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Default Funds — help or hindrance?

Across the broad spectrum of defined
contribution plans, the one thing in common is
that the majority of members invest in the default
fund. Whilst most default funds comprise a multi-
asset fund with a lifestyle switching profile, we
believe that people ‘choose’ this fund as they see
it as implicit advice. We have received numerous
comments to support this from members of
defined contribution plans and it has been the
subject of many academic reviews.

We do not believe that a default fund can be
appropriate for the overwhelming majority of
members. Ideally each member would seek
independent financial advice and review their
strategy each and every year. We know however
that this will not happen.




Investor Psychology — increasing engagement

We are aware that many members may not have made
investment decisions before. Through our experience and
research we also understand that making investment
decisions is not straightforward. As well as the technical
difficulties involved with analysing the vast array of data
and options available, there are also several behavioural
traits which hamper good investment decisions. There are
lots of studies which demonstrate this but below we have
provided a summary of the main obstacles and behavioural
challenges:

Choice and Information overload

* More choice is not always better. Studies
suggest that offering too many options can
cause the opposite of the desired effect and
more people opt to use ‘default’ options.

Unstable and undefined preferences

e Individuals who do make choices, do not apply
their logic consistently. For example, individual
preferences to risk and time vary depending
on the decision to be made.

Rules of Thumb

* To help solve complex problems, individuals
tend to use several shortcuts or rules of thumb.
Some rules of thumb work well but guidance
is required to ensure individuals understand
and use them correctly.

‘Framing’ effects

e Individuals are swayed by the way information
is presented to them. It is particularly important to bear
this in mind when, for example, presenting a range of
investment options.

Procrastination and Inertia

e |ndividuals have a tendency to keep things as they
are and put things off till tomorrow. Members should
have the ability and confidence to follow through with
investment decisions quickly and efficiently.

Overconfidence

e Some individuals overestimate their knowledge,
abilities and the precision of their information;
which tends to lead to higher risk taking.

By bearing these challenges in mind when designing
communication literature, many can be overcome or
the effects of them diluted.

Tapia, W. And J. Yermo (2007), “Implications of Behavioural Economics
for Mandatory Individual Account Pension Systems”, OECD Working Papers
on Insurance and Private Pensions, No. 11, OECD Publishing.
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Investment options — our approach

All individuals will have a different level of financial
sophistication. Some individuals will want to review the full
fund range, whilst others will want a filtered view. This can
easily be achieved by using a three stage approach.

A

Core
e 3 Lifestyle Approaches

Simplified
¢ A range of 10 - 15 funds covering
major asset classes and markets

Full fund range
e The providers full fund range or access
to a fund platform

Investment options

Our approach concentrates on the presentation of choice.
By presenting a range of lifestyle options rather than one,
and providing a simple questionnaire to help members
choose the lifestyle option that best fits their risk
preferences, we find that the concentration of investment
is spread. We believe this approach has two main benefits;

1. Member involvement in the decision making progress
is increased and this is likely to encourage them to read
further investment and pension literature.

2. It protects the trustees or scheme sponsor from having
a large concentration in a single investment option.

Typically we establish three lifestyle profiles termed
cautious, balanced and adventurous. We generally
recommend that these consist of passively managed
funds because those people that are attracted to a
lifestyle approach are less likely to actively review their
investment decisions.
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Investment options — Core

A questionnaire consisting of around 10 questions is part of the application process and based on the answers to these
questions the member can select the lifestyle profile that best fits their attitude to risk.

We use our in house asset risk modeller, BWarm (Barnett Waddingham Asset Risk Modeller), to assist in the design of
these lifestyle profiles with an emphasis on suitable asset allocations and lifestyle switching periods using the range of
funds available and taking into account any system constraints. The charts below are an example of the output produced
and identify the need for member education:
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Graphs showing the distributions of return at retirement, after 10 years (equivalent to the spread of returns at retirement
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Investment options — Simplified range Total number of funds by Asset Class

We find this is commonplace in occupational schemes
where the trustees wish to restrict the fund range to a
manageable and governable level. Looking at the wide
range of funds that are usually available, we discuss

any scheme specific requirements before making any
recommendations. We also draw on external fund rating
agencies that many DC providers utilise, such as OBSR,
Morningstar and S&P. Our view is that there is no point in
re-inventing the wheel!

We believe that a range of around 10 - 15 funds covering
the major asset classes and markets, using active and
passive options, is ideal.
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Investment options — Full fund range

New Strategies

Governance and Monitoring

Proportion of member fund
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Each bar corresponds to one non-lifestyle member.
The number below the bar is the member’s age.

100%
90%
B80%
70%
60%
50%
40%
30%
20%
10%

0%
2426282930323737383942434445474950525356596364

B Cash Fund O Overseas Equity Funds
OPproperty Fund B UK Equity Funds
B Gilt Funds B Global Equity Funds

We offer the full range of Investment Consultancy
services to all types of pension arrangement. We
do not have a standard approach and will work
with you to meet your needs and requirements.
We are always open about fees and will quote a
budget for any project or ongoing services.

For further information

For more information about our investment
services please contact your usual Barnett
Waddingham contact or email:
employeebenefits@barnett-waddingham.co.uk

www.barnett-waddingham.co.uk
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