
The Retail Distribution Review 
and small pension pots

An ILC-UK policy brief

March 2012
www.ilcuk.org.uk

  

Supported by



The International Longevity Centre
The International Longevity Centre - UK (ILC-UK) is an independent, non-partisan think-tank 
dedicated to addressing issues of  longevity, ageing and population change. It develops 
ideas, undertakes research and creates a forum for debate.

The ILC-UK is a registered charity (no. 1080496) incorporated with limited liability  
in England and Wales (company no. 3798902).

ILC–UK
11 Tufton Street
London
SW1P 3QB
Tel : +44 (0) 20 7340 0440
www.ilcuk.org.uk

About Partnership
Partnership is a specialist provider of  financial solutions for people with health/ lifestyle 
conditions, as well as those suffering from a serious medical impairment. Partnership 
was the first company in the UK to offer higher retirement incomes by taking account of  
people’s health and lifestyle conditions. It has been a consistent innovator developing this 
sector by championing the needs of  those with even modestly reduced life expectancies.

Partnership is expert in the field of  medical underwriting and has a unique in-house data 
set. Partnership believes that its years of  accumulated data and knowledge gives it a 
unique understanding of  the impact of  health and lifestyle choices on longevity. This, in 
turn, enables it to offer the most accurate assessment of  a client’s life expectancy and 
therefore offer the fairest price to them.

Partnership has a comprehensive offering in the retirement sector and offers a complete 
range of  Enhanced Annuity solutions, from clients who smoke or have minor health 
impairments, through to serious conditions such as cancer. Partnership is the largest 
provider of  annuities for Long Term Care funding in the UK, with 80% of  the market. It 
entered the equity release market last year with an Enhanced Lifetime Mortgage and 
also offers specialist Protection solutions for clients who have been declined cover from 
standard providers.

Partnership has won many awards in addition to heading the Sunday Times HSBC Top 
Track 250 for leading UK private mid-market companies 2011. These include:

 "Best Enhanced Annuity Provider" - Moneyfacts Awards 2010 & 2011•	

 'Long-term Care Provider' award at the Health Insurance Awards 2009, 2010, 2011 •	

 Best Annuity Provider - Professional Adviser Awards 2011 •	

 5 Star rating at the prestigious Financial Adviser Service Awards 2010, 2011•	
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The Retail Distribution Review (RDR), under the auspices of the Financial Services 
Authority (FSA), arrives at a decisive moment in the development of the UK pension 
system. We are experiencing a significant rise in the number of people enrolled in 
‘defined contribution’ pension schemes, meaning that more people will be required to 
make investment and decumulation decisions for themselves. Essentially, the role of 
financial advice will become paramount within the pension system – just as one of the 
most significant transformations in the regulatory environment for financial advice gets 
underway.

To establish the quality and independence of financial advice, RDR changes will mean 
that financial advisers will have to charge clients directly for the provision of advice, rather 
than receive commission from product providers. While ostensibly laudable, the public 
appears reluctant to pay up-front fees for financial advice. The RDR also introduces new 
professional standards for financial advisers. The new regulatory regime will increase 
the cost of providing advice, which may mean that providing advice at affordable rates 
becomes prohibitive for many advisers.

This policy brief is concerned in particular with the implications of the RDR for people with 
small pension pots (SPPs). We know that people with SPPs are less likely to seek financial 
advice, therefore reducing the likelihood they will maximise their retirement income – if 
costs of advice increase, this trend is likely to intensify.

The first section outlines the background policy and economic issues to establish the 
context of the RDR’s impact on SPPs. It discusses the impact of population ageing and 
the high costs of living associated with increasing longevity, and the problem of under-
saving and low pension scheme membership rates. It then details the growing incidence 
of SPPs, including information on the average size of pension pots, in the context of the 
rise of defined contribution pension schemes, before establishing the growing need for 
financial advice in the pensions system.

The second section considers in more detail the implications of the RDR for SPPs and 
financial advice: 

There appears to be a lack of willingness to pay for advice directly, which may lead to •	
people eschewing financial advice after the RDR is implemented.

This may have a particular impact on enhanced annuities, which may boost the •	
retirement income for people in ill-health, of which around three-quarters are 
purchased following financial advice. 

There is already an advice gap for people with SPPs, who in fact make up the vast •	
majority of annuity customers. All available evidence suggests this gap will widen 
following  RDR, reducing the ability of people with SPPs to maximise their retirement 
income through the open market option.

The number of financial advisers operating is expected to decline throughout 2012, •	
and in fact has experienced significant decline.

Introduction and summary
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Simplified processes, and a simplified product range, may benefit people with SPPs, •	
but it is not clear whether either is a realistic possibility following the RDR.

The third section presents stakeholder views on the RDR and SPPs, as discussed at a 
summit in the House of Lords, hosted by Baroness Sally Greengross, in January 2012. 
The stakeholder meeting explored the following questions:

What might the unintended consequences of the RDR be in terms of advice?•	

Will the RDR impact on people’s ability to shop around?•	

How many independent advisers will stay in the profession following the RDR?•	

What kind of risks are faced by people with small pension pots as a result of the RDR?•	

Is there a role for simpler financial products, and generic advice?•	

The policy brief concludes that the RDR gives rise to a number of unintended – yet 
foreseeable – consequences that will impact upon the provision of advice to people with 
small pension pots. It makes a series of recommendations, including:

the government and the FSA should investigate in more detail the opportunities to •	
mitigate the implications of  RDR for financial advice for people with small pension 
pots, and in particular people who could benefit from an enhanced annuity by 
shopping around;

the government and the FSA should clarify the distinction between the provision of •	
information and advice, and the extent to which providers are able to advise potential 
or existing customers without being deemed to give advice; 

the FSA restores a concern over the quantity of financial advice – as well as quality – to •	
the heart of the RDR process;

the government establishes mechanisms to ‘join up’ the public policy agendas on •	
financial advice and enabling saving; 

the government continues to promote the open market option in the annuities market, •	
and as such considers how to mitigate the potential impact of RDR changes on 
people’s ability to shop around for the best annuity deal; and

the FSA publishes open market option take-up by wealth cohort – providing greater •	
transparency about which people actually exercise their choice to shop around for the 
best annuity at retirement.
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Living longer

In 1950, male life expectancy at 65 was 11 years. In the 
last sixty years this figure has doubled to 22, and by 
2050 it will have risen to 26. Increased longevity, due to 
lifestyle improvements and advances in medical care, 
is the main factor behind population ageing, which will 
continue to place the UK state pension system under strain 
for decades to come. Perhaps the clearest signal of our 
ageing society is the number of people that will live beyond 
100. Today there are around 10,000 centenarians, but this 
will rise to more than 250,000 by 2050. More generally, 
people aged 50  or over will comprise more than half of the 
adult population in less than 20 years.

For individuals approaching retirement, and particularly those with DC pension pots 
which they need to annuitise, it is becoming even more critical that the decision made 
at retirement is the right one and will ensure that they maximise their income throughout 
retirement. However, living longer makes the decision at retirement even harder. 
Individuals and couples need to consider what inflation will do to their retirement income 
over a longer period of time, what standard of living they are happy with at retirement and 
some 20-30 years later, what they expect their health to be like and the consequences 
for income needs later in retirement. Annuity decisions made at retirement are often 
unchangeable but now need to be the right decision for even longer. 

Cost of living in retirement
Yet the problem is not simply one of  more people in retirement living longer, but also the 
cost of  living for retirees. While healthy life expectancy is rising, it is not keeping pace 
with life expectancy in general. This ‘expansion of  morbidity’ means that more people will 
spend a greater proportion of  their life in ill-health, many experiencing far higher costs of  
living as a result – intensifying pressure on an already strained healthcare system and on 
household incomes and wealth. Increasing longevity should be celebrated, but we must 
not become complacent about its consequences; the need for individuals to secure a 
decent retirement income has never been greater.

Under-saving
Although achieving a good income in retirement is becoming more important, the UK 
continues to have an under-saving problem. According to the Family Resources Survey 
2009/10, barely a third of  people are contributing members of  a private pension scheme 
(38 per cent of  men and 34 per cent of  women). As figure 1 shows, membership rates are 
much lower for low-income workers. 

1See epp.eurostat.ec.europa.eu/tgm/table.do?tab=table&init=1&language=en&pcode=tsdde511&plugin=0. 

1. Background

While healthy life 
expectancy is rising, it is 
not keeping pace with life 
expectancy in general. This 
‘expansion of  morbidity’ 
means that more people will 
spend a greater proportion 
of  their life in ill-health, with 
far higher costs of  living as 
a result.
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The rise of DC schemes and SPPs
As part of  the pattern of  under-saving, the proportion of  today’s workforce in a workplace 
pension scheme has declined over recent years. Moreover, for those in a pension scheme, 
there is a higher probability of  being in a defined contribution (DC) scheme. The decline 
in ‘defined benefit’ (DB) pension scheme membership and the growth in the contract 
based workplace pensions mean that ‘defined contribution’ (DC) pension saving are 
becoming dominant in the UK pension system. Figure 2 demonstrates this trend within the 
private sector; public sector provision remains largely based on DB schemes, leading to 
claims of  a ‘pensions apartheid’ between the public and private sectors. 

The trend towards DC, and the public/private discrepancy, will be intensified, from 2012 
onwards, as automatic enrolment and the government’s National Employment Savings 
Trust (NEST) scheme are introduced in the private sector. 

Fig 1  Percentage of full-time employees in an employer-sponsored  
             pension scheme by gross weekly earnings

0        20                40         60                 80       100

£600 and over

£500 to less than £600

£400 to less than £500
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Fig 2  Employee membership of a private sector employer-sponsored pension scheme   
            (% of private sector employees)
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Source: Annual Survey of  Hours and Earnings 2010

Source: Annual Survey of  Hours and Earnings 2010
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While it is not necessarily the case that DC schemes 
are less generous than DB schemes (by definition, they 
transfer much of  the risk to the member), employer 
and employee contribution rates tend to be  lower, and 
the default contribution rates for NEST have been set 
at a relatively low level. Table 3 demonstrates the low 
contribution rates for DC schemes, especially, but not 
exclusively, among low-income workers.

According to the Wealth and Assets Survey 2006/2008, the mean amount of  pensions 
saving for households headed by someone aged 16-64 was almost £143,000. But the 
median amount is only £26,000 – with a first quartile figure of  zero. The same survey 
suggests that the average occupational DC pot for those aged 55-64 is £46,000 with 
the median standing at £12,000. The equivalent data for those with personal pensions 
is £55,500 and £22,000. These data suggest that considerably more than half  of  those 
nearing retirement with DC pensions have pots that are currently considered uneconomic 
by some advisers. 

Low contribution rates combined with frequent job changes and a lack of  persistency 
in pension contributions affect the size of  an individual’s pension wealth. The advent of  
auto-enrolment will result in many more people saving into a DC pension scheme and 
should improve the persistency of  saving in a pension since all employers will eventually 
be required to auto-enrol employees into a pension scheme. However, auto-enrolment 
will also draw more lower to medium earners into pension schemes with low default 
contribution rates and will certainly, in the short to medium term, lead to significant growth 
in the number of  small pots.  

We can expect the quantity of  SPPs to rise significantly in the near future. The 
government’s recent white paper on pension scheme transfers and small pension pots 
estimated that there are in excess of  1 million small pots in the UK pension system 
(defined as funds worth £2,000 or less), with around 50,000 small pots created each 

Gross 
weekly 
earnings (£)

Total contribution rates

Greater than 

 0 and under 4% 

4  

to under 

8%

8  

to under 

12%

12  

to under 

16%

16  

to under 

20%

20  

to under 

24%

24% 

and over

<200 11 37 20 10 12 x 6

200-299 7 38 26 15 8 x x

300-399 9 36 30 14 5 3 3

400-499 6 31 32 16 6 4 4

500-599 5 26 33 19 9 5 4

>600 4 18 34 24 10 6 5

Source: Annual Survey of  Hours and Earnings 2010

1. All figures are percentages unless otherwise states
2. Pension is arranged through an employer, main pension only
3. Total contribution = employer plus employee contribution (at least one is greater than zero)
4. x indicates figure has been suppressed on quality grounds

Table 3  Distribution of members of private sector defined contribution occupational 
pension schemes by gross weekly earnings and total contribution rates

By 2017, around 370,000 
pension pots valued at  
£2,000 or less will be  
created each year.



9
The Retail Distribution Review and small pension pots  An ILC-UK policy brief

year. The paper presents the result of  modelling which predicts around 370,000 small 
pots created each year by 2017, and 420,000 by 2050.1  In addition to there being many 
more small pots, the average number of  pots per member of  the working population 
will increase. It will also be the case that there will be many more thousands of  pots that 
do not exceed the value at which financial advice becomes economic under today’s 
regulatory and market environment. 

The Government has put forward a range of  proposals for addressing the issue of  very 
small pension pots, including:

proposals for making transfers between schemes much easier for members •	

new default solutions for addressing the inertia associated with pension transfers •	
including automatic transfer processes for pots below a certain value (as yet 
undefined) including:

o the establishment of  one or more aggregator schemes that small pots will  
       automatically be transferred to 

o the automatic transfer to a new employers scheme as individuals  
       change job and pension scheme. 

If  the automatic transfer proposals are implemented, this will in time go some way to 
reducing the number and size of  very small pension pots and will provide individuals with 
a more consolidated view of  their pension wealth. However, it is unlikely to address the 
issue of  advice for those retiring with uneconomic pots. 

The need for financial advice
It is clear that financial advice has a crucial role to play within the pension system, in 
particular as DC pension members approach retirement. The growth in DC pensions 
means that more people will have to make a complex choice at the point of  retirement 
about how they would like to use their pensions saving. In spite of  the importance of  the 
retirement income decision for DC pension scheme members, inertia plays a big role in 
the income that retirees achieve. Many do not shop around at all and stick with the default 
option offered by their existing scheme or provider. This can result in the loss of  significant 
levels of  income over the period of  retirement. 

For most people, annuitising at retirement will be appropriate. The government is 
encouraging people to use the ‘open market option’ when purchasing an annuity 
to enable people to maximise their retirement income – this should be welcomed, 
particularly for people with SPPs. It is also encouraging the industry to make the process 
of  shopping around easier and to reduce the extent to which taking the default annuity of  
your existing pension provider remains the easiest option. 

In response to calls for the open market option to be made more obvious to consumers, 
the Association of  British Insurers (ABI) is introducing a code of  conduct for its members 
whereby providers will no longer include an application form with the ‘wake-up’ material 
sent to DC members as they approach retirement. It is hoped that this will encourage 
more consumers to shop around and find the best deal for them. 

However  exercising the open market option and shopping around will increase the 
complexity of  the decision-making process and the need for help and advice.  

1See www.dwp.gov.uk/docs/small-pension-pots-consultation.pdf.
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Other changes, such as the removal of  the need to annuitise by the age of  75, will also 
increase the array of  choices available to people at retirement. As Finance Minister Mark 
Hoban MP comments, 

‘our actions will not only extend the range of financial options available to 
consumers, they will also help increase the demand for financial advice. We need, 
therefore, to ensure that the accessibility of advice improves in tandem.’2   

The Pension Policy Institute’s (PPI’s) recent assessment of  these changes concluded that:

‘a relatively small number of  individuals will be able to make use of  the government’s 
new flexibilities. However, in the future, a greater number of  people may be able to 
take advantage of  both capped and flexible drawdown, as more individuals build 
up defined contribution pension funds and the market for annuities and drawdown 
products develops. This is likely to increase the need for advice as to which products 
are most appropriate for different individuals.’3 

Research by Echo on behalf  of  Partnership, based on 
structured interviews with pension professionals, details 
the problems that many DC pension scheme members 
face. 80 per cent of  interviewees believe that DC scheme 
members do not understand their pension ‘very well’ or 
‘at all’, and 78 per cent believe they do not think about the 
options available to them at retirement. This underlines 
the need for financial advice. Indeed, 83 per cent of  
interviewees believe that a lack of  ‘access to good quality 
information and advice’ is the main reason for sub-optimal 
DC pension scheme outcomes for individuals.4 

Being encouraged to shop around and wanting to shop around are however, only part 
of  the battle. Knowing where to go for information and advice, being able to access an 
independent financial adviser and being able to afford independent advice are the next 
big barriers for DC retirees to overcome. 

2See www.hm-treasury.gov.uk/speech_fst_131010.htm.
3See www.pensionspolicyinstitute.org.uk/uploadeddocuments/Press/20110414_PPI_PR_Retirement_income_ 
  and_assets_age_75.pdf.
4See www.partnership.co.uk/Documents/Retirement/Insight%20Reports/Partnership%20Insight%20Report%20-%20Retirement%20
Outcomes%20from%20DC%20Pensions.pdf

83 per cent of  pension 
professionals interviewed 
by Echo in 2011 believe that 
a lack of  ‘access to good 
quality information and 
advice’ is the main reason 
for sub-optimal DC pension 
scheme outcomes for 
individuals.
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5 See www.pensionspolicyinstitute.org.uk/uploadeddocuments/2012/20120209_PPI_Closing_the_gap_-_report_for_NAPF.pdf and www. 
  pica.org.uk/PDFs/The-macroeconomic-impact-of-shopping-around-for-retirement-income.pdf.
6 See www.fs-cp.org.uk/publications/pdf/annuities.pdf.
7 See www.dthomas.co.uk/imago/blog/2011/06/abolition-of-compulsory-annuities-proves-most-popular-pensions-reform-according-to-new- 
  ifa-survey-by-dunstan-thomas/.
8 See www.aifa.net/publications/financial-planning-through-retirement-october-2011.pdf.
9 Information from Partnership. The company estimates that financial advisers make a loss on funds of less than £50,000. It costs around £750  
   to advise someone with a £30,000 pension pot, but typical commission of 1.5% leads to a loss.

2. Implications of the RDR  
    for SPPs and financial advice

Annuity customers can often receive a boost to their retirement income by utilising the 
open market option and ‘shopping around’ for the best deals, as research by both the 
PPI and PICA demonstrates.5  Only around a third of  customers exercise the open market 
option (although many more browse different providers before deciding to stick with 
their default provider), but partly because of  the difficulty of  obtaining advice, people 
with SPPs are far less likely to shop around.6  The government is exploring ways to 
encourage more people to exercise the open market option, but changes related to the 
RDR may make shopping around more difficult for people with SPPs. A survey of  16,000 
independent financial advisers by Dunstan Thomas found that 69 per cent of  advisers 
said the qualification burden had made it ‘simply unaffordable’ to give independent 
advice to the mass market.7  According to a 2011 poll by the Association of  Independent 
Financial Advisers and Prudential, less than half  (44 per cent) would offer advice to 
someone with a pension pot under £50,000 (the figure was 56 per cent in 2010); the poll 
also found that financial reviews would be offered to such customers less frequently. 8

From Commission to Adviser Charging

Under the current system, financial advice is typically paid by those who purchase 
financial products through the charges levied on that product and the commission then 
paid by the product provider to the adviser. A number of  cross-subsidies are inherent 
in the system, not least of  which is that those who seek advice but do not effect a 
transaction generally receive their advice for free. The system also implicitly contains 
a cross-subsidy between those with high levels of  wealth and those with low levels of  
wealth. Many advisers have been happy to deal with those with small pension pots 
because they can recover their costs from the commission paid on those with larger pots 
and from other business. 

Generally speaking financial advice under this system 
is widely available and affordable at the point of  use for 
a large number of  consumers. However, even under the 
current system there have been growing concerns that 
advisers are making a loss on a significant proportion of  
annuity advice sessions. Even in today’s market, many 
advisers find it difficult to cover their costs when advising 
on DC pension pots of  less than £50,000.9 Studies by 
both the Pensions Income Choice Association (PICA) and 
the Pensions Institute have detailed the difficulty many 

‘Many IFAs find it 
economically challenging to 
offer advice to retirees with 
funds below than £50,000. 
In practice, this accounts 
for the vast majority of  
retirees.’ 
Pension Income Choice 
Association
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with SPPs face in seeking financial advice. 10 This indicates an ‘advice gap’ for the vast 
majority of  annuity customers, although in the current market there remain a number of  
advisers happy to deal with much smaller annuity pots. 

The current charging structure has created concerns around, firstly, a lack of  
transparency regarding the costs of  financial advice, and secondly, the possibility of  
bias in the recommendations made by advisers. From January 2013, financial advisers 
will no longer be able to receive commission from providers on advised transactions 
but will be required to agree, up-front, a fee structure with their clients. Clients will then 
be generally, have the option of  paying that fee directly or having the fee deducted from 
their transaction (this is known as Adviser Charging). In the case of  annuity purchase, 
this would reduce the amount used to purchase retirement income. In many cases, the 
adviser fee will be payable by the client irrespective of  whether a product transaction 
takes place, although some may not make a charge where an annuity is not purchased. 

The dilemma facing a number of  those with SPPs at retirement will be whether the 
benefits gained from shopping around will exceed the cost of  paying an advisers fee. The 
calculation is complex and depends upon a number of  variables, some unknown at the 
point of  deciding to seek advice:

The difference between the annuity rate being offered by the existing pension provider •	
or default annuity provider and the best annuity rate available on the open market to 
that individual, given their current level of  health;

The hourly rate charged by the adviser and the number of  hours charged to provide •	
advice.

Using the examples provided on the AgeUK annuities website11: An individual could 
take the default annuity offered of  £1,000 p.a. on a fund of  £25,000 without seeking any 
advice. If  however, they took advice under the Adviser Charging regime they could pay a 
fee of  say £750 thus reducing the pot to be annuitised to £24,250. If  the adviser found that 
their default provider was among the worst in the market, they might achieve a 14% uplift 
in their annuity. They would benefit from an increased annual income of  £1,105p.a. Any 
further uplift because of  ill-health would provide an even greater benefit. However, there 
is no absolute certainty that they would achieve uplift if  they were in good health and, 
in a worst case scenario, might achieve the best income of  £1,000 by reverting to their 
default provider but could find themselves still having to pay a fee of  £750. It is possible 
that some advisers may choose to offer the advice for free if  they are unable to beat the 
default quote. 

The argument is more finely cut with individuals with much smaller pots where the fixed 
price of  advice takes a higher proportion of  the fund. The uncertainty over getting a better 
deal and a fear of  being landed with a bill for the cost of  advice may put many off  seeking 
advice under the new Adviser Charging rules. 

Attitudes to paying for advice

In addition to the financial uncertainty, there appears to be a general reluctance among 
consumers both to seek out financial advice and to consider paying a fee for advice. 

10 See www.pica.org.uk/PDFs/PICA_Report_-_Optimising_Value_in_Retirement.pdf and www.napf.co.uk/ 
    PolicyandResearch/DocumentLibrary/0215_Treating_DC_scheme_members_fairly_in_retirement_ 
    research_report.aspx. 
11Age UK. https://www.onlineannuityplanner.com/AgeUk/CompareAnnuities/Introduction.aspx?cid=annTAM  as at 24th February 2012
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It is likely that Adviser Charging may dissuade many 
consumers from taking up advice. A survey of  1,020 advice 
customers conducted by Core Data Research in early 2012 
found that, on average, customers were prepared to pay 
£38.90 per hour for advice. Additionally, they would expect 
a full financial review to last for only four hours (these 
figures exclude around one in five customers who would not be prepared to pay  
for advice at all). 12

The report, Consumer Advice Fee Threshold Research, also found that as customers 
get older, they are less motivated to enlist a financial adviser. Around two-thirds of  those 
surveyed aged 39 or under would hire an adviser, but this drops to around half  of  those 
aged 50-64. While this may be due in part to the fact that older customers already have 
a financial plan in place (which is probably less likely among low-income households), 
the finding is nevertheless alarming in terms of  enabling older people to maximise their 
retirement income.

A similar survey, of  over 3,000 customers, conducted by 
KPMG found that only 31 per cent would be prepared to 
pay for financial advice. Furthermore, of  these, 54 per cent 
would pay no more than £50 for an hour’s advice, and only 
1 per cent would pay over £200. Only 22 per cent of  those 
surveyed would be prepared to pay for an in-depth review 
of  their finances, with more than 60 per cent of  these not 
willing to pay more than £250 for this service.13

This unwillingness to pay for financial advice, at sustainable rates, is especially 
problematic given that many people approaching retirement are confused about their 
pension options. According to research by MGM Advantage, seven in ten people do 
not fully understand what an annuity is – with around half  of  these having no idea what 
an annuity is. Similarly, more than three-quarters of  people aged 55 or over do not 
understand what the ‘open market option’ is.14

The lack of  willingness to pay for financial advice, the lack of  understanding of  annuities, 
open market options and the consequences of  making a poor decision, may in the near 
future exacerbate the problem of  maximising retirement income for those with DC pots. 

Enhanced annuities

It is estimated that three in four people with ‘enhanced 
annuities’, appropriate for people with health problems and 
lower life expectancy, choose this product after receiving 
financial advice. If  this link is lost, people with health 
problems are likely to receive a sub-optimal annuity deal.15  
Many providers do not offer enhanced or impaired annuities, 
so the ability to shopping around – and to receive financial 
advice – is imperative. A study by the Pensions Institute 

A survey of  3,000 
customers found that only 
31 per cent were willing 
to pay for financial advice.

A survey of  3,000 
customers found that only 
31 per cent were willing 
to pay for financial advice.

12 See www.coredataresearch.co.uk/research/view/consumer-advice-fee-threshold-research/.
13 See www.moneymarketing.co.uk/adviser-news/just-31-of-public-say-theyll-pay-for-advice/1019293.article.
14 See www.choices.co.uk/blog/pensioners-could-face-retirement-income-being-halved-9608.
15 Information from Partnership research.

3 in 4 people with 
‘enhanced annuities’ 
choose this product after 
receiving financial advice. 
If  this link is lost, people 
with health problems  
are likely to receive a  
sub-optimal annuity deal.
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and the National Association of  Pension Funds suggests there is a lack of  transparency 
regarding what constitutes an ‘enhanced’ annuity, with the uplift offered  
by some providers fairly limited; furthermore, websites offering comparisons of  enhanced 
annuity rates are unlikely to identify the best deals due to the limitations of  medical 
information sought.16 

Supply of advice post RDR

Without financial advice of  some kind, people will be less likely to be able to maximise 
their retirement income. Adviser Charging may inflate the ‘demand’ problem; but equally, 
the RDR is expected to affect the ‘supply’ of  financial advice. We have shown above 
that an advice gap already exists where advisers are reluctant to deal with SPPs. As 
the number of  advisers shrinks with RDR and more seek to deal only with more affluent 
customers, it seems likely that people with SPPs will now face an additional barrier of  
what appear to be high costs when seeking financial advice: Almost nine in ten readers 
of  Money Marketing agreed that the RDR will lead to an advice gap for SPPs.17 

A survey of  700 financial advisers by PanaceaIFA suggests 
that more advisers intend to ‘segment’ customers based 
on their financial circumstances. This involves, essentially, 
a more limited service for less well-off  customers (such as 
those with SPPs), and targeting wealthier client groups. 20 
per cent of  respondents have segmented their customer 
base, and nearly 40 per cent intend to do so (30 per cent 
do not intend to segment). Where further comments 
were added, by around 90 respondents, there was a 
general reluctance to segment customers, and in fact 
concern that doing so could breach Treating Customers 
Fairly regulations, but most accepted that segmentation was necessitated by the RDR, 
especially for new clients.18 

Many stakeholders have shown concern throughout the RDR process that large numbers 
of  independent financial advisers will depart the profession – both due to the new 
charging structure, and the new qualifications requirements. The evidence on this issue 
is somewhat mixed: research by Aviva, for instance, suggests a recent decline in the 
number of  advisers expecting to leave the profession.19 The figures are nevertheless 
alarming, with most surveys suggesting that between 5 and 10 per cent of  advisers will 
leave. Research for the Financial Services Authority by RS Consulting indicates that 8 per 
cent of  advisers intend to leave the profession in 2012, although the RDR is not the only 
reason, with a further 7 per cent unsure of  their future in this regard. Furthermore, not all 
independent financial advisers will have attained the new qualification standards by 2013. 
91 per cent of  advisers, according to the Financial Services Authority, expect to have 
attained the relevant qualifications by the end of  2012 – yet even if  all of  these individuals 
passed the relevant tests, it would leave almost one in ten current financial advisers 
unable to practice after the implementation of  the RDR. 20

8 per cent of  advisers 
expect to leave the 
profession in 2012, with a 
further 7 per cent unsure 
of  their future. 8 per cent 
of  financial advisers left 
between mid-2010 and 
mid-2011.

16 See www.napf.co.uk/PolicyandResearch/DocumentLibrary/0215_Treating_DC_scheme_members_fairly_in_ retirement_ 
    research_report.aspx
17 See www.moneymarketing.co.uk/product-news/pensions/baroness-fears-rdr-will-hit-annuity-advice/1045006.article.
18 See v2.panaceaifa.com/img/20/documents/RDR%20SurveySummary%20with%20comments.pdf.
19 See www.ifaonline.co.uk/ifaonline/news/2125674/advisers-rdr-concerns-switch-profitability-opting-stay. In June 2010, 7 per cent of  
    advisers said they intend to stop trading as a result of the RDR, compared to 10 per cent in December 2010 and 36 per cent in January 2009.
20  www.fsa.gov.uk/pubs/other/rdr-professionalism-research-report.pdf
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It must be noted that, even if  it is too alarmist to expect an 
exodus of  independent financial advisers as a result of  
the RDR, the population of  advisers is already in decline 
(due to the economic downturn as well as the RDR). 
Indeed, the RS Consulting research report that around 
8 per cent of  advisers left the profession between mid-
2010 and mid-2011. This may explain the improvement in 
figures for RDR-related industry departures: the advisers 
most concerned about the changes have already left the 
profession.

A survey undertaken by Dunstan Thomas suggests that 
only three-quarters of  independent financial advisers 
intend to remain whole-of-market advisers after the RDR. 
Nearly half  of  the advisers polled believe that between 
16 and 25 per cent of  advisers will cease trading as 
a result of  the RDR, even if  they personally remain in 
business, and a fifth believe that between 26 and 40 per cent will cease trading.21 In 
light of  such reports, the House of  Commons Treasury Select Committee has called 
for a one-year delay to the implementation of  the RDR, to enable advisers to attain the 
required qualifications, and for the FSA to regularly review the quantity of  advisers in the 
profession.22 

Simplified advice

One solution to the lack of  demand and supply of  full financial advice may be to 
streamline the process of  advice for annuitants. This could also lead to lower costs of  
advice. 

The FSA has suggested that simplified advice processes may become more common 
given the new adviser charging structure. The FSA has stated that simplified advice may 
be appropriate for customers who:

do not need to reduce debt, or who already have their core protection needs met;•	

have some disposable income or capital that they wish to invest; and•	

do not want a full assessment of  their financial position, but rather advice on a specific •	
investment need. 23

Indeed the process would appear to be ideal for many of  those reaching retirement with 
only a pension as their main form of  financial wealth. Others with more complex financial 
situations might still require full financial advice. 

Some financial advisers, particularly those who focus on annuity advice already adopt 
something akin to a simplified advice process. Further streamlining of  the process and 
lower costs can be achieved by increased use of  technology, greater transparency from 
providers and an OMO process that provided consumers with the information they need 
to shop around. However, the FSA is currently insisting that providers of  simplified advice 

‘We remain of  the view 
that only around 20,000 
investment advisers will be 
operating in 2013 and the 
number will reduce further 
as the year progresses. 
We also anticipate a sharp 
reduction in new investment 
business during 2013 as 
consumers and advisers 
grapple with the concept  
of  fee-based advice.’

Malcolm Kerr, Executive Director 
at Ernst & Young

21 See www.dthomas.co.uk/imago/blog/2011/06/abolition-of-compulsory-annuities-proves-most-popular-pensions-reform-according-to- 
    new-ifa-survey-by-dunstan-thomas/
22 See www.parliament.uk/business/committees/committees-a-z/commons-select/treasury-committee/news/publication-of-rdr-report-/
23 See www.fsa.gov.uk/library/policy/guidance_consultations/2011/11_22.shtml.



16
The Retail Distribution Review and small pension pots  An ILC-UK policy brief

In summary

The number of  retirees with small DC pension pots is set to escalate with auto-•	
enrolment and the continued decline in DB pensions.

Making the right decision about where to go for the best retirement income is •	
critical to financial well-being in retirement.

The decision is complex and in the current market, the majority of  DC customers •	
default to their existing pension provider, potentially losing extra annual income, 
particularly if  they are in ill-health.

Seeking financial advice is the best way of  maximising income under the open •	
market option but there is a reluctance to take advice and an even greater 
reluctance to pay a fee. 

Whilst the Government is consulting on ways to reduce the number of  very small •	
pots, the majority of  DC pension pots at retirement will be uneconomic for many 
financial and increasingly so as RDR is implemented.

The position is compounded by the contraction in the number of  financial advisers •	
and the trend towards a focus on higher net worth customers. 

Whilst a simplified advice process offers some relief, it remains unclear whether •	
this can be made sufficiently low cost for those with small pension pots.

must conform in full with the new professional standards established by the  
RDR – suggesting that simplified advice is unlikely to be a low-cost alternative. 

Some stakeholders have called instead for a more simplified product range, negating 
the need for detailed financial advice, including a standardised range of  default annuity 
options at retirement – enabling retirees to exercise meaningful choice based on their 
circumstances without extensive advice. 24

24 See A. Pomfret, A. Ross & J. Matheson (2012) ‘We must not spurn this chance to make regulation relevant’  
    in The Times, 14 January 2012
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3. Stakeholder views

There appears to be a wide consensus among stakeholders in support of  the principles 
of  the RDR, but longstanding concerns about certain consequences of  the new 
regulations. This section summarises the views of  stakeholders represented at a summit 
in the House of  Lords, hosted by Baroness Sally Greengross, in January 2012. While 
based on the summit’s discussion, ILC-UK alone is responsible for the codification and 
summary of  the views expressed.

The RDR process

The RDR was originally about both the quality and quantity of  advice. Yet while the •	
quality of  advice may well improve, the quantity of  advice will not in the short to 
medium term – there will almost certainly be fewer financial advisers as a result of  the 
RDR. But concerns about quantity have been marginalised within the process.

Evidence that the number of  independent financial advisers leaving the profession in •	
2013 may not be as large as feared overlooks the fact that many advisers have already 
left in anticipation of  the RDR changes. Advisers able to advise people with small 
pension pots are the most likely to leave or to have left.

The RDR process has not considered the impact of  changes on the savings ratio. •	
Reducing the risk of  bad advice or high costs for individuals is a laudable aim, but 
may have the unintended consequence of  deterring saving for retirement.

Small pension pots

There will in the future be many more people with SPPs. SPPs are already uneconomic •	
for many advisers and may prove even more so once Adviser Charging and the 
additional costs of  RDR are factored in. The reduction in cross-subsidies by customer 
type will lead to those with low value funds being less attractive to advisers. 

People with SPPs are already unlikely to shop around, in part because of  a lack of  •	
understanding of  the consequences and in part because financial advisers find 
it difficult to advise people with small pension pots cost-effectively – the RDR will 
exacerbate this trend. But people with SPPs are most in need of  the best deals.

The notion of  ‘small’ pension pots should not be assumed to imply that only a small •	
number of  people are affected. What is ostensibly a small amount of  pension saving is 
in fact around the average size of  pension saving pots.

Shopping around

Shopping around can boost retirement incomes – but not enough has been done to •	
promote the ‘open market option’ in annuity purchases. Individual choice is growing in 
the pensions system, but so are risk and complexity for individuals – good advice will 
be crucial.

People with small pension pots could shop around more effectively if  incumbent •	
providers issued them with a ‘pension passport’, minimising the need for lengthy 
advice processes with each potential provider.
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Regulation and professional standards

The provision of  financial advice – especially for people with small pension pots – is •	
already negatively affected by the costs of  the advice process, including regulatory 
compliance costs. It may be helpful to establish a single agency which assesses the 
overall burden of  costs and regulations on financial advisers. 

The regulatory burden could be lower for providing advice for people with small •	
pension pots. Attempting to ensure that every single consumer receives ‘perfect’ 
advice may lead to many receiving none Simplified advice processes could result in 
most people getting good advice rather than the majority getting none.

Providers find it difficult to determine the relationship between information and advice. •	
Even if  a provider clearly states that the provision of  information on products and 
options does not constitute advice – to prevent, after the RDR, customers incurring a 
charge – regulators could retrospectively determine that advice has been provided.

Simplified advice and products

Additional guidance is required on what ‘simplified advice’ might look like. RDR •	
changes mean that firms or individuals providing advice of  any form will be required 
to meet the full standards of  professionalism, even if  a lower fee is charged. While less 
affluent customers should not receive a lower standard of  advice, there is a need to 
ensure that simplified advice is a realistic possibility.

Simplified advice should not be judged in the same terms as ‘gold standard’ advice – •	
as long as consumers are clear about the service they are paying for.

The role of  the Money Advice Service in relation to formal advice is confusing for •	
consumers.

Ill-health

Without financial advice, people with health problems may not be directed towards  •	
the most appropriate annuity deals.

People tend to assume, for instance, that health problems will lead to them receiving •	
lower annuity payments.

The role of providers

Pension providers are willing to innovate to meet the growing demands of  a pensions •	
system based on defined contribution, with more SPPs – but aspects of  the RDR could 
be a barrier to innovation.

Providers themselves are getting better at providing advice, especially for people with •	
small pension pots. However, the RDR means that they will need to charge people for 
this advice, which could actually undermine the consumer’s confidence in financial 
service providers.

All pension providers, providing existing customers with annuities,  could increase •	
transparency by publishing their annuity rates.e.g. in the Money Advice Service 
competitive tables.



Conclusion and recommendations

It is clear that the status quo is not sustainable. Everyone approaching retirement with  
a DC pension pot (or more than one pot) needs access to trustworthy help and guidance on 
how to maximise their income in retirement. For those on relatively low incomes and with small 
pension pots, it could be argued that the need is even greater, since the difference between 
the maximum income and the income from their default provider could make all the difference 
to their standard of  living in retirement. 

Trust in financial advice is paramount – and this will only improve with a more transparent 
charging structure and stronger rules to ensure the integrity and quality of  advice. The 
RDR, however, gives rise to a number of  unintended – yet foreseeable – consequences that 
will impact upon the provision of  advice to people with small pension pots. If  the RDR is 
to be implemented as currently envisaged, the government needs to consider the advice 
environment for people with small pension pots can be improved in a post-RDR context.

ILC-UK therefore recommends that:

the government and the FSA should investigate in more detail the opportunities to •	
mitigate the implications of  RDR for financial advice for people with small pension 
pots, and in particular people who could benefit from an enhanced annuity by 
shopping around;

the government and the FSA should clarify the distinction between the provision of  •	
information and advice, and the extent to which providers are able to guide potential 
or existing customers without being deemed to give regulated advice; 

the FSA restores a concern over the quantity of  financial advice – as well as quality –  •	
to the heart of  the RDR process;

the government establishes mechanisms to ‘join up’ the public policy agendas on •	
financial advice and enabling saving; 

the government continues to promote the open market option in the annuities market, •	
and as such considers how to mitigate the potential impact of  RDR changes on 
people’s ability to shop around for the best annuity deal; and

the FSA publishes open market option take-up by wealth cohort – providing greater •	
transparency about which people actually exercise their choice to shop around for 
the best annuity at retirement.
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