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EIOPA' (2014) in its Preliminary Report on perso-
nal pension products (PPPs) identified that creat-
ing a second regime for PPPs could be considered
while the baseline should be built on standardized
products that allow wide coverage and full com-
parison. A large majority of stakeholders recom-
mend/argue in favor of EIOPA working principally
or indeed only on defined contribution of perso-
nal pension products (DC PPPs). Many of them
refer to the prolonged trend away from defined
benefit (DB) schemes and towards defined con-
tribution (DC) schemes. It shall be argued that DB
PPPs would be too complex for a regulation aim-
ing at a single market, in particular with respect to
transferability and portability including difficulties
with respect to capital requirements. The focus on
DC PPPs is therefore viewed as more appropriate
if products are intended to be sold cross-border
or for self-employed people. However, the point
of savers should be taken into account, where
the PPPs are not viewed as a DC or DB products,
but as a long term contract signed between the
saver and a provider, where the product should
allow for an adequate income replacement ratio
(IRR) when old. Under this contract, the saver car-
ries the most of the risks. PPPs should be there-
fore recognized on the amount and level or risks
shifted from provider onto saver.

If the PPPs is not straightforward for the ultimate
aim (adequate IRR) and the risks are shifted onto
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saver?, than the PPP as a product should have,no
strings attached” and full information disclosure
on the risks associated with the PPP should be
presented.

The ongoing debate on PPPs should take into
account the issues associated with behavioral
aspects of savers' decision-making and ability
to motivate savers to enter into long-term con-
tract with the financial provider®. According to
many recent as well as seminal studies (i.e. Ar-
row, 19744, Kahnemann and Tversky, 1979°), the
trust is one of the components consumers buy
together with the product. As the trust in finan-
cial sector and subsequently in the long-term
savings products is generally low, the consum-
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ers face greater level of uncertainty, which turns
into inertia.

According to Edelman TrustBarometer (2014)
trust in financial sector in EU is at the lowest level
(29 %) among all world regions. The similar re-
sults regarding the trust in financial sector and
its products can be seen in EC Consumer Market
Monitoring Survey® where the investment ser-
vices, private pensions and securities are among
services with lowest trust overall. On top of that,
consumers also suffer from low level of compa-
rability of products. All these aspects contribute
to increased uncertainty and low expectations of
consumers in these products.

However, there are misinterpretations of inertia
within the financial sector claiming that consum-
ers are conservative investors. Instead of regain-
ing the trust in products financial sector sell to
consumers, it is easier to claim the conservative
risk-reward profile of consumers. When consider-
ing the long-term investment (savings) horizon,
risk capacity of consumers has been left behind
supported by poorly managed pension funds not
able to beat even the simple passive exchange
traded funds (ETFs). When talking about the infla-
tion, there are only few long-term savings prod-
ucts on EU market able to beat the inflation in-
dex. This has led in creation of complex products,
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Table 1 “Objective-information/Risk-protection” scheme for PPPs

Phase

1. Pre-contractual
(Joining)

2. Contractual
(Accumulation)

3. Pay-out
(Retirement)

Source: FSUG (20137).

Objective
Adequacy
Ability to align
the product
features with
obligations
and the
objective
(adequacy)

Path-tracking
Convergence
with the
modeled life-
cycle path

Pension needs
Ability to align
the product
features with
the adequacy
and individual
preferences

Information disclosure

1. Individual stochastic
modeling of the
consumer life-cycle
under the different PPPs
(including all charges
during the whole life-
cycle)

2. Structure, source
and availability of
information (What?
Where? How to read?)

1. Regular, time specific
and retrievable data
on respective risks and
parameters of particular
PPP

2. Forward-looking
information disclosure

3. Benchmarking

4. Full disclosure of
charges

5.Income replacement
ratio modeling (career
path vs. performance of
savings)

1. Life tables and actuarial
calculations
2. Comparison tools

3. Regular, time and
specific data on
respective risks of pay-
out products

Risk

. Understanding

of the PPPs by
consumer

. PPP Suitability risk
. Contribution level

. Information

availability
Investment
(savings) strategy

Protection standards

Obligation of industry
(provider, intermediary)
to present individual
stochastic based model of
adequacy under different
PPPs life cycle

Right to change the con-
tribution level

Obligation of PPPs provi-
der to disclose informa-
tion on all phases prior to
signing

A. Market risk
B. Inflation risk
C. Investment ) .
strategy Right to switch the PPP
for another PPP during
the accumulation phase
D. IRR deviation risk (N0t withdrawal)

. Long-term poor

performance
Charges

. Contribution level
. Low or negative

added-value

. Longevity risk

. Inflation risk
. Market risk
. Interest risk

Aligned fee policy to
limit portfolio managers’
conflict of interest

Right to change the con-
tribution level

Right to suspend/pause
the PPP for a certain
period of time (e.g. due to
unexpected unemploy-
ment)

Supervision fines for
“noor” added-value (ban-
ning the product)
Supervision of actuarial
models and calculations
(under existing regula-
tion)

Right to switch the
product
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which significantly underperform the market and
leave consumers with high charges and risk of
missing the ultimate savings objective.

There are several ways how to limit inertia of
savers and their willingness to buy long-term
savings products. Regaining the trust by offering
simple, low cost passively managed funds using
the life-cycle savings approach is one of the most
important.

Another issue that should be taken into ac-
count when discussing on the possible EU-wide
PPPs is the ongoing conflict of interest between
financial sector owners, portfolio managers and
savers. It becomes obvious that portfolio man-
agers serve the financial sector owners and not
the clients when designing the PPPs and running
the pension funds. Selling the long-term savings
products to consumers which underperforms the
market benchmarks (OXERA, 2013’ EuroFinUse,
20138 and produce short-term revenues and
profits for financial providers via charges cannot
remain untouched during ongoing debate.

The fee policies should be based on the bench-
marking system that recognize whether the
portfolio manager underperforms the market
benchmark. In the case of underperformance,
the management fee should be lowered to the
levels that allow covering only part of the fixed
costs. To motivate portfolio managers to start
performing in favor of savers, success fee should
be introduced. The neutrality of fee policy that al-
lows management as well as success fees should
be introduced only if the portfolio manager per-
forms better than a market benchmark. In a case
where portfolio manager performs on the level of
market benchmark, the fee policy should allow
only administration fee that covers fixed and vari-
able costs of providers. Fee policy should there-
fore serve as a tool for aligning the interest of
portfolio managers and savers on the first place.
Leveling the fee revenues with the product per-
formance could limit the conflict of interest and
short-termism where portfolio managers serve
the financial institution shareholders with savers
left behind.

The last point that should be considered care-
fully is the task of regulators. Currently, financial
sector claims that the whole sector is overregu-
lated or at least there is different level playing field
for different providers. However, the introduction
of PPPs on an EU level allows consideration of
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lowering the regulation of providers and shifting
the focus on products. Considering the PPPs as a
long-term saving product that has three different
phases, the regulation of consumer protection
should recognize the rights for consumer specifi-
cally for each phase.

The rationale for product regulation imposes
the need to recognize the objective of the prod-
uct and information disclosure that is forward-
looking toward this objective (see Dowd and
Blake, 2013°). Retrospective information has no
real value for consumers and only distracts their
willingness to contribute to the product in the
future'®. Enforcement of forward-looking infor-
mation disclosure while accepting the behavioral
aspects of savers’ responses to the information
(EIOPA, 2013 is a challenging task for regulators.

Combining the objectives with risks and infor-
mation disclosures could lead to the creation of
savers’ rights in the long-term savings products
recognized for PPPs. However, it should be noted
that information disclosure to savers is still not
recognized as one of the prudent principles.

Regulation of the product should be a key
task of any regulation. Most of the regulatory at-
tention should therefore be paid to the design,
back-testing, forward-testing, projections, distri-
bution, switching, termination and transparency
of particular products as they are directly sold to
consumers. Simultaneously with the main prod-
uct oriented regulation, the regulation of provid-
ers derived from the product regulation (rules)
should be applied. This combined approach with
a clear focus on the product regulation should en-
sure that poor value products are not engineered
and distributed on the single market.

There are some good examples and practices
that can be used as inspiration for creating a sec-
ond regime for PPPs with product oriented regu-
lation. We refer to the paper of Kevin Dowd and
David Blake™ (2013), Blake, Cairns and Dowd™
(2009) and OECD'® Roadmap for the Good Design
of Defined Contribution Pension Plans which was
published in June 2012. Some good examples
can be taken from the national schemes imple-
mented in Sweden, Estonia, Slovakia or Romania.
Additional good example is a 401(k) scheme ap-
plied in USA. Some interesting findings on a good
design and operation of PPPs can be found in the
OXERA'® Study on Position of Savers in Private
Pension Products (2013).





