usually shifts between a  
zero-coupon bond or interest-bearing security and an underlying  
equity investment.

Emerging market Developing or immature financial markets, usually outside of US, Europe 
or Japan, that are often not considered ‘efficient’. Emerging markets will 
generally be less liquid, more loosely regulated and riskier than developed 
markets, however their economies are usually expected to grow more 
rapidly, hence investors will often accept the higher risk in order to benefit 
from the expected higher returns.

Exchange-traded 
fund (ETF)

A security that trades on a market much like a share, but represents  
a holding in an index-tracking fund.

Fiduciary duty Sets out the broad parameters within which trustees must exercise the 
discretionary powers conferred by the terms of the trust.

Gilt funds Aims to provide a low, but stable and secure, return for very cautious 
investors. These funds typically invest in medium and long-term  
government securities.

Guaranteed fund Seeks to provide some certainty to the investor as to the level of return they 
will receive. A common example is a guaranteed capital bond offered by 
high street banks. These products will typically pay, at the end of the five 
years, the greater of:

the initial capital invested or•	

the initial capital invested multiplied by the change in the FTSE 100  •	
share index over the five year period.  
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Term Definition

Governance The system and process concerned with ensuring the overall direction, 
effectiveness, supervision and accountability of an organisation.

Hedge fund A fund that invests money in a wide range of different assets and is  
allowed to use investment strategies unavailable to standard funds.  
This can include short selling of securities and use of leveraged positions.  

Hedge fund 
replication

A passive investment vehicle that aims to replicate exposure to the various 
returns available to hedge funds, without the high fees associated with 
directly investing in hedge funds.

Human capital The property of an individual or individuals that can generate financial  
value as a result of skills, knowledge and hence ability to work.

Infrastructure funds A fund that invests in one or more infrastructure projects, such as bridges, 
roads and ports.

Institutional 
shareholder

An institutional investor in its role as a holder of shares in listed  
companies. Institutional investor and institutional shareholder are  
often used interchangeably.

Investment 
approach

Term used to refer to both the investment objective and investment  
strategy of a pension scheme.

Investment horizon Refers to the point in time when an individual expects to achieve his or her 
investment goal. In reference to pensions, this is usually at retirement.

Investment 
objective

The financial goal or goals of the funds within a pension scheme, which  
is used to guide the selection of investments.

Investment return The amount gained or lost, usually expressed as a percentage, which 
 was earned from an investment during the period in which it was held. 

Investment risk Unpredictability in the extent and timing of investment returns.

Investment strategy The investment strategy is the process undertaken to achieve the 
investment objective. The investment strategy evolves to meet the changing  
needs of members and different economic and market conditions.

Lifestyling The approach where a scheme member’s assets are moved from growth-
type investments, such as equities, to bonds and cash in order to manage 
risk. The switch occurs as retirement approaches.   

Liquidity The ability to move cash into and out of other assets. The liquidity of an 
asset refers to how easily and how often it can be traded or exchanged.  
It also means the ability to trade an asset in exchange for cash.

Longevity risk The risk that a person outlives the ability of their retirement assets to deliver 
sufficient income to sustain them. By buying a lifetime annuity, a person 
passes the longevity risk to the annuity provider.
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Term Definition

Market price The price at which a security is currently trading in the market.

Managed account A bespoke service offered by investment managers to investors, where their 
assets are ring-fenced, that is, not pooled with other investors’ assets, and 
invested according to that client’s specific requirements.

Mental accounting Behavioural economics (see above) has challenged the standard economic 
assumption that individuals treat all wealth types equally when trying to 
smooth their consumption over time. Instead, people consume different  
types of wealth at different rates such that they use internal ‘mental 
accounts’ to separate money for different designated purposes, for example, 
holidays, college fees and so on. Mental accounting behaviour refers to  
a type of apportionment behaviour. Such behaviour was found in the  
joint DWP-PADA qualitative research.64

Occupational 
pension scheme

Is a trust-based pension scheme set up by an employer and can be a 
defined benefit or defined contribution scheme. See ‘work-based pension 
scheme’ for further information.

Passive 
management

An investment approach that aims to mirror the performance of a financial 
index. This is normally done by either investing in the exact constituents  
of an index or by taking a representative sample of the index.  

Private equity fund A pooled investment vehicle used for making investments in the part of 
the economy that is owned and managed by corporations and individuals 
– such companies not being listed or traded on any organised financial 
market. Usually capital is invested in start-up, developing and  
restructuring companies.

Property Property funds invest in publicly listed property companies and/or directly 
in property. Direct investment is usually in commercial property, retail 
space and office buildings, although it can also include residential property. 
Property funds invest in both UK and overseas property markets.

Prospect theory An alternative to traditional utility theory in economics that seeks to describe 
the real-life decisions people make when taking risk and seeking returns.

Real estate 
investment trust 
(REIT)

A publicly-quoted company that invests in property and enjoys certain tax 
benefits as long as they meet certain conditions. One of these conditions  
is that each REIT has to be listed on a recognised stock exchange.

Responsible 
investment

 An investment approach that focuses on corporate governance and 
engagement and how businesses manage their relationship with society 
and the environment over the longer term.

64	 Thomas, A, et al, 2009.
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Term Definition

Risk sharing Risk sharing within a pension scheme refers to methodologies for sharing 
risk among members of the scheme. The core risks include investment 
risk, longevity risk, and inflation risk. Most often, risks are shared between 
different generation cohorts of members, among workers only,  
pensioners only, or among workers and pensioners.

Risk free This generally refers to government-issued securities as these are perceived 
to be free of credit risk. Sometimes, it refers specifically to index linked 
government bonds as these are free of inflation risk also (see index  
linked gilts’).

Securities Financial instruments that can be traded, such as stocks and bonds. 

Securities lending The temporary loan of a security by an investor to a borrower in return for a fee 
(interest on the loan). Some stakeholders have referred to this as stock lending.

Short selling Selling a security that the seller does not own at the time of the sale,  
and expects to buy back at a lower price in the future.

Socially responsible 
investment

An umbrella term that encompasses a range of investment techniques that 
focus on the environment, society, corporate governance and engagement.

Stochastic lifestyling A method of determining the appropriate timing for asset allocation 
switches in the glide-path according to the results of stochastic modelling, 
which will take into account a member’s initial objectives and likely 
investment outcomes based on current allocation.

Strategic asset 
allocation

Selecting the asset mix and the asset weights of a portfolio in order  
to meet its long-term investment objective.

Structured 
guaranteed return 
products

A product such a deferred annuity, which seeks to offer an investor some 
degree of certainty of the retirement income they will obtain. Often a large 
portion of the member’s contributions are committed to purchasing this 
product, with the remainder being invested in high risk, high return assets.

Tactical asset 
allocation

Marginal adjustments made to the strategic asset allocation, on a short-term 
basis, to benefit from short-term differences in the relative worth of various 
asset classes. Such adjustments do not distort the long term view  
or objectives.

Target-return 
strategies

These strategies measure performance against a long-term investment target 
set by the individual scheme member. A proportion of investments are moved 
to safer assets each time the target is exceeded. Target-return strategies carry 
additional costs due to administrative complexity and frequent switching 
transactions that are potentially required.  

Trust-based pension 
scheme

 A trust-based pension scheme is administered and governed by a  
trust deed and rules. The trustees are guided by law to ensure that 
contributions are managed in accordance with the terms of the trust  
deed and in members’ best interests.  
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Term Definition

Volatility A statistical measure of how much a series of values move up and down 
around its average. The lower the volatility, the more concentrated the 
values are around the average.

With-profits fund A type of pooled investment fund with ‘smoothing’ built in; that is – some  
of the excess returns in years of good performance are held back to help top 
up returns in bad years, such that in any given year the ‘bonus’ paid out to 
an investor is not significantly different to other years. With-profits funds may 
also share in profits, or losses, of the insurance company, rather than just 
sharing gains or losses with other members.

Work-based pension 
scheme

Can be trust-based or contract-based. The relationship between trust-based 
and contract-based pension schemes is highlighted in the chart below from 
the Pension Regulator.

Regulatory responsibilities

 
 

http://www.thepensionsregulator.gov.uk/pdf/discussionPaperGovernance.pdf
 
      

  
. 
  
   

Occupational 
salary related (DB)

Occupational money 
purchase (DC)

Group personal 
pension/SHP (DC)

Individual personal 
pension (DC)

Occupational (trust-based) Personal (contract based)

Employer Sponsored (i.e. work-based) Not Employer 
Sponsored

The Pensions Regulator

FSA
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