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1. Introduction

1.1

1.2

1.3

2.1

This Explanatory Memorandum has been prepared by the Department for Social
Development to accompany the Statutory Rules (details above) which are laid
before the Northern Ireland Assembly.

S.R. 2010 No. 122 is made under sections 107A(15)(b) and 177(2) to (4) of the
Pension Schemes (Northern Ireland) Act 1993, Articles 49(8) and 166(1) to (3) of
the Pensions (Northern Ireland) Order 1995 and sections 2(3), 3(2), (5) and (6),
4(1) and (3), 5(2), (4) and (6) to (8), 6(1)(b) and (2), 7(4) to (6), 8(2)(b) and (3) to
(6), 9(3), 10, 15, 16(2) and (3)(c), 18(c), 22(4) to (7), 23(1)(b) and (3), 24(1), 25,
27, 30(6)(c), 33(2), 37(3) and 113(2) of the Pensions (No. 2) Act (Northern
Ireland) 2008 and is subject to the confirmatory procedure.

S.R. 2010 No. 123 is made under sections 12, 29(2) and (4), 30(8) and 113(2) of
the Pensions (No. 2) Act (Northern Ireland) 2008 and is subject to the negative
resolution procedure.

Purpose

These Statutory Rules set out the practical arrangements employers must make to
automatically enrol eligible jobholders into a pension scheme, the arrangements
for individuals who wish to opt out of pension saving and the minimum quality
standard certain schemes must reach in order to be used by employers, and the
arrangements for implementing the new employer duties.



3. Background

3.1

3.2

The Pensions (No. 2) Act (Northern Ireland) 2008 and corresponding provision in
the Westminster Pensions Act 2008 introduce a duty on employers to enrol
eligible jobholders into a qualifying workplace pension and to make minimum
contributions into it. Under the legislation, employers are able to choose the
qualifying workplace pension scheme they adopt to discharge this duty. A
qualifying scheme is a scheme which meets specific criteria, for example, an
occupational pension scheme (including the National Employment Savings Trust
(formerly known as the personal accounts scheme) established on a UK-wide
basis under the Pensions Act 2008) or a workplace personal pension scheme.

The Occupational and Personal Pension Schemes (Automatic Enrolment)
Regulations (Northern Ireland) 2010

These Regulations set out the practical arrangements underpinning automatic
enrolment. They —

e outline the process and time limits for employers to achieve active
membership for jobholders and the information flows required between
employers, pension schemes and jobholders;

e set out the process and arrangements where a jobholder chooses to opt out of
pension saving, including the rules for refunding contributions;

e outline the arrangements and time limits by which the employer has to re-enrol
eligible jobholders who have opted out or left pension saving;

e outline the arrangements by which jobholder and workers who are not eligible
for automatic enrolment can voluntarily opt in to pension saving;

e set out additional scheme quality requirements for certain schemes, for
example, for non-UK schemes (schemes which have their main administration
outside the UK);

e amend 2 other sets of Regulations to extend the due date by which an
employer must pay over employee contributions deducted from earnings to a
pension scheme. The reason for this extension is to minimise the need for the
scheme to refund contributions to the employer if the jobholder opts out by
allowing the employer to keep the contributions until after the opt out period
has passed;

e specify how the Pensions Regulator can determine that both employer and
worker contributions are overdue for the purposes of issuing an unpaid
contributions notice, which is a compliance tool to allow the Regulator to seek
to recover late or unpaid contributions.



3.3

4.1

5.1

6.1

7.1

The Employers’ Duties (Implementation) Regulations (Northern Ireland) 2010
These Regulations make the arrangements to implement the employer duties
under the Pensions (No. 2) Act (Northern Ireland) 2008. They —

set out the details of how the employer duties will be staged in over time;

e prescribe how employers will be defined, and describe which employers will
be brought under the duties at each staging date;

e cenable employers to bring forward their given date to an earlier date and set
out the conditions employers must meet in order to do this;

e prescribe the length of the transitional period for defined benefit and hybrid
schemes, and the time periods for phasing in contributions in money purchase
schemes.

. Consultation

There is no requirement to consult on these Statutory Rules. However, the
Department for Work and Pensions has had a high level of engagement with
stakeholders (including 12 Northern Ireland organisations and interests).

. Equality Impact

In accordance with its duty under section 75 of the Northern Ireland Act 1998, the
Department has conducted a screening exercise on the legislative proposals for
these Statutory Rules. As the proposals are of a technical nature they have little
implication for any of the section 75 categories. In light of this, the Department
has concluded that the proposals would not have significant implications for
equality of opportunity and considers that an Equality Impact Assessment is not
necessary.

. Regulatory Impact

The workplace pension reforms have an impact on all employers including
charities or voluntary bodies which have eligible employees (those that are aged
22 and over, under state pension age and earning over £5,035 in 2006-2007
terms). Businesses, charities and voluntary bodies will incur administrative costs
of reform and of making minimum pension contributions for eligible employees.
These costs are estimated in the Regulatory Impact Assessment attached as an
annex to this Explanatory Memorandum.

. Financial Implications

None for the Department.



8. Section 24 of the Northern Ireland Act 1998

8.1

The Department has considered section 24 of the Northern Ireland Act 1998 and is
satisfied that these Statutory Rules —

(a) are not incompatible with any of the Convention rights,
(b) are not incompatible with Community law,

(c) do not discriminate against a person or class of person on the ground of
religious belief or political opinion, and

(d) do not modify an enactment in breach of section 7 of the Northern Ireland Act
1998.

9. EU Implications

9.1

Not applicable.

10. Parity or Replicatory Measure

10.1

The corresponding Great Britain Statutory Instruments are the Occupational and
Personal Pension Schemes (Automatic Enrolment) Regulations 2010 (S.I
2010/772) which come into force on 1st October 2012 and the Employers’ Duties
(Implementation) Regulations 2010 (S.I. 2010/4) which come into force on Ist
September 2012. Parity of timing and substance is an integral part of the
maintenance of single systems of social security, child support and pensions
provided for in section 87 of the Northern Ireland Act 1998.

11. Additional Information

11.1

These Statutory Rules are very closely linked in their purpose as together they
form the basis of the workplace pension reforms established for the first time
under the Pensions (No. 2) Act (Northern Ireland) 2008 and corresponding
provision in the Westminster Pensions Act 2008, and that is why they have been
grouped in this Explanatory Memorandum.



Annex

REGULATORY IMPACT ASSESSMENT

WORKPLACE PENSION REFORM REGULATIONS

The costs and savings outlined in this Regulatory Impact Assessment are calculated
on a United Kingdom-wide basis.

Introduction

1. This Regulatory Impact Assessment sets out the objectives of the reform of
workplace pensions, and the impact on, for example, individuals, employers and
the pension industry.

2. Where applicable, any reference to legislation includes a reference to the
corresponding Northern Ireland legislation, and any reference to the Secretary of
State includes a reference to the Department for Social Development.
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Chapter 1: Overview and summary of costs and
benefits

Objectives for reform

1.1

1.2

1.3

The Pensions Act 2008 and Workplace Pension Reform Regulations 2010 aim
to increase private pension saving in the UK. They form part of a wider reform
package designed to ensure the UK has a pension system fit for the twenty first
century and provides dignity and security for tomorrow’s pensioners.

The policies in the Pensions Act 2008 meet the five tests for pension reform set
out in the May 2006 White Paper Security in Retirement: towards a new pensions
system. The five tests are that the reforms: support personal responsibility and
deliver fairness, simplicity, affordability and sustainability.

The Workplace Pension Reform Regulations are guided by three key principles:

e Protection for individuals: ensuring that workers can access pension saving
to which they are entitled,;

e Fairness to employers: implementing the reforms in a way that minimises
additional costs for employers, particularly those who are doing everything
required of them; and

e Support for existing pension provision: ensuring the reforms strengthen
the pensions market and build on good pension provision that is already in
place.

The need for reform

1.4

In 2002 an independent Pensions Commission was established to consider the
long-term challenges facing the UK pension system and whether the existing
voluntary pension saving regime represented an adequate response. The
Commission concluded that while there was no immediate ‘pensions crisis’, the
existing system would have to be reformed to ensure it would meet several long-
term challenges®:

e Demographic and social change: the proportion of the population aged 65
or over is rising rapidly because of increasing life expectancy and lower fertility

Workplace Pensions Regulations are a package of regulations which includes: the Occupational and
Personal Pension Schemes (Automatic Enrolment) Regulations 2010, the Employers’ Duties
(Implementation) Regulations 2010 and the Employers’ Duties (Registration and Compliance)
Regulations 2010

The Pensions Commission, 2004, Pensions: Challenges and Choices: The First Report of the
Pensions Commission and 2005, A New Pension Settlement for the Twenty First Century: The
Second Report of the Pensions Commission. Available at:
http://www.webarchive.org.uk/wayback/archive/20070801230000/http://www.pensionscommission.org
.uk/index.html
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1.5

1.6

1.7

rates. This means there is an increased cost on those who are working to
maintain the pensions of the economically dependent.3

¢ Under-saving for retirement: millions of people are not saving enough to
deliver the income they are likely to want or expect in retirement;

¢ Inequalities in the state pension system: the state pension system was
rooted in the society of the 1940s and no longer reflected the way people live
their lives today, especially as it failed to fully recognise the contributions of
women and carers; and

o Complexity: the complexity of the state pension system stopped people from
making informed decisions about whether, when and how much to save.

The Pensions Act 2007 enabled the introduction of a simpler, fairer and more
generous State Pension system, funded by a gradual increase in the State
Pension Age. Implementation of these changes from April 2010 will provide a
firmer foundation upon which people can build savings for their retirement.

On its own, however, the State Pension system will not provide the retirement
income that many people want. The Pensions Commission used the concept of a
replacement rate to measure adequate retirement income. The Commission
concluded that a person on median earnings* should be aiming for at least a 45
per cent replacement rate - that is, to retire on 45 per cent of what they earned
during their working life.”

As a result of the 2007 Act, a median earner retiring in 2055 can expect to retire
on 32 per cent of what they earned during their working life from the state.®
Therefore, relying on state provision alone will provide retirement income that falls
short of many people’s expectations. The cost of increasing the basic State
Pension so that a median earner received a benchmark rate of 45 per cent, the
cost would be prohibitive. This cost was estimated to be around £80 billion per
annum at the time of the Bill Impact Assessment.”

According to the ONS, the old age dependency ratio — the number of people of pensionable age as a
percentage of the working age population — has been steady at around 30 per cent since the mid-
1970s, but is forecast to rise from 2006. In the absence of any increases in state pension age, the old
age dependency ratio would have been expected to reach 49 per cent by 2051. With the increases in
State Pension Age taking place between 2010 and 20486, it is expected to be 34 per cent in 2051.
Information available at:

http://www.statistics.gov.uk/downloads/theme compendia/pensiontrends/Pension Trends ch02.pdf
Median earnings are at the mid-point of the range of earnings in the UK. In 2009/10 according to the
Annual Survey of Hours and Earnings, median earnings were approximately £20,300

The Pensions Commission looked at several ways of considering what an ‘adequate’ pension in
retirement was, including: international comparisons and time trends of pensioner income, analysis of
lifetime consumption patterns, observed pattern of replacement rates at retirement and survey
evidence of people’s preferences. Considering the evidence, they concluded there was no clear
definition of pension ‘adequacy’. The Pensions Commission proposed a replacement rate of about
45% for the median earner. A target at this level they felt significantly reduces the risk of severe
under-saving (if combined with policies to facilitate additional, purely voluntary saving on top) but
minimises the danger that the state will encourage people to save inappropriately, since the vast
majority of people (even those with housing or other non-pension assets) are likely to desire a pension
of at least this level

This estimate is based on DWP modelling

DWP, 2008, Pensions Bill - Impact Assessment, Available at: http://www.dwp.gov.uk/docs/impact-
assessment-240408.pdf
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1.8 The gap between State Pension income and the income that individuals want in
retirement may be filled in different ways. Many people will want to work for
longer and it is important to encourage and help those who choose to do so®.
Some people may have substantial housing assets or non-pension savings.
However, the Pensions Commission concluded that for most people, this would
not deliver adequate retirement income and people would need to save more in
private pensions.

1.9 Yet levels of private pension saving are low and falling. In 2005/06, 44 per cent of
working-age employees and 51 per cent of those earning between £5,000 and
£25,000 were not saving in a pension. Trends in employer provision suggest
levels have continued to fall beyond 2005/06.

Figure 1.1: Percentage of working-age employees in Great Britain contributing to
a private pension®
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Source: Family Resources Survey
Note: Working-age employee is defined as individuals in employment who are aged 20 to State Pension
age

HM Government, July 2009, Building a society for all ages sets out how the Government is helping
older people engage with work and the economy, for example, by bringing forward the review of the
Default Retirement Age — which means employers may require employees to retire at 65 — to 2010
from 2011

Family Resources Survey 2005/06. Working-age employee is defined as individuals in employment
who are aged 20 to State Pension age. Questions on pension provision were changed for the 2006/07
FRS to try to provide more information on the type of private pension scheme, but problems were
identified during analysis as some respondents reported dormant (closed) pension schemes
memberships as if they were live memberships. It has not been possible to identify and exclude all the
dormant memberships on a consistent basis. As a result, FRS data for 2006/07 to 2008/09 over-state
pension participation rates compared to other sources, and DWP has taken the decision not to publish
tables and indicators showing pension participation rates for these years. Estimates will be updated
with the 2009/10 survey when the data becomes available



Pensions Regulations Impact Assessment

1.10 The Department for Work and Pensions estimates that about 7 million people are
not saving enough for retirement.’® People on moderate to low incomes are more
likely than other workers to be not saving enough for their retirement. There are
four main reasons for this:

Poor understanding: Research shows that most people have low financial
literacy and tend to exhibit poor understanding of pensions and the benefits of
saving for retirement. Only 5 per cent of people say they have a ‘good’
knowledge of pensions while two-thirds claim their knowledge is ‘very patchy’
or they know ‘little or nothing’."" The latest Wealth and Assets Survey finds
that around two-fifths (39 per cent) of individuals choose to live for today
rather than save for tomorrow.?

Inertia: Even if people understand the need to save, they suffer from ‘inertia’
and do not get around to making the decision because current spending
pressures seem more important than the future. Research shows that many
people have access to a workplace pension but fail to join, even where it
seems to be in their interest and they are given information about the value of
doing so.™

Declining employer provision: Employer provision of workplace pensions is
becoming less generous. There is a shift away from defined benefit schemes,
which generally have higher employer contribution rates, towards defined
contribution schemes. There is also a shift away from trust-based schemes to
contract-based schemes, like stakeholder pensions which are seen as less
costly and burdensome for the employer to provide.**

Lack of suitable provision: Although significant elements of the pension
market work very well, there is a lack of suitable pension products for people
on low to moderate incomes, or those working for small firms. Due to weak
demand for pensions, providers incur higher costs in convincing these groups
that they need to save in a pension. The complexity of pension products
means that individuals find it difficult to make well-informed choices. This
leaves them in a vulnerable position. Both of these issues make the process
of selling a pension more expensive for providers. This problem is
exacerbated when employers are small because providers are unable to

10

1"

12

13

14

This figure is based on DWP modelling using data from the English Longitudinal Study of Ageing

(ELSA) and was published in the May 2006 White Paper, Security in retirement: towards a new
pension system. There are two main reasons for differences between the DWP and Pensions
Commission figures: the DWP estimate is based on household level data, while the Pensions
Commission’s figures are based on individual level data (this means that an individual with a low
pension themselves but whose spouse has enough for both would be counted by the Pensions

Commission as an under-saver but not in the DWP’s estimates; the Pensions Commission looked just

at pension wealth, while the DWP estimates include other financial assets, non-owner occupied
housing wealth and business assets

Clery, E, McKay, S, Phillips, M and Robinson, C, 2007, Attitudes to pensions: the 2006 survey. DWP

Research Report 434. See also Wicks, R, and Horack, S, 2009, Incentives to save for retirement:
Understanding perceptions and behaviour: A literature review. DWP Research Report No 562
Wealth and Asset Survey 2009 (Great Britain Wave 1), Available at:
http://www.statistics.gov.uk/downloads/theme_economy/wealth-assets-2006-
2008/Wealth_in_GB_2006_2008.pdf

Clery, E, McKay S, Phillips M and Robinson C, 2007, Attitudes to pensions: the 2006 survey, DWP

Research Report 434

Dobson, C and Horsefield, S, 2009, Defined Contribution pension provision, DWP Research Report

608
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spread their costs over a larger number of employees. The Pensions
Commission estimated that the cost of setting up a pension scheme will
generally exceed the returns to providers when dealing with firms of 20
employees or fewer."

Box 1.1 Behavioural barriers to saving for retirement

Inertia. This is a key factor that has been explored by economists such as Richard Thaler, which
explains why saving for retirement can be a decision that is very likely to be put off until tomorrow as it
relates to something far in the future. The way that options are presented to individuals and the effort
required in taking action can have significant impacts on behaviour.

Myopia. In contrast to economic theory, individuals are often observed spreading their financial
resources over only relatively short timeframes, particularly at younger ages. Without triggers to
encourage thinking about retirement and with pressing financial and other constraints, many people may
focus on meeting working-age financial needs without considering their retirement saving. Linked to this
is ‘hyperbolic discounting’ where individuals do not discount the future at a constant rate, so that their
preferences for future consumption are not consistently related to preferences for current consumption.
This can lead to expectations for future needs not being met — people may prefer to consume more now
but when they get to later life they may become unhappy with their previous decisions.

Bounded rationality. Pension decisions may be too complex for individuals to solve on their own,
particularly as some individuals may have low financial capability. Thus, they can make decisions that
may not be fully optimal. To reduce the effort (and therefore cost) of making complex decisions,
individuals use ‘rules of thumb’ to help choose when and how to save (e.g. £x per month, regardless of
income/interest rate, etc).

Habits. Individuals are habitual which can help explain why people do not react to changed financial
incentives, even if it would be rational and financially beneficial for them to alter their behaviour. For
example, once in the habit of saving it is a lot easier to keep going, whilst inertia may kick in if saving is
not yet habitual.

Other drivers of savings behaviour include: Loss aversion when Individuals are also often strongly
averse to losing money and may often accept lower positive returns in order to avoid negative ones, even
if they may be risk takers when it comes to situations where there are no loss possibilities; and Herd
mentality when individual decisions are often made by observing and copying others, particularly if this
reduces the effort required to carry out a full rational analysis of all the available options. Social norms
are important indicators of behaviour. If the majority of someone’s peers own a house, have an Individual
Savings Account (ISA) and contribute to a pension, they may be more likely to consider taking these
actions as well.

Individuals may also follow norms of ‘mental accounting’ to help conceptualise their financial obligations,
for example, having different savings accounts for various purposes. This means that it is less easy to
predict how current consumption will respond to gains in income as the result is dependent on which
account the individual allocates the gain to. For example, a gain of £1,000 in the value of housing wealth
may be allocated to a different mental account from an equivalent gain from a work bonus.

Source: DWP (2009) Saving for retirement: Implications of pension reforms on financial incentives to
save for retirement. Research Report No 558

1.11 The nature of demand in the pensions market also works against improving
services and reducing costs. This is because of the specific nature of pension
products and is discussed in more detail in Chapter 5.

> The Pensions Commission, 2004, Pensions: Challenges and Choices: The First Report of the

Pensions Commission and 2005, A New Pension Settlement for the Twenty First Century: The
Second Report of the Pensions Commission
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Reform of workplace pensions

1.12

1.13

1.14

1.15

1.16

The Pensions Commission concluded that without state intervention, private
pension membership and contributions will, at best, remain level as life
expectancy increases, and may well continue to fall. In its 2005 report'®, the
Pensions Commission made two key recommendations to overcome these
barriers to private pension saving, both of which were accepted:

e A system of automatic enrolment'’ into workplace pensions, with employers
required to make a minimum contribution to their workers’ pension funds; and

e A new pension scheme, designed to provide a simple and low-cost way of
saving for low to moderate income earners.

In 2006, two White Papers'® were published setting out the framework for
automatic enrolment and the proposed new pension scheme (referred to as the
personal accounts scheme in this document.)™

The Pensions Act 2008 sets out in legislation the key elements of the reforms,
including:

e Who needs to be automatically enrolled and who is eligible for an employer
contribution into their pension;

e Broadly, what pension schemes will need to look like to be used by employers
to meet their obligations;

e What the Pensions Regulator (TPR) can do if employers do not meet their
obligations, for example, issue warning notices and penalties; and

e The role of the Personal Accounts Delivery Authority (PADA) in setting up the
personal accounts scheme.

The Pensions Act 2008 gives the Secretary of State the power to make
regulations to require employers to automatically enrol eligible jobholders into
qualifying workplace pension saving. Draft regulations have been developed and
consulted on in 2009. This Impact Assessment accompanies these regulations.

The Impact Assessment builds on the analysis presented in the Impact
Assessments that accompanied the Pensions Bill 2008 and draft regulations
consultations in 2009. It presents the overall impact of the reforms on employers,
individuals, the pension industry, the economy and government. The estimates
presented in this Impact Assessment may be different from those presented in

16

The Pensions Commission, 2005, A New Pension Settlement for the Twenty-First Century: The

Second Report of the Pensions Commission

17

Under the Pensions Act 2008 there is a duty on employers to automatically enrol their jobholders aged

above 22 and earning £5,035 (in 2006/7 earning terms) or more into a qualifying workplace pension
scheme

18

DWP, May 2006, Security in retirement: towards a new pension, Available at:

http://www.dwp.gov.uk/policy/pensions-reform/security-in-retirement/white-paper/ and DWP,
December 2006, Personal accounts: a new way to save Available at:
http://www.dwp.gov.uk/policy/pensions-reform/personal-accounts/

19

The name for this new pension scheme has been announced in January 2010. In this impact

assessment, however, it is referred to as the personal accounts scheme
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earlier Impact Assessments to reflect the latest evidence and research where
available.

Building consensus

1.17

1.18

1.19

1.20

1.21

To plan and save for their futures, people need to be confident that the decisions
they make today will not be undermined by frequent changes to the pensions
system. The aim has been to build a broad-based consensus amongst the public,
businesses and the pensions industry to ensure these reforms can stand the test
of time.

As a result of consultation on the automatic enrolment process, significant
changes were made to the draft regulations including extending the joining
window from 14 days to 1 month; simplifying timescales and information
requirements; giving further consideration to the burden and cost of refunds by
recommending an amendment to the 19 day rule®® and giving further
consideration to how postponement®’ relates to short-term workers. Details of
these changes are discussed in the relevant Response.?

No significant changes were made to the draft order and rules for the personal
accounts scheme as respondents to the April 2009 consultation broadly agreed
with the proposals. Further provision has been made to enable the Secretary of
State to place limits on the charge level for the personal accounts scheme, while
ensuring the Trustee Corporation has day-to-day responsibility for the scheme’s
charge level. A few minor changes were made to the wording of some articles to
increase clarity and understanding.?®

A number of changes have been made to the remaining workplace pension
reform regulations. The two main changes are that certification has been
removed from this batch of regulations, and the regulations on postponement
have been amended to allow postponement for all workers, but to prevent
repeated postponement of the same worker by an employer in any 12 month
period. A number of modest changes have also been made to other policy areas
to meet stakeholder concerns.

Changes have also been made the implementation of the reforms. We have
continued to assess the implementation plan in the context of the current
economic circumstances. Our priority is to get the infrastructure in place as
quickly as possible, whilst ensuring the reforms are delivered in an operationally
achievable way that also supports the economy as it recovers from the current
economic downturn. This is best achieved by supporting employers and
individuals to adapt to the reforms in a way that maximises sustainability and

20

See Appendix 1 for an explanation of the 19" day rule and its impact on employers, individuals and

the pension industry

21

See Appendix 1 for an explanation of postponement periods and its impact on employers, individuals

and pension industry

22

DWP, September 2009, The Pensions (Automatic Enrolment) Regulations 2009: Government

Response to the Regulations, Available at: http://www.dwp.gov.uk/docs/pae-regulations-2009-govt-
response-sept09.pdf

23

DWP, October 2009, Pensions — Summary of responses to the consultation on the draft scheme order

and rules. Available at: http://www.dwp.gov.uk/policy/pensions-reform/
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1.22

1.23

ensures the maximum shift in savings culture over the medium to long term. After
careful consideration it has been decided to adjust the implementation plan to
help new companies, which are essential to economic recovery and growth. New
firms setting up during implementation will be allowed more breathing space to
establish themselves before coming under the employer duties. New companies
and some of the smallest existing firms will be brought into the duties after the
main staging for existing employers is complete.

This extra support for business means, in turn, that some employees in existing
firms will be automatically enrolled into a workplace pension later in 2016. As the
implementation period has been adjusted, the minimum level of contributions for
individuals will increase in the following increments - to three per cent in October
2016 and to five per cent in October 2017. Minimum contributions for employers
will increase from one per cent to two per cent to three per cent to the same
timetable. . Full details of all the changes between the draft Pensions
(Workplace Pension Reform — Completing the Picture) Regulations consulted on
and the final version of these regulations are discussed in the relevant
Response.?*

DWP commissioned qualitative research with small and medium sized employers
on the impact of draft regulations on their businesses.?

24

DWP,12" January 2009, The Pensions (Completing the Picture) Regulations 2009: Government

Response to the Regulations, Available at: http://www.dwp.gov.uk/policy/pensions-reform/

25

Wood, A, Robertson, M and Wintersgill, D, 2010, Pension reforms Batch 2 consultation: Qualitative

research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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1.24 Figure 1.2: Sequence and coverage of workplace pension reform
regulations

Consultation Consultation document Consultation
document on draft on draft Workplace document on draft
Pensions (Automatic Pension Reform scheme order and
Enrolment) (Completing the picture) rules, 2009
Regulations 2009 Regulations 20009,
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Summary of Pension Regulations

1.25 The Pensions Regulations, which this Impact Assessment supports, set out the
requirements for pension reform from 2012. The regulations are discussed in
detail in Box 1.2.

Box 1.2. What is prescribed in pension regulations?

a) The Occupational and Personal Pension Scheme (Automatic Enrolment) Regulations 2010

prescribe arrangements which the employer must follow to comply with the employer duties on automatic

enrolment. This includes details on:

e The information that employers need to provide individuals and pension schemes about the
enrolment process.

e How contributions are to be deducted and the pay reference periods the deductions need to be
based on.

¢ When individuals can opt-out of pension saving and what employers and pension schemes need to
do during the opt-out and refund processes.

o When employers can postpone automatically enroling jobholders into workplace pensions.

e Employer duties towards voluntary savers.

e The processes of re-enroling jobholders into pension savings and employer duties when they choose
to move jobholders from one qualifying scheme to another.

e The quality requirements of UK based and non-UK based qualifying schemes.

b) The Employers’ Duties (Implementation) Regulations 2010, discuss how and when the reforms will
be implemented. Under the regulations, employers will start complying with their duties at different points
in time (staging). And the minimum contribution employers and individuals are required to make into
workplace pensions will be phased in over time (phasing).

c) The Employers’ Duties (Registration and Compliance) Regulations 2010 give details of the

compliance regime. This includes:

e The processes of registration and record keeping that employers and pension schemes will need to
comply with under the reforms.

e Detail of the enforcement powers available to The Pensions Regulator when an employer fails to
comply with their requirements (e.g. not automatically enrolling eligible jobholders into pension
saving, inducing workers into opting-out of pension saving or not paying the right amount of
contributions when due).

d) The personal accounts scheme order 2010 (which is of United Kingdom extent) set out the terms of
the personal accounts scheme which is designed to provide a simple and low-cost way of saving for low
to moderate income earners who do not have access to pension provision. This includes key aspects of
the scheme which fulfil the policy objective - including the public service obligation to accept any

employer who wishes to use the scheme to fulfil their new du’[y.26

% The name for this new pension scheme has been announced in January 2010. In this impact

assessment, however, it is referred to as the personal accounts scheme

10
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Communicating the reforms

1.26

1.27

1.28

1.29

Communication and information will be vital to support the successful
implementation of the reforms.

Work is ongoing with both the Pensions Regulator and the Personal Accounts
Delivery Authority to develop coordinated communications to meet the needs of
the different target audiences.

TPR will be responsible for providing information about how employers can
comply with their new duties. TPR plans to have guidance available from summer
2010. This guidance will be supported by an engagement campaign with key
stakeholders through 2010. In the autumn of 2010, TPR is planning to engage
directly with intermediary bodies and large employers to raise awareness and
identify what they need to do in preparation for the reforms. TPR’s communication
and education campaign is being designed to help employers and the
intermediaries understand what must be done to meet the new employer duties.
There will be guidance available as appropriate, for employers to use.

PADA (and then, when established, the Trustee Corporation) will provide
information about the personal accounts scheme to its prospective employer
customers and their advisers. This will build during 2010 and 2011 in the lead-up
to automatic enrolment. The Trustee Corporation, responsible for running the
personal accounts scheme, is expected to be in place during this year and will
communicate with members as they join the scheme.

Summary of cost and benefits

1.30

This impact assessment presents the impact of the reforms on employers,
individuals and the pensions industry as well as broader impacts on the economy,
government finances and the labour market. The impact of specific regulations on
employers, individuals and the pension industry is discussed in Appendix 1. The
overall impacts on the economy, individuals, employers, pension industry and
government are discussed in Chapters 2, 3, 4, 5 and 6 and summarised below.

Impact of the reforms on the economy and the labour market

1.31

Chapter 2 looks at the impact of the reforms on the economy and the labour
market. It covers four areas:

Increase in overall savings and the effect on the economy:

e DWP’s principal estimate is that a policy of automatic enrolment and
mandatory contributions from individuals and employers will generate pension
savings of up to approximately £9 billion per year by 2020.%” Of these, an
estimated 50 to 70 per cent are expected to represent additional household

27

This estimate is based on the additional increases individual pension contributions to (including tax

relief) estimated in Chapter 3 and employer contributions estimated in Chapter 4 as a result of
workplace pension reform. The same estimates have been summarised in Tables 1.1 and 1.2

11
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saving.? This is equivalent to less than half of one per cent of Gross Domestic
Product.

Increased pension saving has a small positive effect on the economy. In 2006,
DWP commissioned the National Institute of Economic and Social Research
(NIESR) to simulate the effect of this increase in savings on the macro-
economy. Their modelling assumes that in the short-term, higher savings will
result in lower consumption as people will have less disposable income. This
has a small downward effect on economic growth in the first few years. In
2015, the effect of lower consumption is a reduction in output by less than
0.15 per cent, which is the cumulative effect of annual impacts so small that
they are unlikely to be detectable (below 0.05 per cent). In the long-run, in the
NIESR modelling, the extra savings from the reforms result in rises in income
(as measured by Gross National Product) by 0.2 per cent as a result of extra
investment income received from abroad.”

Increases in Social Welfare as individuals spread their income over their
lifetimes

The reforms will enable people to transfer income from their working life to
increase their income in retirement. Individuals will invest in a pension at a
time when they have relatively more income in order to set money aside for
when they have less income (retirement). This is known as consumption
smoothing. As a result, the expectation is for society as a whole to feel
substantially better off.>° According to the methodology set out in a DWP
technical working paper® which has been updated to account for the
uncertainty surrounding some of the assumptions, the impact of consumption
smoothing will be to increase social welfare by around £40 to 60 billion for the
period up to 2050. This amount does not represent a financial transfer but
represents the value to individuals from transferring income from more affluent
times to retirement.* The methodology behind these estimates is discussed in
detail in Annex H.

28

29

30

31

32

Hawksworth, J, PricewaterhouseCoopers, 2006, Review of research relevant to assessing the impact
of the proposed National Pensions Savings Scheme on household savings, DWP Research Report

No 373

The extra income would be generated as UK residents increased their ownership of domestic and
foreign companies and other assets that they invest in through their pension funds. The ownership of
these assets would generate returns which would ultimately allow people in the UK to spend more.

Layard,

R, Mayraz, G and Nickell, S, 2006, Marginal Utility of Income, considers these ideas in some

depth and suggests that the assumptions used in our analysis are conservative with respect to the
value of redistribution to individuals

van de Coevering et al., 2006, Estimating economic and social welfare impacts of pension reform,
DWP Pensions Technical Working Paper. Available at:
http://research.dwp.gov.uk/asd/asd5/rports2009-2010/rrep562.pdf

Recent developments in the field of welfare economics recommend an increase in the factor that is
used to weight pension returns in the DWP's Social Welfare model. The total impact of this change
has not yet been estimated, though it is expected to significantly increase the overall value of the
reforms while still being conservative in terms of the assumptions underpinning the analysis
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Impact on employment depending on how employers cope with increases
in non-wage costs

e |t is difficult to know the exact effect the reforms will have on employment
without knowing how employers respond to the reforms at the time when
reforms are implemented. However, the potential labour market impact of the
reforms can be estimated based on reasonable assumptions using:

e FElasticity of labour demand to changes in non-wage labour cost: \While
this estimate is likely to vary across different types of employers, a reasonable
assumption is an elasticity of -0.5.3 This implies that a 1 per cent increase in
labour costs will result in 0.5 per cent fall in employment. Using this estimate
of the elasticity of labour demand to increases in non-wage labour costs
suggests that in the long-run workplace pension reforms can reduce
employment by around 70,000.3

e Findings from employer attitude surveys: on what they are most likely to
do in response to the reforms. Using this, the employment impact of the
workplace pension reforms on employment is estimated to be between 10,000
and 80,000 or a reduction of between 0.1 to 0.4 per cent in private and not-for-
profit employment. ** The lower estimate is based on employer responses in
which 8 per cent of employers said they could restructure or reduce
employment. The higher estimate is based on the responses of a very small
proportion of employers who reported that their most likely response would be
to close their firms.

Interaction between the reforms and the economic downturn of 2008 and
2009

e The financial recession of 2008 and 2009 may well have had an adverse
impact on public confidence in financial products and the willingness of
employers and employees to participate in these reforms. Against this context,
DWP commissioned the National Institute of Economic and Social Research
to assess if recent economic developments had made any difference to the
appropriateness of the policy goal of increasing private retirement saving,
particularly through the workplace pension reforms. The reports conclude that
the current recession does not have any substantial impact on the rationale for
the introduction of workplace pension reform.

e At present, according to independent forecasts collated by HM Treasury in
November 2009, on average, experts are expecting Gross Domestic Product
growth of 2.3 per cent in 2012 and 2.7 per cent in 2013.%® This means that the
economy is expected to recover before the reforms are introduced.

33

34

35

36

This is a standard assumption for elasticity of demand for labour. See for instance Casey, B, 2009,
The National Pension Savings Scheme: Implications for jobs in small firms. International Small
Business Journal Vol 27(3): 363-382

These figures have been revised since the Pensions Bill Impact assessment and impact assessments
that accompanied draft regulations published for consultation to reflect changes in our estimates of the
additional cost to employers of these reforms. These costs are discussed in Chapter 4

Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
http://www.hm-treasury.gov.uk/data_forecasts_index.htm
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Impact on Individuals

1.32 Chapter 3 discusses the impact of workplace pension reform on individuals.

Annex C, D and E discuss the impact of the reforms on individuals in terms of
gender, race and disability. Together, they cover three key areas:

The impact of the reforms on individuals

e Number of new savers: Automatic enrolment is one of the most effective
joining techniques to overcome people’s tendency not to act when faced with
difficult financial decisions. As a result of these reforms, our latest working
assumptions suggest that around 10 to 11 million people (4 to 5 million
women, see Annex C for gender impacts) will be eligible for automatic
enrolment into a workplace pension. After accounting for people who opt-out,
we expect this will result in 5 to 9 million people (2 to 3 million women) newly
saving or saving more in all forms of workplace pensions. Annex F contains a
detailed explanation of the participation estimates presented in this impact
assessment.

¢ Inertia and lack of confidence in making financial decisions appear to be more
significant barriers for women than men in saving in a pension scheme.
Research on the 401(k) experience in the United States shows that amongst
employers that chose to use automatic enrolment it had the greatest effect
among people on low incomes, people from minority ethnic groups and
women.>’

e Employees who are disabled are just as likely as non-disabled employees to
participate in private pension saving (59 per cent of disabled employees
contributing to a private pension, compared with 57 per cent of employees
who are not disabled). These figures reflect the fact that disabled people are
slightly more likely to work in the public sector where workplace pension
membership is higher.>®

¢ Individuals can choose to opt-out of pension saving. Individuals will choose to
opt-out if they do not consider it the right time for them to save in a workplace
pension. This can be due a range of reasons for instance that individuals are
already making sufficient provision for their retirement, or have other priorities,
such as reducing debt.>® For those individuals that choose not to save

37

38
39

Madrian, C and Shea, D, 2002, Coming up short: the challenge of 401(k) plans, The Brookings
Institute

UK Labour Force Survey, 2007-2009

Clery, E, McKay S, Phillips M and Robinson C, 2007, Attitudes to pensions: the 2006 survey, DWP
Research Report 434; Webb, C, Pye, J, Jeans, D, Robey, R and Smith, P, 2008, Individuals' attitudes
and likely reactions to the workplace pension reforms 2007: Report of a quantitative survey, DWP
Research Report 550 and Gray, E, et al.,2008, Why people may decide to remain in or opt out of
personal accounts: report of a qualitative study, DWP research Report 551
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because it does not suit their personal circumstances, the opt-out process is
designed to support the individual’s decision not to save.*°

Changes in income, employment and domestic arrangements may drive some
individuals who have opted out to want to save at a later point.*! Re-
enrolment will help maximise savings and harness decision-making inertia by
providing individuals with an opportunity to reconsider their savings decision.
The number of individuals who are re-enrolled is likely to decline as reforms to
workplace pension savings become embedded over time.

Amount of pension saving and impact on retirement incomes: For
individuals participating in workplace pension schemes and making the
minimum contribution of 4 per cent, the aggregated annual pension
contributions are estimated at £4.5 billion (2009/10 earnings terms) once
contributions have been fully phased in. This is within a range of £3.2 billion to
£5.1 billion.

Table 1.1 shows aggregate annual pension contributions from individuals
participating in workplace pension schemes between 2020 and 2050.This is
based on DWP modelling of the current UK pension landscape and assumes
that contributions increase in line with earnings growth over time.

2020 2030 2040 2050

Individual
contributions

5.1 6.2 7.6 9.3

Source: DWP modelling
Note: Costs are expressed in 2009/10 prices and are rounded to the nearest £100 million

The main aim of pension saving is to smooth one’s income between work
and retirement. Automatic enrolment and minimum employer contributions
enable individuals to transfer income from their working life to increase their
income in retirement. As a result, many individuals are likely to enjoy
increased well-being over their lifetime through an economic concept known
as ‘consumption smoothing’.

Private pension incomes will increase. By 2050, increases in private pension
incomes are estimated at around £11 to 14 billion a year (in 2009/10 prices),
or £5 to 7 billion in 2009/10 earnings terms. The reforms could increase
private pension income for pensioners aged between 68 and 75 in 2050 by
over ten per cent. The projections are based on modelling the impact of the

40

41

As discussed in Appendix 1 this includes setting the opt-out period at one month to give individuals

time to consider their personal circumstances and obtain the opt-out form from the scheme.

Individuals who choose to opt out of pension saving are treated as never having been a member on

that occasion and are entitled to a full refund of any contributions they may have made within a
prescribed time limit

Gray,E, et al., 2008, Why people may decide to remain in or opt out of personal accounts: report of a

qualitative study, DWP research Report 551
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pension reform on future retirement incomes using the DWP’s Pensim2
model.*?

e Impact on retirement income: most individuals, at the point of automatic
enrolment, can expect to get back more in real terms than they put in.
Analysis by the DWP shows that for the vast majority (over 95 per cent) of
individuals, the improvement in their retirement incomes is greater than the
cost of contributions. Most get back more than twice the amount they put in,
after taking inflation into account.*?

e These reforms will offer an opportunity for women to build up private pension
savings in their own right and help to substantially increase their final pension
entitlement at retirement. This is true for those who expect to work or care for
most of their working life, irrespective of their income level.

Specific short-term impacts

e The objective of the reforms is to maximise individual saving while minimising
burdens on employers and impacts on the pension industry. Certain
regulations designed to improve the operational viability of the reforms or
minimise burdens on employers can potentially reduce contributions to
pension saving in the short-term. This will affect retirement incomes that
individuals will enjoy in the long-term.

o Implementation regulations: Any staged approach to automatic enrolment
and default contributions, when compared with a scenario where default
contributions are immediate and in full, will have a slightly adverse effect on
pension savings built up by savers that are automatically enrolled towards the
end of the implementation period. For instance in a scenario where individuals
are automatically enrolled in September 2016 they could have a pension fund
3 per cent lower than if the same individuals had been automatically enrolled
in the first stage and became subject to the duties in October 2012.%*

e The adverse effect on pension saving may be proportionately greater for some
individuals, for example, older workers at the point of automatic enrolment and
those with career breaks who will have less time to build up their savings
under the reforms. This is because the contributions foregone represent a
larger proportion of their potential savings. This means that the gradual
implementation will have a slightly more adverse effect on women and ethnic
minority groups as they are more likely to take career breaks or work for
smaller firms and be staged in later.*®

e Overall, employees who are disabled are equally represented across all firms
and do not have more broken work histories than average.’® The

42

43

44

45
46

Pensim2 is a model developed by the Department for Work and Pensions that simulates the future life
course of a current population sample to estimate their future pension income. It enables aggregate
and distributional analysis of alternative policy, demographic and economic scenarios. It is based on
data from the Family Resources Survey (FRS), British Household Panel Survey (BHPS) and Lifetime
Labour Market Data Base (LLMDB). For more details see Appendix |

Department of Work and Pensions, 2009, Saving for retirement: Implications of pension reforms on
financial incentives to save for retirement, DWP Research Report No. 558

DWP analysis using Ipen modelling described in Chapter 3. The modelling assumes an individual is
median earning man with full work history, is 25 in 2012 and has no alternative saving

DWP analysis using Ipen modelling

UK Labour Force Survey, 2007-2009
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implementation approach will therefore have the same effect on pension
saving of those who are disabled as the impact on people in employment
overall.

Active membership: The regulations allow employers a one month gap
between active membership in qualifying schemes when they are replacing
one qualifying scheme with another. In an extreme scenario, a monthly gap in
a jobholder’s contributions eight times over their working life could lead to a
reduction in total fund size of 2 per cent, compared to an individual who
experiences continuous contributions throughout their working life.*’

Postponement. An employer may postpone the automatic enrolment of a
given employee into a pension scheme for up to three months provided they
subsequently automatically enrol their employee into a workplace pension
scheme which requires an employer contribution of at least 6 per cent of
qualifying earnings. The higher level of contribution must continue for a
minimum of three months following the postponement period. Employees in
sectors with high turnover rates are the most likely to be affected by
postponement periods. However, employers taking on staff on consecutive
short-term contracts can not use postponement if the jobholder’s automatic
enrolment date has already been postponed at any time during the previous
12 months.

Regulations designed to protect individual savings

The reforms to the private pension system will introduce important new rights
for workers and requirements for employers. The Pensions Regulator will be
responsible for building and operating an effective Employer Compliance
Regime. Individuals who report an employer's breaches to TPR will be
protected against being treated unfairly as a result.

Impact on Employers

1.33 Chapter 4 discusses the impact of workplace pension reforms on employers.
Annex A focuses on the impact of the reforms on small firms. Together they cover
four key areas:

Current pension provision by employers

Overall workplace pensions have increased when 2001 legislation came into
place requiring employers with five or more employees to provide employees
with access to a Stakeholder Pension (SHP). But employees often do not
participate in workplace pension schemes and even where they do the
scheme does not always attract an employer contribution, especially in
smaller firms. Analysis by DWP shows that of the 1.3 million employers in the
private and not-for-profit sectors approximately 270,000 employers offered a
contribution greater than 3 per cent. *®Provision tends to be better amongst
large employers.

47

48

DWP modelling. This example assumes that the earner encounters a one month lapse in contributions
equivalent to 8 per cent of their qualifying earnings eight times in their working life of 43 years. The
effect on fund size is the same for all earners

Employer Pension Provision Survey, 2007 and Small and Medium Enterprise Statistics, 2008
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Employer attitudes to workplace pension reform

e The majority of employers support the reforms. In 2009, 56 per cent of
employers believed that these reforms were a good idea, although views are
affected by current economic conditions.

The costs to employers of workplace pension reform

e The pension regulations have been designed to encourage the maintenance
and expansion of existing good workplace pension provision. The reform will,
however, require 750,000 firms to provide a workplace pension for the first
time and other firms to expand existing provision to all of their eligible
jobholders and/or improve existing provision so that the quality requirements
are met. The regulations will lead to increased contribution and administrative
costs to employers. The magnitude of these costs in relation to each employer
will depend on the nature of their existing pension provision, current
participation levels and how they choose to comply with the duties.

¢ Impact on employer contributions costs: The additional cost to employers
as a result of the minimum employer contribution is estimated to be £3.4
billion per year once contributions have been fully phased in. This is equal to
0.6 per cent of labour costs. Table 1.2 shows what might happen to employer
contribution costs over time if these costs increased in line with earnings

growth.
2020 2030 2040 2050
Empl
mployer 3.9 48 5.8 7.1
contributions

Source: DWP modelling
Note: Figures are expressed in 2009/10 earnings and prices

e Impact on employer administration costs: The costs to employers of
administering these regulations are estimated to be £443 million in the first
year and £130 million each year thereafter for all firms. Annex G explains the
methodology and assumptions behind these estimates.
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Year 1 cost Ongoing cost in future years

Administrative costs 443 130

Source: DWP modelling
Note: Figures are expressed in 2009/10 earnings and prices

The administration costs that each firm will face will depend on:

Employer scheme choice: Employers will make a choice about whether they
will enrol employees into existing pension schemes, a new pension scheme
that qualifies under the quality requirements prescribed in the regulations or
the personal accounts scheme. We estimate that those employers who
choose to fulfil their new duties by extending their existing scheme will have
lower administrative costs than those setting up a new qualifying scheme. This
is because the maijority of employers setting up a new scheme will not benefit
from having pre-existing systems and experience of dealing with pension
contributions. We expect that the maijority of those setting up a new scheme,
over one million firms, will use the personal accounts scheme.*

Size of firm: The average administrative cost per employee is estimated to be
lowest for larger firms and highest for micro firms. This reflects the fact that
small firms are more likely to have to set up a new scheme and on average
have lower participation rates in existing schemes, and so will need to enrol a
larger proportion of their workforce into a pension scheme. Larger firms are
also able to spread the fixed costs associated with these regulations across a
greater number of employees.

Regulations designed to minimise burden of additional costs on employers

There are a number of policies which help to reduce the burden on employers.
These include: straightforward qualifying tests for existing schemes; allowing
employers offering higher contribution schemes to operate postponement
periods; a proportionate but effective compliance regime and a commitment to
phasing in both employer and jobholder contributions; and

In particular, the design of the implementation approach will benefit those
employers with Defined Contribution (DC) schemes who are brought under
the duties later. This benefits small and micro firms in particular as they are
staged in later than larger firms. This not only gives these firms longer to
prepare for automatic enrolment, but also provides the delivery authorities with
an opportunity to test their systems before large numbers of smaller firms are

49

50

The compliance cost of each employer registering with TPR is included in these cost estimates.
However, a small number of compliant employers may have further dealings with the regulator, for
example, if they are selected for investigation on the basis of a risk profile determined by employer
characteristics. The administration cost of this additional contact with the Regulator is not included in
our cost estimates as it is not possible to estimate how many compliant employers will be affected.
The costs to employers will depend on how the Regulator chooses to exercise its discretionary
powers. Any requirement to provide information under the record-keeping powers should not impose
additional burdens to employers as the Regulator may only require records and is not able to specify
the format in which they are provided

See Annex F for an explanation of the participation estimates presented in this impact assessment
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brought under the duties. This approach also benefits new companies, who
will be brought under the duties after the main staging of existing firms is
complete. Table 1.4 shows that the annual contribution costs for all firms are
lower in the years between 2012/13 and 2017/18 than the £3.4 billion they are
estimated to be in steady state (2018/19).

e There are also transitional arrangements for those employers using Defined
Benefit (DB) and hybrid schemes.>! Employers offering such schemes will be
able to delay automatic enrolment until October 2016 for those jobholders who
have previously chosen to opt-out of such schemes.

¢ 201213 2013/14  2014/15  2015/16  2016/17  2017/18  2018/19
a

Total 20 300 630 840 1680 2860 3430
costs

Source: DWP modelling

Note: Figures are expressed in 2009/10 earnings and prices and are rounded to the nearest £10

million

e A staged approach can affect the ability of employers to compete with each
other in the short-term as some employers will face the cost of administering
the reforms and contributing to their employees’ pensions sooner than
employers staged later. The competition impact in part depends on how
employers choose to cope with the reforms. For instance, if employers cope
with the cost of the reforms by increasing prices then they will experience a
price differential from their competitors if those are staged in later. It is difficult
to estimate this competition impact on employers without knowing the
difference in staging time between employers that actively compete with each
other.

Impact on pension industry

1.34 The impact of workplace pension reforms on the pension industry is discussed in
Chapter 5. This chapter covers four key points:

The current pension landscape

e Membership of employer-sponsored DB schemes is in long-term decline and
this trend is only partially offset by rising DC scheme membership. As
employer contribution rates in DB schemes are higher than in DC schemes,
shifts in membership towards the latter mean that employer contributions to
pension schemes are falling. Meanwhile employee contributions to workplace
pension schemes are rising. Contract-based schemes are also replacing
occupational schemes. At present, charges in workplace pensions vary widely
depending on characteristics of the employer, employees and features of the
scheme or scheme type, but are generally lower than or equal to the
stakeholder charging cap.

A hybrid scheme has been defined as an occupational pension scheme that is not purely DB or purely

DC
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Impact of reforms on demand for pension provision

e Analysis by DWP, shows that approximately 750,000 employers who currently
offer no workplace pension provision52 will therefore need additional pension
provision to comply with their duties under the Pensions Act, 2008; and
280,000 employers offer some provision but make less than a 3 per cent
employer contribution and will need to increase pension contributions. This
means a substantial increase in pension membership of 5 to 9 million people
newly saving or saving more in all forms of workplace pensions.>>

Impact of reforms on the supply of pension provision

e Existing providers will increase supply of pension provision in line with their
profit maximising objectives taking into account how the reforms impact
provider profitability. The reforms will also introduce the personal accounts
scheme into the pensions market which will be a low-cost option designed to
complement existing pension provision.

o Reforms to workplace pensions will impact on provider profitability in three
main ways. They will affect the:

e The cost of provision going forward: high level results of a survey indicate
that providers expect the ongoing costs of pension provision pre and post
reform to be broadly the same.>*

e Levels and rates of contributions being made: Whilst automatic enrolment
is expected to increase overall revenues, there are concerns that newly
eligible employees who will be automatically enrolled were likely to be those
who currently have no pension provision and may therefore have relatively low
salary levels. Current data from ASHE shows that mean qualifying earnings
for members in 09/10 earnings terms are £22,300 compared with £14,800 for
non members. >> Therefore, pension contribution per member for those newly
saving may be lower compared with those members who are already in
pension saving.

e Stakeholders also have concerns that employers that provide good pension
schemes can reduce or ‘level down’ their contribution levels to the minimum
requirements. At present this risk is low. DWP research with employers in
2009 shows that of those employers who make contributions of 3 per cent or
more the vast majority (94 per cent) reported that they would maintain or even
increase contribution levels for existing members.>® A number of measures
are being introduced to mitigate this risk and will continue to be monitored as
we approach 2012.

e Charges: The personal accounts scheme is expected to be a low-charge
scheme. Until the details are finalised, it is difficult to fully assess the
competition impacts on the pensions market. However, given experience with
the Stakeholder Pensions cap discussed in 5.14, it is expected that the level

52
53
54
55
56

This includes those employers that offer access to only a shell stakeholder scheme

See Annex F for more details on how participation estimates are derived

Malcolm K, Wilsdon, T and Xie, C,2009, Workplace Pension Market Model, DWP working paper 74
DWP modelling based on ASHE 2008

Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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and structure of charges set by the personal accounts scheme will inform the
charging structure and level of other providers in the pensions market. The
effect is likely to be pronounced in the part of the market where charges are
already high due to member characteristics.

o Supply from pension providers: It is expected that pension providers with
existing pension schemes will see an expansion in membership or an increase
in contributions to meet minimum contribution requirements of around 3-4
million people newly saving or saving more in workplace pension schemes
with current pension providers once the reforms are fully introduced.>’

e Employers can choose to use the personal accounts scheme to fulfil their
new duty. An estimated 3 to 6 million people will be saving in the personal
accounts scheme, including some who were previously saving in existing
forms of workplace pensions and some who opt-in.

The impact of workplace pension reforms on customer outcomes in
pensions market

e The current nature of demand for pensions means that there is little pressure
on the current market to deliver better consumer outcomes in terms of lower
prices and better quality products. The introduction of workplace pension
reform provision can improve present market outcomes for customers. In
particular the personal accounts charging regime is intended to deliver better
consumer outcomes to those who do not have access to a low cost scheme in
the current pensions market. It may also have positive effects across the
market to the extent that it informs the charging structure and level set by
other providers in the pensions market. It may lead to a more diversified
product range as providers focus on differentiating their products from the
personal accounts scheme.

Competition Impact

1.35 Annex B covers the competition impact of the reform. It covers the impact of
workplace pension reforms on competition in four key areas:

Impact on labour and product markets

e The reforms may have competition impacts on labour and products markets
depending on how employers choose to cope with the reforms. There will also
be additional competition impacts in the short term as a result of the
implementation design. The reforms may have additional impacts on the
financial advice market but the overall effect is difficult to comprehensively
define because of changes expected in this market (such as the outcomes of
the Retail Distribution Review) before the reforms are introduced.

Impact on pensions market

e Overall the reforms are expected to lead to a long-term expansion in
workplace pensions. Providers and intermediaries recognise that the personal
accounts scheme is designed to complement existing personal and

" See Annex F for an explanation of the participation estimates presented in this impact assessment
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occupational pension provision. Concern still exists, however, about the
possible impact of the personal accounts scheme on the rest of the pensions
market °® - however, analysis suggests that this may not be a significant
issue. It is expected that the personal accounts scheme will have different
competition effects across the pensions market.

¢ In the part of the pensions market where existing pension provision is limited,
the personal accounts scheme is expected to have a large share of the
pensions market. Existing providers are unlikely to actively compete with the
personal accounts scheme in this part of the market because of high costs in
this area which may increase further following reform due to characteristics
specific to this part of the market for instance if a large number of new savers
opt-out. Pension contributions of those newly saving in this part of the market
will also be lower than those who are already saving in pensions.

e The competition effect on the market where profitability is higher will be
beneficial, for instance, for those employers with a large number of members
who are higher earners. In this part of the market other pension providers will
be able to offer low charges and tailored products in order to actively compete
with the personal accounts scheme.

e The extent to which the personal accounts scheme will attract provision from
existing pension providers will also be limited by the cost to employers of
switching provision. Employers that currently offer a pension scheme to their
employees (with or without an employer contribution), report that they would
continue to use this existing scheme rather than change to different providers
such as the personal accounts scheme as this will cost them more time and
administrative burden.>®

e |n addition, the personal accounts scheme has a number of features to
minimise any possible impact on the existing pension industry. These include
setting an annual contribution limit and a general prohibition on transfers
between the personal accounts scheme and alternative pension vehicles.
These measures will be reviewed in 2017.

e Overall, the introduction of workplace pension reforms is expected to improve
customer outcomes in the pension market and lead to lower charges and a
more diversified product range.

Impact on services market which supply the personal accounts scheme

e The trustees of the personal accounts scheme will work in the best interests of
members to ensure low charges, ensuring that firms compete for time-limited
contracts. In the short run, the nature of competition will be different in the
personal accounts scheme than in the overall market, with providers
competing for contracts to serve this segment of the market rather than
directly for consumers. In the long run any potential losses of dynamic
efficiency gains and product innovation will be mitigated by contract
specifications and periodic renewal.
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Wood, A, Leston, J and Robertson, M, 2009, Pension industry responses to the workplace pension
reforms: Qualitative research with pension providers and intermediaries, DWP Research Report 592
Wood, A, Robertson, M and Wintersgill, D, 2010, Pension reforms Batch 2 consultation: Qualitative
research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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Impact on non-pensions saving products

An estimated 30 to 50 per cent of additional savings in workplace pension
reforms are expected to be diverted from existing savings products.®® This
offset rate is expected to be lower for those on lower incomes as they will
have low levels of existing savings.

Impact on government

1.36 Chapter 6 discusses the direct and indirect impact of the reforms on government
finances. It covers four main areas:

Costs of implementing the workplace pension reforms

These include the costs incurred by the Personal Accounts Delivery Authority
(PADA) and the Trustee Corporation; the cost of setting up and maintaining
the Employer Compliance Regime (ECR); the costs of communicating the
reforms to employers, individuals and existing pension providers; and the
administrative costs of developing the policy and running the programme
management office.

Impact on the Exchequer of granting tax relief

The additional annual cost to the Exchequer of tax relief on individuals’
pension contributions is expected to be around £1.3 billion in 2009/10 prices
once contributions are fully phased in. The impact on the Exchequer from
increased employer contributions to workplace pension schemes is expected
to be a further £850 million in 2009/10 prices once contributions have been
fully phased in.®’

Impact on the Exchequer of expenditure on tax credits and other income-
related benefits

Approximately 2.3 million family units are in receipt of tax credits with at least
one member eligible for automatic enrolment. Of these, around 30 per cent
would see a small change to their tax credit. Around 240,000 jobholders who
are in receipt of an income-related benefit will be eligible for automatic
enrolment. Of these around half are also in receipt of tax credits. Some of
these individuals will also be entitled to a higher benefit award, but the total
impact on the Exchequer is expected to be small.

The increase in private pension saving due to these reforms is expected to
reduce reliance on income-related benefits in retirement. Assuming current
benefit rules continue to apply, by 2050 around £1.3 billion per year (2009/10
prices) less might be spent on Pension Credit, Housing Benefit and Council
Tax Benefit (in Great Britain). This compares to £11-14 billion extra generated
in additional private pension income in the same year.
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Hawksworth, J, PricewaterhouseCoopers, 2006, Review of research relevant to assessing the impact
of the proposed National Pensions Savings Scheme on household savings, DWP Research Report
No 373

DWP modelling based on data from the Employers Pension Provision Survey 2005 and the Annual
Survey of Hours and Earnings (ASHE) 2005
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Cost to government as an employer

e The costs to public sector organisations of additional pension provision have
not been estimated in this impact assessment but we expect them to be small
as pension provision and membership in the public sector is high. The Annual
Survey of Hours and Earnings shows that the majority of public sector
employees are members of an employer sponsored scheme (80 per cent of
5.5 million employees in 2008.%% Of these an estimated 600,000 individuals
working in the public sector will be eligible for automatic enrolment.®?

Monitoring and Review

1.37

1.38

1.39

The programme intends to fully evaluate the effects of the reforms against the
policy objective of getting more people to save more for retirement. The
evaluation will also assess the impacts of the reforms on employers and the
pensions industry, to evaluate the extent to which we meet this policy objective
whilst putting minimal burden on employers and maintaining current good pension
provision.

The effects of the reforms will be evaluated through analysing a range of data,
including Management Information from TPR and the personal accounts scheme,
existing continuous surveys of individuals and employers and where appropriate,
research commissioned by DWP. As such, the evaluation will be conducted by a
combination of external research organisations and academics and DWP
analysts. The evaluation will be carried out on an on-going basis to gauge
progress throughout the implementation of the reforms and beyond, and findings
will be available publicly at key stages.

In addition to the evaluation of the reforms, in 2017 DWP will review those
features of the personal accounts scheme that are designed to focus it on the
target market, specifically the annual contribution limit and the prohibition of
pension fund transfers to and from the scheme. The evaluation of the reforms will
feed into this review, as appropriate.

62

Annual Survey of Hours and Earnings, 2008

% DWP modelling using ASHE 2008

25



Pensions Regulations Impact Assessment

Appendix 1: Summary impact of regulations

Appendix 1

Pension Impact on employers Impact on individuals Impact on pension
Regulation industry

Enrolment Employers incur a cost of Employers will provide Employers must provide
information providing the prescribed written information to the | information to their scheme

information to the jobholder
and their pension scheme.
This cost is included in the
estimates of ongoing
administration costs
associated with the
reforms.

jobholder which will help
the individual to decide
whether to stay in the
pension scheme or to
opt-out.

or provider about
jobholders. This includes
minimal essential
information which must be
provided to support active
membership to be
achieved, and more
detailed information which
may be provided if required
by the specific scheme or
provider. This does not
impose costs on pension
schemes.

Opt out window

The opt-out process

The opt-out process is

Pension schemes will need

and opt out imposes the cost of issuing | designed to support an to provide the opt-out form
process the opt-out form (on individual's decision not in most cases.

request) to jobholders to save if it does not suit

where for occupational their personal

pension schemes this circumstances. This

administrative function has | includes setting the opt-

been delegated by the out period at one month

trustees to the employer in | and giving individuals the

the trust deed. The process | flexibility to obtain the

also specifies an opt-out opt-out form from the

period which gives scheme or the employer

employers more certainty where occupational

around when jobholders pension schemes have

can opt-out and the delegated the

administrative administrative function in

arrangements for this. the trust deed.
Refunds The refund process Individuals who do The pension scheme also

detailed in the regulations
makes it the employer’s
duty to refund contributions
to the jobholder
independent of when an
employer receives money
back from the scheme. The
administrative cost of
making refunds is included
in the administrative cost to
employers in Chapter 5.

choose to opt-out of
pension saving are
treated as never having
been a member and are
entitled to a full refund of
any contributions they
may have made within a
prescribed time limit. This
is the employer’s duty
irrespective of whether
they get the contributions
back from the scheme.

has a requirement to refund
any contributions paid by or
on behalf of the jobholder to
the employer within a
prescribed period. Refunds
will create additional costs
because jobholders may
have to be entered onto the
providers systems as part
of automatic enrolment
process, and then removed,
without any pension
contributions being
received by the provider
from the member.
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Appendix 1
Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Pay reference Pay reference periods of Pay reference periods Setting a pay reference
periods 12 months are designed to | help to ensure minimum period of 12 months allows

help employers identify
when a worker is a
jobholder and, if so, to
calculate the contributions
to which they are entitled.
Employers can use a
process of annual
reconciliation to assess at
the end of the year whether
the pension contributions
they have made meet the
minimum level
requirements. It helps to
minimise burdens on
employers by enabling
schemes to maintain their
existing definition of
pensionable pay

contribution requirements
and policy intent of
increased retirement
saving for individuals is
met.

employers and schemes to
assess, at the end of the
year, whether pension
contributions paid meet the
minimum level
requirements. This means
that schemes will be able to
continue to use their own
definition of pensionable
pay and if scheme rules
need to be changed at all,
they will simply need to
reflect a requirement for a
balancing payment to cover
any difference between
contributions calculated and
paid on the basis of
pensionable pay and the
contributions due on the
basis of qualifying earnings.
This should go some way to
easing the burden on
schemes.

Automatic re-
enrolment

Employers will be required
to re-enrol eligible
jobholders who opted-out
at the initial automatic
enrolment date or those
who subsequently
cancelled their membership
into a qualifying scheme.
This imposes additional
cost for employers.

The timing of re-enrolment
is set around three years
from the date employers
will be staged into the
reform. This minimises the
burden on employers as
there is one re-enrolment
date for all jobholders
within each firm.

Pension saving may not
have been the right
choice at the point the
jobholder opted out. In
the meantime their
earnings may have
increased, financial
commitments may have
reduced or their priorities
may simply be different.

Re-enrolment aims to
maximise pension
savings and reduce
decision-making inertia.

Those individuals who
still do not wish to be in
pension saving will need
to go through the formal
opt-out process again.

Re-enrolment increases
membership and
persistency in the pension
scheme.

The exemption whereby
jobholders who have
recently opted-out or
cancelled membership will
not need to be re-enrolled
minimises the number of
opt-outs and refunds that
schemes need to process,
as these individuals’
circumstances are less
likely to have changed.

Re-enrolment may increase
the number of queries
coming to providers and
schemes.
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Appendix 1

Pension
Regulation

Impact on employers

Impact on individuals

Impact on pension
industry

Automatic re-
enrolment
(continued)

There will be an exemption
whereby jobholders who
have recently opted-out or
cancelled membership will
not need to be re-enrolled.
This places an additional
burden on the employer as
they will be required to
identify individuals who are
exempt and therefore do
not have to be
automatically re-enrolled.
However, it minimises
employers having to
process opt-outs that are
more likely to occur
because these individuals’
circumstances are less
likely to have changed.

Voluntary
Savings

Employers will face
additional administrative
and contribution costs of
auto-enroling those
jobholders aged 16 to
under 22 or state pension
age to 75 who have
qualifying earnings and
choose to opt-in. Itis
difficult at this stage to
estimate numbers.

Employers will face
administrative costs of
facilitating access to a
scheme for workers
earning less than £5,035 if
the individual notifies their
employer in writing that
they want to opt-in.
Employers, however, are
not required to make
pension contributions for
these individuals.

Any individual can use any
form of written request to
the employer to opt-in to
the scheme.

This policy is designed to
maximise individual
saving. These regulations
provide an accessible
pensions savings product
for individuals not eligible
for auto-enrolment, self-
employed people and for
members of the personal
accounts scheme who
wish to continue to save
during periods out of paid
work, for example if they
take a career break due
to caring responsibilities.

There is a provision to
ensure workers are able
to opt-in at least once in
every 12 month period.
This is to maximise
saving for those
individuals who opt-out of
automatic enrolment or
who cancel their
membership of a scheme,
to change their mind and
re-apply to join to reflect
any changes in their
circumstances.

These regulations can
increase membership in
pension schemes and
increase total contributions.
Contributions per member
however, are likely to be
lower as people aged below
22 and above the state
retirement age, self-
employed and those that
earn below the lower
earnings limit have lower
average salaries.
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Appendix 1

Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Employer duty Employers are allowed one | A jobholder with median This does not have a
to maintain month between the end of | earnings with eight one significant impact on
active active membership in the month gaps in pension pension providers.
membership original qualifying scheme contributions would face

and the start of active a maximum reduction in

membership in a total fund size of 2 per

replacement scheme. This | cent over an average

allows the employer to individuals lifetime

carry out the necessary compared to an individual

administrative processes who experiences

without being in risk of continuous contributions

breaching their duties as a | throughout their working

result of a technical delay. | life.
Quality Employers will be able to Supporting existing Quality requirements for
requirements of | use a range of qualifying pension provision is qualifying schemes have
qualifying schemes to meet their beneficial for individuals been designed to support
schemes duties including existing already in pension current pension provision

provision.

Employers can determine
whether their DB scheme
meets quality requirements
in straightforward cases,
whereas an actuary (by
making projections and
assumptions about
earnings growth and other
related factors) could make
the determination in more
complex cases

DC schemes will need to
meet a simple contribution
level test as laid out in the
Pensions Act 2008. These
minimal requirements
should make it easier for
employers to continue with
their existing provision.

Allowing non-UK schemes
to be used as qualifying
schemes helps to minimise
burdens on employers by
encouraging them to
maintain existing non-UK
based provision where
appropriate

saving.

and aim to build on existing
good provision already in
place.
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Appendix 1
Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Postponement | An employer may postpone | Individuals in sectors with | Postponement helps to
periods the automatic enrolment of | high turnover rates are decrease the risk of

a given jobholder into a
pension scheme for up to
three months provided they
subsequently automatically
enrol their jobholder into a
workplace pension scheme
and contribute at least 6
per cent®® of qualifying
earnings®® for a minimum
of three months following
the postponement period,
and provided they have not
already postponed
automatic enrolment for
that individual in the
previous 12 months. The
rationale for permitting
employers to postpone
automatic enrolment is to
encourage them to
maintain more generous
provision by providing a
way to reduce
administrative and
contribution costs.
Employers in sectors with
high turnover are the most
likely to benefit from cost
savings as a result of a
postponement period.

the most likely to be
affected by the
postponement period.
Where consecutive
contracts are prevalent,
the risk of continual
postponement is reduced
by the requirement that
an employer may not
postpone if a jobholder
has already been
postponed in relation to
other employment with
that employer within the
last 12 months.

employers reducing their
contributions to the
minimum requirement.

64
65

The employer contribution rate was previously expressed and published in pensionable pay terms
The original analysis on postponement periods has been reviewed and redefined using the latest data,

and therefore the contributions levels can now be expressed in terms of qualifying earnings
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Appendix 1

Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Occupational Employers must refund The 19 day rule change Employers must refund
and Personal jobholders who have proposed in the jobholders who have opted-
Pension opted-out of automatic Government consultation | out of automatic enrolment
Schemes (19 enrolment within a certain document is estimated to | within a certain timeframe.
day rule) timeframe. An amendment | have less than a one- Changing the timeframe in
regulations to the 19 day rule hundredth of a which employers must pay

(concerning the deadline percentage point impact jobholder contributions to

by which employers must | on individual savings.®® the scheme for the duration

pass employee of the joining window and

contributions over to the the opt-out period

scheme) will allow minimises the need for

employers to delay paying refunds from scheme to

over jobholder employer minimising costs

contributions to the scheme of opt-outs and risk of

until the last day of the investment loss of

second month following the contributions that have to

month in which automatic be refunded.

enrolment occurs.

This will minimise any

refunds of contributions for

individuals who opt-out

during the opt-out window

by the employer.
Hybrid Scheme | There is no specific quality | Supporting existing Quality requirements of
Quality test for hybrid schemes as | pension provision is qualifying schemes have
Requirement employers will be directed beneficial for individuals been designed to support
Rules to the DB or DC scheme already in pension current pension provision

quality requirements.
These quality requirements
will sometimes be modified
and/or combined in
accordance with the benefit
structure of the scheme so
that they can be applied in
a relatively straightforward
way, thus minimising
burdens on employers
whilst protecting individual
saving.

saving.

and aim to build on existing
good provision already in
place.

66

DWP analysis using Ipen modelling described in Chapter 3 (paragraph 3.29). The modelling assumes

an individual is median earning man with full work history, is 25 in 2012 and has no alternative saving.
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Appendix 1
Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Employer The implementation A staged approach to The staged approach will
Duties approach means that these reforms (which is allow the pension industry
(Implementation | employers will face less operationally viable) time to prepare their
Regs) contribution costs during delays mandatory systems and processes for

the implementation period.
These cost savings are
discussed in Chapter 4.

The implementation design
also has a short term
competition impact as
employers face the
increased cost of
administering the reforms
and making employer
contributions at different
points in time. This is
discussed more fully in
Chapter 4.

contribution requirements
of at least 8 per cent of
qualifying earnings till
October 2017. This
approach will have an
impact on pension saving
of those individuals that
are automatically enrolled
during the implementation
period.

To illustrate the impact,
in, it is estimated that an
individual staged in
August 2016 could have
a pension pot 3.5 per
cent lower than if the
individual had been
g;aged in October 2012.

Employers are able to
start making
contributions, should they
wish to do so, ahead of
the date which they are
due to be staged in.

the expansion in pension
provision. It is estimated
that an additional 3-4
million people will be saving
or saving more in existing
pension schemes.

The implementation
approach, in particular
phasing of contributions,
can limit short-term
profitability for the pension
industry. This is because
returns to a scheme are
lower than if employers
were required to make 3
per cent contributions from
their automatic enrolment
date.

Registration &
re-registration

The costs of registration
and re-registration are
included in the estimates of
costs of administering the
reforms and are discussed
in Chapter 4.

To minimise employer
burdens at registration and
re-registration, TPR will
require only the key
information it needs to
deliver an effective
compliance regime. To
make the process as
simple as possible TPR will
encourage electronic
registration, but will accept
telephone or paper
registration.

This does not have a
significant impact on
individuals other than to
support compliance which
in turn protects individual
saving.

These do not have a
significant impact of
pension providers other
than to support compliance
which in turn protects total
pension saving.

" DWP modelling
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Appendix 1
Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Record keeping | Some of the records that This does not have a Schemes and providers will
employers are required to significant impact on be required to keep records
keep, so that TPR can individuals other than to of enrolment and
check compliance with support compliance which | information relating to
employer obligations, will in turn protects individual | individual scheme members
impose additional costs for | saving. for six years, and the
employers. The costs of incidence of opt-out for
record keeping are each employer for four
included in the estimated years.
costs of administering the While schemes are already
reforms. .
required to keep records
Many of the records will relating to their members,
already be maintained for the requirement to keep
other purposes such as tax records of jobholders who
and payroll. Research with opted-out of membership
employers on the detail of will impose additional costs
these regulations viewed on pension schemes There
the record-keeping will be no requirement to
requirements easy to hold separate, duplicate
comply with as they need records where an employer
to keep copies of document carries out delegated
anyway.® administrative functions on
Th . behalf of its pension
ere will be no
: scheme, or where the
requirement to hold scheme uses the services
separate, duplicate records of a third part
where a pension scheme dminist pt Y
carries out delegated administrator.
administrative functions on There will be flexibility
behalf of its sponsoring around the format in which
employer, or the employer pension schemes must
uses the services of a third keep these records, for
party administrator. example electronic or paper
To minimise employer format.
burdens there will be
flexibility around the format
in which employers must
keep these records, for
example electronic or
paper format
Compliance The compliance regime will | The compliance regime Maximising compliance to

facilitate compliance and
prevent employers who do
not comply from gaining an
unfair economic advantage
over their competitors.

protects individual
savings.

workplace pension reforms
increases total pension
saving.
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research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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Appendix 1
Pension Impact on employers Impact on individuals Impact on pension
Regulation industry
Personal The personal account The personal accounts The impact of the personal
Accounts Order | scheme is one type of scheme is a low-cost accounts scheme on
and Rules qualifying scheme the scheme targeted towards | existing pension industry is
employer may choose to low and moderate discussed in Chapter 5 and
meet their employer duties. | earners. Annex B.
Trustee This does not have an The winding up of the The winding up of the
Corporation impact on employers. Trustee Corporation does | Trustee Corporation does

not have an impact on
individuals.

not have an impact on
pension industry.
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Chapter 2: Impact on the macro-economy and

la

bour market

Background

2.1

This chapter considers the impact of the reforms on the economy and the labour
market. It covers four key areas:

e The impact on the macro economy including the increase in overall savings
and the effect that has on economic growth in the short-term and Iong-term;69

e The increase in social welfare as individuals spread their income over their
lifetime. This is the most significant effect of the reforms;

e Impact on the labour market including changes in employment which depend
on how employers respond to increases in labour costs;

e Likely interactions between the reforms and the economic downturn in 2008
and 2009.

Impact on the macro-economy

2.2

Increased pension saving has a small positive effect on the economy. If total
economic resources increase, more income is potentially available to individuals
for consumption. National income is either measured by the Gross Domestic
Product (GDP) or Gross National Product (GNP).”°

Increased saving

2.3

24

DWP’s principal estimate is that a policy of automatic enrolment and mandatory
contributions from individuals and employers will generate pension savings of up
to approximately £9 billion per year by 2020."

Of these, an estimated 50 to 70 per cent of savings are expected to represent
additional household saving.”® This is equivalent to less than half of one per cent
of Gross Domestic Product. This estimate is based on a review by
Pricewaterhouse Coopers of relevant UK and international evidence. The report
compares particular features of the reforms to workplace pensions planned in the
UK with other experiences to estimate that households are likely to offset 30 to 50

69

70

71

72

Macroeconomics defines “short run” as the time it takes for the economy to adjust and stabilise
following a change, such as a policy reform or the introduction of a new technology. “Long run” effects
are therefore those that outlast the adjustment period, and persist even when the economy has re-
balanced

GDP is a measure of the total value of final goods and services produced within a country’s borders in
a year. GNP is the value of all goods and services produced in a country in one year, plus income
earned by its residents abroad. It excludes income that is payable to non-residents

This estimate is based on the additional increases individual pension contributions to (including tax
relief) estimated in Chapter 3 and employer contributions discussed in Chapter 4 as a result of
workplace pension reform. The same estimates have been summarised in Tables 1.1 and 1.2
Hawksworth, J, PricewaterhouseCoopers, 2006, Review of research relevant to assessing the impact
of the proposed National Pensions Savings Scheme on household savings, DWP Research Report
No 373
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2.5

per cent of savings in pensions from existing sources of saving. These features
are:

e Automatic enrolment which is more similar to schemes in which pension
saving is mandatory rather than voluntary although individuals can opt out of
pension saving;

e Matching employer contributions and tax relief which are more likely to
generate additional saving; and

e Lower and middle income earners are the target of the reform and are more
likely to increase total saving as a result of the reforms.

DWP continues to monitor international evidence to inform its saving estimates.”
Experiences in other countries of similar schemes based on automatic enrolment
have been different. For instance, only 9 to19 per cent of savings generated from
the Kiwisaver scheme in New Zealand has been in addition to existing saving and
have and not shifted from other assets.” The low level of additional savings
generated by the KiwiSaver may be attributed to particular features of the scheme
which distinguish it from reform to UK workplace pensions.”

Effects on economic growth

2.6

2.7

The increase in total pension saving is estimated to have a small positive effect
on economic growth. In 2006 DWP commissioned the National Institute of
Economic and Social Research study (NIESR) to simulate the effect of the
introduction of workplace pension reforms on the macro-economy. The results of
the study (shown in Figure 2.1) found that the effect on the economy was small
and positive in all potential scenarios considered. The assumptions behind the
modelling and results are discussed in Box 2.1 76

In the model, the reforms are expected to increase saving which reduces
consumption in the short-term as people have less disposable income. In 2015,
the effect of lower consumption is a reduction in output by less than 0.15 per cent,
which is the cumulative effect of annual impacts so small that they are unlikely to
be detectable (below 0.05 per cent).
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DWP has commissioned an international review of pension reform, which will be published in spring
2010. This comprises of a literature review and interviews with key experts in comparator countries, to
identify potential learning points to inform implementation of the workplace pension reforms. The
review will covers a range of issues, including participation and contribution levels, individuals’ and
employers’ reactions, and communications messages

Gibson, J and Le, T, 2008, How much new saving will KiwiSaver produce? , University of Waikato
Economics Department working paper 2008/03

For example, individuals saving in KiwiSaver receive a fixed amount from the government when they
open an account. In 2008, this was NZ$1,040 and made up approximately 51% of balances. The NZ
government contribution could therefore be seen to create an incentive for individuals to start an
account even if they already have a pension and transfer other savings into the Kiwisaver.
Furthermore, members of KiwSaver can access their pension savings if they are moving overseas, to
buy a first home, fund healthcare or if they become seriously ill or deal with financial hardship. It is
therefore a more liquid savings vehicle

van de Coevering et al., 2006, Estimating economic and social welfare impacts of pension reform,
DWP Pensions Technical Working Paper. Available at:
http://research.dwp.gov.uk/asd/asd5/rports2009-2010/rrep562.pdf
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Box 2.1 Estimating macro-economic impact of the reforms

The DWP asked the NIESR to help model the impact of the reform package by using NiGEM, their
macroeconomic model for the UK and world economy. NiGEM is a large estimated quarterly model of
the UK and the world that is intended to capture the key features of the economy. It is theoretically
coherent and quantified by means of empirical estimation and calibration over recent historical
experience. It provides a plausible benchmark for estimating the effects on the economy of a range of
different scenarios.

It is set in a New-Keynesian framework where agents are forward looking, but nominal rigidities,
namely sticky prices and adjustment costs, slow down the adjustment to the long-run equilibrium. It
includes complete demand and supply sides, as well as extensive monetary and financial sectors.
Domestic demand, aggregate supply, and the external sector are linked through the wage-price
system, income and wealth, the financial sector, the government sector, and competitiveness. The
external sector links the UK domestic economy to the rest of the world.

To simulate the introduction of pension reforms in NiGEM and its impact on additional savings
(estimated to be 60 per cent of estimated contributions), the model effectively lowered the Marginal
Propensity to Consume (MPC), a variable that describes what proportion of income is spent on
consumption, in the equation that determines consumption behaviour. The relevant equation in
NiGEM is:

C(t) = ( ©+ p) * (HUW(t) + NHW(t)),

where HUW is human wealth and NHW is financial and housing and asset based wealth. The MPC is
made up of the premium on the future (®) and the probability of death (p). The higher ® and p, the
less important is the future, and, therefore, the higher current consumption will be.

This implies that, all else being equal, individuals will save more at every level of income. The
rationale behind this from a modelling point of view is that introducing automatic enrolment will
change what could be considered a sub-optimally high MPC. This change in the MPC would be the
result of overcoming some of the underlying psychological barriers to saving, such as inertia and
myopia, whilst providing a new simple low-cost savings vehicle to invest pension contributions
efficiently.

The savings increase associated with the introduction of the reforms implies lower consumption in
the short-term, which initially has a downward effect on economic activity. The small decrease in
GDP compared to the baseline from 2012 onwards is caused by the initial savings increase, which
results in lower consumption in the short-run.

The economy then gradually reverts back to the original growth path as it adjusts to the new level of
savings in the economy. It should be emphasised that all of the changes described here are very
small. For example, the cumulative downward effect does not go beyond 0.15 per cent, and the
largest impact on economic growth in any given year remains below 0.05 per cent, a magnitude that
is not likely to be detectable in practice.

GNP is higher and settles around 0.2 per cent above the base case. The reason that GNP is higher
than GDP in this projection has to do with the fact that it includes investment income received from
abroad. NiIGEM models the UK as a small open economy in which investment decisions are taken
independently from the domestic savings decisions. If, as in this case, the domestic supply of savings
increases without a fundamental change in the profitability of investment, most of these savings will
go abroad. This in turn leads to a build-up of foreign capital. The associated investment returns that
flow back do not show up in the GDP measure of economic activity but are reflected in GNP.

Source: van de Coevering et al. (2006) Estimating economic and social welfare impacts of pension
reform. DWP Pensions Technical Working Paper. Available at:
http://www.dwp.gov.uk/pensionsreform/pdfs/DWPTechWorkingPaper.pdf
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2.8

In the long run, in the NIESR modelling the extra savings from the reforms result
in incomes rising by an estimated 0.2 per cent as measured by Gross National
Product, due to the extra investment income received from abroad.”’

Figure 2.1: The impact of the reforms on economic activity
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Source: National Institute of Economic and Social Research (NIESR). Note: The figure shows the
difference in percentage points compared to the base case for the central modelling scenario

Impact on social welfare

29

210

The reforms will enable people to transfer income from their working life to
increase their income in retirement. Individuals invest in a pension at a time when
they have relatively more income in order to set money aside for when they have
less income (retirement). This is known as consumption smoothing and is
explained in more detail in Box 2.2.

According to the methodology set out in a DWP technical working paper’® which
has been updated to account for the uncertainty surrounding some of the
assumptions, the impact of consumption smoothing will be to increase social
welfare by around £40 to 60 billion for the period up to 2050. The methodology
and assumptions are summarised in Annex H. This amount does not represent a
financial transfer but represents the value to individuals from transferring income

from more affluent times to retirement.”®

7

The extra income would be generated as UK residents increased their ownership of domestic and

foreign companies and other assets that they invest in through their pension funds. The ownership of
these assets would generate returns which would ultimately allow people in the UK to spend more

78

van de Coevering et al. (2006) Estimating economic and social welfare impacts of pension reform.

DWP Pensions Technical Working Paper. Available at:
http://research.dwp.gov.uk/asd/asd5/rports2009-2010/rrep562.pdf
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Recent developments in the field of welfare economics recommend an increase in the factor that is

used to weight pension returns in the DWP's Social Welfare model. The total impact of this change
has not yet been estimated, though it is expected to significantly increase the overall value of the
reforms while still being conservative in terms of the assumptions underpinning the analysis
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Box 2.2: Consumption smoothing

In economics, ‘consumption smoothing’ means transferring consumption from a period in
someone’s life where they can afford to consume a lot to one where they could afford to consume
only a little. In the context of pension saving, this means an individual foregoing a fraction of their
income during their working life to have more income in retirement. The reason why ‘consumption
smoothing’ is beneficial is that most people value individual units of consumption, say, a meal in a
restaurant, more highly in times when they can afford fewer of them. This is based on the concept
of diminishing marginal utility; this says that the additional increase in well-being from an extra unit
of consumption falls as individuals consume more of a given item. Hence, transferring some
income and thereby consumption from a time with relatively high income (working life) to one with a
relatively low income (retirement), can represent a net gain in an individual’s well-being.

Our current working assumption is that following these reforms there will be 5-9 million people
newly saving or saving more for retirement and therefore able to smooth their consumption more
effectively. As a result, the expectation is that society as a whole will feel substantially better off®.
While this will not be the same as an actual increase in financial wealth, we estimate that this

welfare effect could have a magnitude equivalent to several tens of billion of pounds.

Impact on the labour market

2.1

The regulations will lead to increased contribution and administrative costs to
employers. The magnitude of these costs in relation to each employer will depend
on the nature of their existing pension provision, current participation levels and
how they choose to comply with the duties. These costs are discussed more fully
in Chapter 4.

Increased labour costs

212

2.13

Based on the current labour market structure, the weighted average increase in
labour costs across all industries is estimated to be 0.6 per cent.®' This is lower
than the minimum employer contribution rate of 3 per cent because:

¢ Not all employees will be automatically enrolled into workplace pensions and
of those that are, around 25 per cent are estimated to opt—out82;

e Earnings are defined as being post National Insurance Contributions; and

e Some labour costs are exempt from pension contributions (including earnings
below the lower band of £5,035 and above the higher band of £33,540 as well
as other employee benefits).

The costs of reform vary across industries:

e They are naturally concentrated in industries with higher levels of
employment. The largest industries in terms of number of enterprises and
employees are in the Business Activities, and Wholesale sectors. The
estimated increase in labour costs as a result of the reforms for these
industries is between 0.6 and 0.8 per cent.

80

Layard R, Mayraz G, and Nickell S, 2006, Marginal Utility of Income, considers these ideas in some

depth and suggests that the assumptions used in our analysis are conservative with respect to the
value of redistribution to individuals

81
82

DWP modelling based on increases in employer costs presented in Chapter 4
See Annex F for an explanation of the participation estimates presented in this impact assessment
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e The proportional costs for reform is greatest for those industries which
currently have low levels of existing pension provision such as the agricultural
sector. For these businesses, the increase in labour costs is estimated to be
around 1.2 per cent.

e The Financial intermediation sector experiences the lowest percentage
increase in labour costs as a large proportion of employees are already
members of pension schemes that meet quality requirements for schemes.®

Estimating the impact on Employment

214

2.15

2.16

217

Employers may pass on the full cost of the employer contribution to employees by
reducing wages or other non-wage benefits in order to absorb the cost of
additional pension contributions. By doing this, there would be no employment
impact.84

However, employers may not be able to pass all costs to employees because of
rigidities in the labour market (for example, due to National Minimum Wage, or
industrial arrangements). Therefore, particularly in the short-term, employers may
have to use alternative coping mechanisms such as absorbing costs into their
overheads or raising prices.

The extent to which employers are able to absorb increased labour costs through
overheads or prices will depend on the level of competitive pressure that
enterprises face. In domestically dominated markets these constraints are less
binding, since all UK enterprises will be subject to the employer duty. However,
enterprises that compete in international markets against non-UK firms may be
less able to increase prices or reduce their profit share.

It is difficult to know the exact effect the reforms will have on employment without
knowing how employers respond to the reforms when they are implemented.
However, the potential labour market impact of the reforms can be estimated
based on reasonable assumptions using:

o Elasticity of labour demand to changes in non-wage labour cost. While
this estimate is likely to vary across different types of employers, a reasonable
assumption is an elasticity of -0.5.%° This implies that a 1 per cent increase in
labour costs will result in 0.5 per cent fall in employment. Using this estimate
of the elasticity of labour demand to increases in non-wage labour costs
suggests that in the long-run workplace pension reforms can reduce
employment by around 70,000.%¢

83
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DWP modelling that has been revised in light of latest employer cost estimates presented in Chapter 4
This means that there is no impact on the demand for labour. If however, there are reduction in wages

and employees do not value pension contributions they receive in exchange there could be a
reduction in labour supply

85

This is a standard assumption of the elasticity of demand for labour. See for instance Casey B, 2009,

The National Pension Savings Scheme: Implications for jobs in small firms, International Small
Business Journal Vol 27(3): 363-382
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These figures have been revised since the Bill Impact assessment and impact assessments that

accompanied draft regulations published for consultation to reflect changes in our estimates of the
additional cost to employers of these reforms. These costs are discussed in Chapter 4
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e Findings from employer attitude surveys on what they are most likely to do
in response to the reforms. Using this, the employment impact of the
workplace pension reforms on employment is estimated to be between 10,000
and 80,000 or a reduction of between 0.1 to 0.4 per cent in private and not-for-
profit employment. 8 The lower estimate is based on employer responses in
which 8 per cent of employers said they could restructure or reduce
employment. The higher estimate is based on the responses of a very small
proportion of employers who reported that their most likely response would be
to close their firms.

Economic downturn

2.18

2.19

2.20

2.21

2.22

The financial recession of 2008 and 2009 may well have had an adverse impact
on public confidence in financial products and the willingness of employers and
employees to participate in these reforms.

Against this context, DWP commissioned the National Institute of Economic and
Social research to carry out research to assess if recent economic developments
had made any difference to the appropriateness of policy goals to increase
private retirement saving, particularly through the workplace pension reforms.

The reports, as detailed in Box 2.3, find that the UK net national savings®® have
been low in the last twenty years compared with earlier periods and with other
advanced countries, even taking account of the changing age structure of the
population and rising life expectancy. This rate is too low - measured either by
calculating the savings rate needed to hold the ratio of wealth to income constant,
or by looking at the rate of saving required - for each generation to pay its way.

The research concludes that policies to raise savings, such as workplace pension
reforms, are appropriate and the current recession does not have a substantial
impact on the rationale for the introduction of workplace pension reform.

At present, independent forecasts collated by HM Treasury in November 2009
show that, on average, experts are expecting Gross Domestic Product growth of
2.3 per cent in 2012 and 2.7 per cent in 2013.%° This means that the economy is
set to recover before the reforms are introduced.
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Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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National saving is made up of saving by households, businesses and the government. Measures of

net national saving take account of savings by individuals, businesses and the government but
excludes capital gains as since capital gains are transfers of resources from future generations to the
present and therefore do not improve the ability of the country as a whole to support retirement

89

See: http://www.hm-treasury.gov.uk/data_forecasts_index.htm
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Box 2.3 Economic downturn and rationale for workplace pension reforms

As part of the programme of research to assess if recent economic developments would make any
difference to the appropriateness of the policy goal of increasing private retirement saving NIESR
produced four papers. These included:

e An analysis of national saving including a historical perspective of different sources of saving and
an assessment of different ways of considering saving adequacy;

¢ A macroeconomic analysis of the effects of asset prices on saving;
¢ A microeconomic analysis of the effects of asset prices and rising unemployment on saving; and

e A summary assessment of the policy objective of increasing retirement saving in the light of the
above evidence.

By analysing different definitions and measures of income and saving, and examining the UK saving
rates on both international and historical views, NIESR found that:

¢ National savings, including savings by household, corporate and government, will determine future
national income and thus consumption opportunities;

e National savings can be measured in different ways according to how they treat capital gains.
However, it is better to exclude capital gains when examining the savings of a country in long run,
since these capital gains are transfers of resources from future generations to the current;

e UK net national savings have been low in the last twenty years, compared with both its own earlier
period after World War Two and other OECD counties; and

e Current UK savings rate is too low, either simply measured by calculating the savings rate needed
to hold the ratio of wealth to income constant, or by looking at the rate of saving required for each
generation to pay their own way. With assumptions of a real interest rate of 4 per cent p.a. and a
growth rate of 1.5 per cent p.a., neither today’s twenty-year-olds nor the adult population as a
whole can afford their actual consumption without saving more.

NIESR suggested that retirement financing requires a balance between state pensions financed by
people of working age through tax and benefit systems, and individual savings during their own
working lives. Considering the historical low of the UK national savings rates, the changing age
structure of the population and its rising longevity, policies to raise savings rates are very timely.

NIESR then examined the pension reform policies under the current recession and concluded that:

e The current recession does not have any substantial impact on the rationale for the introduction of
the pension reforms. Government should continue its reform schedule to meet the long-term saving
needs of the economy;

¢ To achieve the short-term benefits of demand stimulus, it is better to use fiscal means, which take
long-term savings arrangements as given, than to weaken the message on long-term saving;

However, the recession may affect people’s willingness to save in pensions and raise their
preferences for liquidity.

Source: Barrell and Liadze, 2009, Comparative Analysis of Consumption and Saving in the UK and US ;
Ven van de and Weale 2009, Consumption, Employment Uncertainty, and Capital Losses; Weale 2009,
Pensions Policy and the Recession. National Institute Discussion Papers 340, 344, 345, 346
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Chapter 3 Impact on Individuals

Background

3.1

3.2

3.3

The UK pension system is facing a number of challenges.*

e People are living longer and fertility rates are low, meaning the proportion of
the population aged 65 or over is rising rapidly. Figure 3.1 shows an expected
doubling of the ‘dependency ratio’ between 2005 and 2050, with four working-
age people supporting every pensioner in 2005, but only two in 2050.%"

¢ A higher dependency ratio means that, unless people have saved enough for
their retirement, there is a high cost to those who are working to maintain the
pensions of the economically dependent.

e Around 7 million people are not saving enough to deliver the income they are
likely to want or expect in retirement.*

Individuals on low to moderate income are more likely than other workers not to
be saving enough for their retirement. The main reasons for not saving enough
are that most people do not have a good understanding of pensions or the
benefits of saving for retirement. This lack of understanding is made worse by a
tendency to live for today rather than save for the future. As discussed in more
detail in Chapter 1, even if people know they need to save, many do not get
around to it. The overall proportion of working-age employees saving towards
their retirement is falling (see Figure 1.1 in Chapter 1) with 44 per cent of working
age employees not contributing to a private pension in 2005/06.

There is a lack of suitable pension products for low and moderate earners who
are more likely to face higher prices for pension products than higher earners.
The price of pension products has a large impact on incomes in retirement. For
example, a median earner with a full savings history saving in a scheme with
charges at the stakeholder pension charge cap would lose more than 30 per cent
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The Pensions Commission,2004, Pensions: Challenges and Choices: The First Report of the
Pensions Commission and 2005, A New Pension Settlement for the Twenty First Century: The
Second Report of the Pensions Commission. Available at:
http://www.webarchive.org.uk/wayback/archive/20070801230000/http://www.pensionscommission.org
.uk/index.html

In the absence of any increases in state pension age, the old age dependency ratio would have been
expected to reach 49 per cent by 2051. With the increases in state pension age taking place between
2010 and 2046, it is expected to be 34 per cent in 2051. Source, ONS:
http://www.statistics.gov.uk/downloads/theme_compendia/pensiontrends/Pension_Trends ch02.pdf
DWP modelling using data from the English Longitudinal Study of Ageing (ELSA). This figure was
published in the May 2006 White Paper, Security in retirement: towards a new pension system.
Pensions Commission analysis found that between 9.6 million and 12 million people were saving at a
rate which would not deliver them retirement incomes they are likely to consider adequate. There are
two main reasons for differences between the DWP and Pensions Commission figures: the DWP
estimate is based on household level data, while the Pensions Commission’s figures are based on
individual level data (this means that an individual with a low pension themselves but whose spouse
has enough for both would be counted by the Pensions Commission as an ‘under-saver’ but not in the
DWP’s estimates); the Pensions Commission looked just at pension wealth, while the DWP estimates
include other financial assets, non-owner occupied housing wealth and business assets
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of their potential fund in administrative charges.? If they had instead saved in a

scheme charging a 0.5 per cent annual management charge (AMC), they would
lose around 12 per cent of their potential fund to charges.

Figure 3.1 Number of working age people for every pensioner

People of working age Pensioners
1901 *
2005 *
2050 *

3.4  Without government intervention, the number of people saving for their retirement
and the levels of pension savings are unlikely to increase. This chapter considers
the impact of workplace pension reform on getting more people to save more for
their retirement.

3.5 The chapter covers three key areas:

e The impact of pension regulations on individuals including the number of new
savers, the amounts of new saving and the impact on income in retirement.

¢ Regulations designed to protect individual savings; and

e The negative impact of specific regulations on individual savings in the short
term.

Impact of pension regulations on individuals

3.6  This chapter sets out analysis and research evidence showing that:

e Almost seven in ten people report they will stay in and save when
automatically enrolled into a workplace pension;

e The reforms will result in an estimated 5 to 9 million people newly saving or
saving more in all forms of workplace pensions;

% The stakeholder charge cap restricts providers from charging more than 1.5 per cent for the first 10

years of a policy and 1 per cent thereafter. For a saver of 25 years this is equivalent to 1.3 percent
AMC. An individual with a full savings history is defined as someone who joins a scheme at the age of
25, and retires at the state pension age of 68, saving a constant percentage of their earnings every
year
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3.7

e Individuals will make estimated pension contributions of £4.5billion (2009/10
earnings terms) a year once contributions have been fully phased in;

e The reforms will increase private pension incomes by around £5 billion to £7
billion a year by 2050 (in 2009/10 earnings terms); and

e Most people (95 per cent) will get back more in retirement than they put in to
pension saving in real terms.

Chapter 5 discusses the impact of the reforms to workplace pensions, including
the introduction of the personal accounts scheme, on the range and prices of
pension products available to individuals.

Impact on number of new savers

Automatic enrolment

3.8

3.9

Automatic enrolment is one of the most effective joining techniques to overcome
people’s tendency not to act when faced with difficult financial decisions. It
overcomes inertia that can exist in private pension saving, whereby many
individuals do not make the decision to start saving even when they are aware of
the need to do so0.?* Automatic enrolment creates a presumption to save and will
make it easier for workers to do so, while retaining the opportunity for them to opt-
out.

DWP employer and individuals research finds that automatic enrolment is
expected to increase levels of pension scheme membership. Almost seven in ten
people eligible for automatic enrolment say they would stay in and save in a
workplace pension if automatically enrolled tomorrow. *> Research on the 401(k)
experience in the United States shows among employers using automatic
enrolment there is a large difference in participation rates between those hired
before automatic enrolment (50 to 75 per cent) and after automatic enrolment (90
per cent or more). Similar research also shows that automatic enrolment had the
greatest effect among people on low incomes, people from minority ethnic groups
and women.%®

Automatic re-enrolment

3.10

Individuals can choose to opt-out of pension saving. Saving in a pension will not
be the right thing for every individual all of the time. Research finds that not all
individuals will choose to remain in workplace pension saving following automatic
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96

Clery, E, McKay S, Phillips M and Robinson C, 2007, Attitudes to pensions: the 2006 survey, DWP
Research Report 434

Forth, J and Stokes, L, 2008, Employers’ Pension Provision survey 2007, DWP Research Report No.
545 and Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely
reactions to the workplace pension reforms 2007: Report of a quantitative survey, DWP Research
Report 550

Madrian, C and Shea, D, 2002, Coming up short: the challenge of 401(k) plans, The Brookings
Institute and Beshears, J, James, J, Choi, D, Laibson, B, Madrian, C and Weller, B, Public Policy and
Saving for Retirement: The “Autosave” Features of the Pension Protection Act of 2006. Available at:
http://www.economics.harvard.edu/faculty/laibson/files/Better%20living%20080216.pdf
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3.11

enrolment: 22 per cent say they will opt—out.97 Individuals will choose to opt-out if
they do not consider it the right time for them to save in a workplace pension. This
can be due to a range of reasons, for instance, that individuals are already
making sufficient provision for their retirement, or have other priorities, such as
reducing debt.*®For those individuals who choose not to save because it does not
suit their personal circumstances, the opt-out process is designed to support the
individual’s decision not to save.”®

Changes in income, employment and domestic arrangements may drive some
individuals who have opted out to want to save at a later point.}°® Re-enrolment
will help maximise savings and harness decision-making inertia by providing
individuals with an opportunity to re-consider their savings decision. The number
of individuals who are re-enrolled is likely to decline as reforms to workplace
pension savings become embedded over time.

Opt-ins

3.12

3.13

The Government believes it is also important to provide an accessible pensions
savings product for employees not eligible for auto-enrolment, self-employed
people and for members of the personal accounts scheme who wish to continue
to save during periods out of paid work, for example, if they take a career break
due to caring responsibilities.

Current pension participation is low among those eligible to opt-in to a qualifying
workplace pension.

e Among those outside the automatic enrolment age bands and earning more
than £5,035 per annum (in 06/07 terms), pension participation is around 10
per cent for those aged below 22; and 26 per cent for those above state
pension age but under 75.1°?

e Among those earning less than £5,035 per annum (in 06/07 terms), who
would not be eligible for an employer contribution under the reforms, around 8
per cent participate in pension savings.'®? These individuals will be required
to make an active decision to participate in their employer’s pension saving
scheme.

e The self-employed can choose either existing schemes or the personal
accounts scheme. The self-employed will not be able to benefit from an

% Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550
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Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550 and
Gray, E et al., 2008, Why people may decide to remain in or opt out of personal accounts: report of a
qualitative study, DWP research Report 551
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As discussed in Appendix 1 this includes setting the opt-out period at one month to give individuals

time to consider their personal circumstances and obtain the opt-out form from the scheme.
Individuals who do choose to opt out of pension saving are treated as never having been a member
on that occasion and are entitled to a full refund of any contributions they may have made within a
prescribed time limit
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Gray, E et al., 2008, Why people may decide to remain in or opt out of personal accounts: report of a

qualitative study, DWP research Report 551
%" DWP modelling based on ASHE 2008
%2 DWP modelling based on ASHE 2008

46



Pensions Regulations Impact Assessment

employer contribution. Around 34 per cent of those that are self -employed are
currently contributing to a personal pension.°?

e Inactive and unemployed individuals who have previously contributed to a
personal account are eligible to opt-in to the scheme. Around 4 per cent of
economically inactive people are currently contributing to a personal
pension.1%*

3.14 As a result of the reforms overall, an estimated 10 to 11 million people will be

eligible for automatic enrolment into a workplace pension scheme.'%® After
accounting for people who opt-out we expect this will result in:

e 5 to 9 million people newly saving or saving more in all forms of workplace
pensions;

e 3 to 4 million people newly saving or saving more in existing forms of
workplace pensions;

e 3 to 6 million people participating in the personal accounts scheme, including
some who were previously saving in existing forms of workplace pension
scheme, and some who opt-in.

Impact on amount of new saving

3.15 For individuals participating in workplace pension schemes and making the

minimum contribution of 4 per cent, the aggregated annual pension contributions
are estimated at £4.5 billion (2009/10 earnings terms) once contributions have
been fully phased in. This is within a range of £3.2 billion to £5.1 billion.

3.16 Table 3.1 shows aggregate annual pension contributions from individuals

participating in workplace pension schemes between 2020 and 2050. This is
based on DWP modelling of the current UK pension landscape and assumes that
contributions increase in line with earnings growth over time. Of these amounts
approxilrnately 50 to 70 per cent are expected to represent additional household
saving.

3.17 Participation in a private pension scheme with a minimum employer contribution

enables individuals to transfer income from their working life to their retirement.
As a result, many individuals are likely to enjoy increased well-being over their
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Family Resources Survey 2005/06. Working-age employee is defined as individuals in employment
who are aged 20 to State Pension age. Questions on pension provision were changed for the 2006/07
FRS to try to provide more information on the type of private pension scheme, but problems were
identified during analysis as some respondents reported dormant (closed) pension schemes
memberships as if they were live memberships. It has not been possible to identify and exclude all the
dormant memberships on a consistent basis. As a result, FRS data for 2006/07 to 2008/09 over-state
pension participation rates compared to other sources, and DWP has taken the decision not to publish
tables and indicators showing pension participation rates for these years. Estimates will be updated
with the 2009/10 survey when the data becomes available

Family Resources Survey 2005/06

See Annex F for an explanation of the participation estimates presented in this impact assessment
Hawksworth, J PricewaterhouseCoopers (2006). Review of research relevant to assessing the impact
of the proposed National Pensions Savings Scheme on household savings. DWP Research Report
No 373
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lifetime through an economic concept known as ‘consumption smoothing’ as
explained in Chapter 2.

2020 2030 2040 2050

Individual
contributions

5.1 6.2 7.6 9.3

Source: DWP modelling
Notes: Costs are expressed in 2009/10 prices and are rounded to the nearest £100 million

Income-related benefits

3.18

Some individuals may require more help from the state than others through
benefits. An individual’s contribution to a private pension scheme will have an
impact on their income; half an individual’s contribution to a private pension
scheme is disregarded from their income when calculating entitlement to income-
related benefits. This can increase benefit entittement. DWP analysis suggests
around 240,000 jobholders who are in receipt of an income related benefits will
be eligible for automatic enrolment.'®” Of these, around half are also in receipt of
tax credits. Receipt of working- age benefit may therefore be an added incentive
to save.

Tax credits

3.19

3.20

An individual’s contribution to a private pension scheme is fully disregarded from
their income when calculating entittement to tax credits. People may become
eligible for tax credits for the first time or entitled to increased tax credits as a
result of contributions into a private pension scheme. Eligibility criteria for tax
credits is complex108 therefore, it is not possible to make precise estimates of the
number of people who may be affected, or the average change in entitlement. For
example, tax credit entitlement is based on the lower of the current and previous
year’s income which makes it difficult to assess the effect.

DWP analysis suggests that approximately 2.3 million family units are in receipt of
tax credits and have at least one member eligible for automatic enrolment. Of
these, around 30 per cent would see a small change to their tax credit
entittement.%® We estimate entitled non-recipients and new claims for tax credits
to remain low, based on the size of the entitlement. Box 3.1 discusses case
studies to illustrate the interaction of the reform and tax credit.

107
108

Family Resources Survey 2005/06
Further details on tax credit entitlement are available in Child Poverty Action group, Welfare benefits

and tax credits handbook

109

Family Resources Survey 2005/06, and HMRC administrative data
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Box 3.1 lllustrative examples of the interaction of reform and tax credit

Peter and Jill live together. They have two children and have no childcare costs. Jill is aged 26 and
works as a part-time volunteer at a small charity. Peter is aged 28 and works full-time for a water
company and earns £20,000 a year. Peter starts to save into a private pension in 2012 when he is
automatically enrolled into his workplace pension. He starts paying a 1 per cent contribution on
qualifying earnings half way through the financial year (i.e. a contribution of £75). Peter and Jill's
annual tax credit entittement increases by around £30.

Fiona is single and has two children. Fiona is aged 28 and works full-time as a mechanic and earns
£25,000 a year. She pays £200 a week in childcare costs. The company Fiona works for is small.
She is therefore not automatically enrolled into a workplace pension until the end of staging. Fiona
decides to start paying 3 per cent pension contribution into her workplace pension at the beginning
of the financial year (i.e. a contribution of around £600 a year). Her tax credit entitlement will
increase by about £230 a year. However, Fiona's tax credit award is based on her income in the
previous year which was £22,000; therefore her tax credit entitlement will not be affected until the
following year.

Raj is single, and has no children. Raj is aged 34 and works full-time writing articles for the local
newspaper. He earns £10,500 a year. Raj starts paying 3 per cent pension contribution into his
workplace pension at the beginning of a financial year (i.e. a contribution of around £165 a year).
Raj’s tax credit entitlement will increase by about £64 a year. Raj had earned more in the previous
year, so his tax credit award is based on his current income of £10,500. Raj’s tax credit entitlement
will therefore be affected in the current year and he will see an increase.

Matthew and Deborah are a couple with three children. Deborah is aged 30 and does not work.
Matthew is aged 33 and works full-time as an accountant and earns £48,000 a year. Matthew starts
paying the minimum 1 per cent pension contribution on qualifying earnings into his workplace
pension at the beginning of the financial year (i.e. a contribution of around £855). Since Deborah
and Matthew only receive the Family Element of Tax Credits, which is not tapered until a
household income above £50,000 their tax credit entitlement will remain unchanged.

Impact on Income during retirement

3.21

Analysis by the DWP!? shows that the vast majority (over 95 per cent of
individuals), get back more in retirement than they put in as contributions. Most
get back more than twice what they put in even after taking into account inflation.
The analysis is discussed in more detail in Box 3.2.

110

Department of Work and Pensions, 2009, Saving for retirement: Implications of pension reforms on

financial incentives to save for retirement, DWP Research Report No. 558
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Box 3.2 Financial incentives to save

A work programme was undertaken by DWP in close collaboration with key stakeholders to analyse the
financial incentives to save in a pension following reforms in the 2007 and 2008 Pension Acts. The
programme undertook extensive analytical modelling of the impact of pension saving on net retirement
income through a) case study information to help understand what will happen to typical people and
households and b) analysis of the distribution of outcomes from saving across the population as a whole
given reasonable assumptions about the future characteristics and future tax and benefit system.

Key findings of the analysis, given reasonable assumptions about the future and factoring in savings
made into a defined contribution pension after 2012 with an employer contribution are summarised
below:

e Virtually everyone modelled - over 99 per cent - is better off in retirement by saving. In other words
they have more money available to them in retirement than if they hadn’t saved;

e For the vast majority - over 95 per cent - the improvement is greater than the cost of contributions
even after taking inflation into account;

e The large majority of savers get back more than twice what they put in, even after taking inflation
into account; and

e There is no readily identifiable group in the working age population whose members would not, on
average, gain back more than they put in to a pension.

These results focus on a particular interpretation of financial incentives to save: the amount people will
gain in retirement from saving as a result of contributing to a pension during their working life and how
this compares to the contributions they make. It is important to remember that this is just one of the
factors that will influence individuals’ decision and may not be the most important: smoothing one’s
income between work and retirement is generally considered to be the main aim of pension saving. This
may make it worthwhile to save even in the absence of high expected returns.

Source: Department of Work and Pensions (2009) Saving for retirement: Implications of pension reforms
on financial incentives to save for retirement. DWP Research Report No. 558

Aggregate private pension incomes

3.22 Private pension incomes will increase as a result of the reform. In 2050 increases
in private pension incomes are estimated at around £11 to14 billion a year
(2009/10 prices), or £5 to 7 billion in 2009/10 earnings terms. The reforms could
increase private pension income for pensioners aged between 68 and 75 in 2050
by over ten per cent. The projections are based on modelling the impact of
pension reform on future retirement incomes using the DWP’s Pensim2 model.***

3.23 Figure 3.2 illustrates the increase in private pension incomes in the principal
scenario. Increases in the private pension income in later years are due to
increases in State Pension age and increases in earnings.112 The combination of
these effects is particularly pronounced in the years 2034 and 2044.

111

i See Annex | for an explanation of this model

Rises in State Pension Age are planned as gradual rise in womens' State Pension age from 60 to 65
between 2010 and 2020, and subsequent rise for both men and women beginning with a rise from 65
to 66 over a two-year period from 2024, one year over a two-year period from 2034 and again from
2044
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Figure 3.2: Estimated change in total private pension income

Private pension income (hillion)
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Source: DWP modelling using the Pensim2 model
Note: Figures are shown in 2009/10 prices

State benefit system and Pension Credit

3.24 Similar to income-related benefits and tax credits discussed earlier, in retirement,

any savings or income will be taken into account when calculating any benefit
entittement, so those with higher private income may have lower benefit
entitement.’®> The state benefit system provides a safety net, guaranteeing a
minimum level of income for those unable to build up sufficient state entitlement
or who need extra support such as the disabled or those with caring
responsibilities. Most people will aspire to have more than the minimum provided
by the state, while anyone who chooses to rely on income-related benefits is
making assumptions about what the benefit system might look like 20, 30 or 40
years from now. Reforms in the Pensions Act 2007 mean that those who spend at
least half of their life working or caring — including low earners — will be taken
above the standard Pension Credit entitlement. In addition, the savings reward in
Pension Credit and the lump sum and trivial commutation rules''* mean that
many of those who do end up with some income-related benefit entitlement may
still see a benefit from saving and an increase in income that exceeds the value
of their contributions.

"% Note that, though up to £6,000 of capital is disregarded in Pension Credit, Housing Benefit and
Council Tax Benefit calculations and pension savers may benefit from this through the ability to take a
lump sum or trivially commute

There are two routes by which some pension saving can be taken as a lump sum. First 25% of a
pension fund can be taken as a tax free lump sum. This is taken in addition to drawing a regular
income to help ease transition into retirement. Second, trivial commutation rules allow individuals with
small pension funds to take the full amount as a lump sum. The current trivial commutation limit is
£17,500 increasing to £18,000 in 2010/11 and remaining at this level until 2015/16

114

51




Pensions Regulations Impact Assessment

Replacement rates

3.25 The Pensions Commission used the concept of a ‘replacement rate’ to measure

3.26

3.27

3.28

adequate retirement income. Replacement rates refer to income that individuals
enjoy in retirement as a proportion of their income in working life. Those
individuals that have lower earnings over their lifetime will achieve higher
replacement rates. This is because they receive higher state pensions as a
proportion of their working age income. For this same reason, those on higher
earnings will have a lower replacement rate. This is reasonable for two reasons
noted by the Pensions Commission. Higher earners are more likely to have been
saving for bequest motives as well as to smooth consumption over their lifetime.
Individuals on lower incomes may need higher replacement rates to be able to
have a minimum acceptable standard of living at retirement.!!>

Table 3.2 shows the possible outcomes that a set of illustrative individuals might
expect from saving at the minimum contribution rate in terms of retirement
incomes and replacement rates. The analysis is based on DWP modelling.

The model used to assess the impacts of pension policy changes on retirement
incomes uses hypothetical individuals. They cannot be said to represent a particular
person working today, as for any real individual their future history will be uncertain
and so, even if their existing characteristics are identical to those modelled, their
future is unlikely to be so. In particular, a real individual may have the opportunity to
make choices to maximise their overall benefit. The model does not provide
estimates of the likelihood of an outcome (although we use estimates from other
sources to make assumptions on certain characteristics such as earnings). However,
it shows clearly how a set of characteristics can lead to particular outcomes in
retirement. The impact on individual replacement rates is explained in more detail
using case studies in Box 3.3.11°

Individuals and employers can choose to contribute more than the mandatory
minimum contributions of 4 per cent on qualifying earnings for individuals, and 3
per cent for employers in steady state. DWP research shows that just under half
(46 per cent) of those who said they would remain saving also said they would be
likely to contribute above the minimum level of 4 per cent on a regular basis. Of
these, more than half (54 per cent) said they would be likely to make contributions
of 5 or 6 percent, around two in ten (21 per cent) said they might contribute
between 7 and 9 percent, and a further two in ten (19 per cent) said they might
contribute between 10 and 20 per cent.!!’

"% The Pensions Commission, 2004, Pensions: Challenges and Choices: The First Report of the
Pensions Commission and 2005, A New Pension Settlement for the Twenty First Century: The
Second Report of the Pensions Commission. Available at:
http://www.webarchive.org.uk/wayback/archive/20070801230000/http://www.pensionscommission.org

.uk/index.html

"6 Case studies are based on the assumptions outlined in Table 3.1

"7 Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550
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Box 3.3 lllustrative examples of replacement rates

Rosie is aged 30 and earns £25,000 per year working for a tax consultancy company. Rosie
only starts to save into a private pension in 2012 when she is automatically enrolled into her
workplace pension. Rosie makes the minimum contribution (5 per cent on qualifying earnings
including tax relief) from 2012 until State Pension age. On average Rosie can expect a gross weekly
private pension income of £55 in retirement. Her final net weekly income (including any benefit
entitlement) in retirement is £221 equal to 47 per cent of her income during working life. If Rosie had
not started saving for retirement her replacement rate would be 10 per cent lower.

Colin is aged 40 and earns £15,000 per year working for a part time for a local catering
company. Colin only starts to save into a private pension in 2012 when he is automatically enrolled
into his workplace pension. He makes the minimum contribution (5 per cent on qualifying earnings
including tax relief) from 2012 until State Pension age. On average Colin can expect a gross weekly
private pension income of £17 in retirement. His final net weekly income (including any benefit
entitlement) in retirement is £ 185 equal to 64 per cent of her income during working life. If Colin had
not started saving for retirement his replacement rate would be 4 per cent lower.
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Age in first year of saving under the reforms
Qggl::és* 22 30 40 55
£10,000 Gross weekly private pension (£) 16 12 8 2
Final net weekly Income (£) 192 185 175 168
Replacement rate with saving (%) 100 96 91 88
Improvement in replacement rate from saving** 7 5 2 1
£15,000 Gross weekly private pension (£) 34 27 17 4
Final net weekly Income (£) 205 197 185 174
Replacement rate with saving (%) 72 69 64 60
Improvement in replacement rate from saving** 10 8 4 1
£20,000 Gross weekly private pension (£) 52 41 26 7
Final net weekly Income (£) 219 209 197 182
Replacement rate with saving (%) 59 56 51 47
Improvement in replacement rate from saving** 11 9 5 1
£25,000 Gross weekly private pension (£) 71 55 34 9
Final net weekly Income (£) 235 221 207 191
Replacement rate with saving (%) 51 47 44 40
Improvement in replacement rate from saving** 13 10 6 1
£30,000 Gross weekly private pension (£) 89 70 43 11
Final net weekly Income (£) 252 234 216 201
Replacement rate with saving (%) 46 42 39 35
Improvement in replacement rate from saving** 14 10 6 2
£35,000 Gross weekly private pension (£) 107 84 52 13
Final net weekly Income (£) 268 247 225 211
Replacement rate with saving (%) 42 39 35 32
Improvement in replacement rate from saving** 14 11 6 2

Source: DWP Modelling. These outcomes are not guaranteed and are dependent on investment
performance
Notes: *Annual earnings are expressed in 2009/10 earnings terms

e The figures are based on the age of the individual in 2012 (22, 30, 40 and 55);

e The illustrative individuals are assumed to start work at age 25 (except for the first individual who
starts work at age 22) and work up to State Pension age which is not necessarily the same for all the
individuals in the table;

e They save from 2012 until State Pension age at the default rate with a charge equivalent to a
reduction in yield of 0.5 per cent, with phasing of contributions over six years. It is assumed the fund is
lifestyled and that the individual takes and annuitises the tax-free lump sum;

e Replacement rates are calculated using the formula: gross income including any benefit entitlements
in the 1% year of retirement divided by gross earnings in the final year of work; and

e The figures include Council Tax Benefit entitlement with or without saving, with the full weekly liability
assumed to be £16 in 2009

e Percentage point improvement in replacement rate from saving
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3.29 It is recognised that individuals will need good information to help them decide
whether to opt-out of saving and research will be carried out with individuals and
stakeholders to ensure that appropriate information is available.!'®

Short-term impact on individual saving

3.30 The objective of the reforms is to maximise individual saving while minimising
burdens on employers and impacts on the pension industry. Certain regulations
designed to improve the operational viability of the reforms or minimise burdens
on employers can potentially reduce contributions to pension saving in the short-
term. This will have an effect on retirement incomes that individuals will enjoy in
the long-term. However, this negative impact needs to be set against an overall
increase in pension saving as a result of the reforms.

Employer duty to maintain active membership

3.31 The regulations allow employers to have a one month gap between active
membership in qualifying schemes when they are replacing one qualifying
scheme with another. In an extreme scenario, a monthly gap in a jobholder’s
contributions eight times over their working life could lead to a reduction in total
fund size of 2 per cent compared to an individual who experiences continuous
contributions throughout their working life.**°

Postponement periods

3.32 An employer with a higher quality scheme may postpone the automatic enrolment
of a jobholder into that pension scheme for up to three months, provided they
subsequently automatically enrol their employee into a workplace pension
scheme and contribute at least 6 per cent of qualifying earnings for a minimum of
three months following the postponement period. An employer may not use
postponement for any individual for whom they have already postponed
automatic enrolment within the previous year.

3.33 Employees working in sectors with high turnover rates are the most likely to be
affected by postponement periods. This can affect younger employees, females,
ethnic minorities and part-time workers the most as they are over represented in
sectors which have high turnover rates. However, where employers take on staff
on consecutive short-term contracts, they may not use postponement if the
jobholder’s automatic enrolment date has already been postponed at any time
during the previous 12 months.

Implementation regulations

3.34 It is not operationally viable to implement the reforms all at once. Although the
reforms increase overall pension saving, the proposed staged approach to these

"8 See Chapter 1 for a brief discussion on how information regarding the reforms will be communicated
" pwp modelling. This example assumes that the earner encounters a one month lapse in contributions
equivalent to 8 per cent of their qualifying earnings eight times in their working life of 43 years. The

effect on fund size is the same for all earners
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3.35

3.36

reforms will mean that some eligible jobholders will not be automatically enrolled
until late 2016.

Any staged approach to automatic enrolment and default contributions, when
compared with a scenario where default contributions are immediate and in full,
will have a slightly adverse effect on pension savings built up by savers that are
automatically enrolled towards the end of the implementation period. For instance
in a scenario where individuals are automatically enrolled in September 2016 they
could have a pension fund 3 per cent lower than if the same individuals had been
automatically enrolled in the first stage and became subject to the duties in
October 2012.12°

The adverse effect on pension saving may be proportionately greater for some
individuals, for example, older workers at the point of automatic enrolment and
those with career breaks who will have less time to build up their savings under
the reforms. This is because the contributions foregone represent a larger
proportion of their potential savings.

Protecting individual savings

3.37

The reforms to workplace pensions will introduce important new requirements for
employers and rights for workers. TPR will be responsible for building and
operating an effective Employer Compliance Regime (ECR). TPR will operate this
regime in line with the primary and secondary legislation. The risk-based flexible
regime is designed to ensure rights are effectively safeguarded while imposing no
unnecessary burdens on business. TPR will be able to take enforcement action
such as issuing notices and penalties to maximise compliance.?! Individuals who
report their employers' breaches to TPR will be protected against being treated
unfairly as a result.

120 DWP analysis using Ipen modelling described in Chapter 3. The modelling assumes an individual is
median earning man with full work history, is 25 in 2012 and has no alternative saving

121

Further details on the employer compliance regime are outlined in DWP (24th September, 2009)

Pensions- Consultation on Draft Regulations Available at: http://www.dwp.gov.uk/docs/workplace-
pension-reform-completing-the-picture-consultation240909.pdf
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Chapter 4: Impact on Employers

Background

41

4.2

4.3

4.4

4.5

The reform programme places employers at the heart of pension provision, and
can only be successful with the support and involvement of employers.

Many employers in the UK are already making a substantial contribution to
pension schemes and are supporting their workers to save for retirement.
However, over the last few years employers’ provision of workplace pensions has
become less generous.

In order to meet the challenges identified by the Pensions Commission,
employers who do not already contribute towards pensions will also need to play
a role. The reforms will require employers to automatically enrol eligible
jobholders, into and contribute, to a qualifying workplace pension scheme.

The aim in developing these regulations has been to minimise the overall
employer burden, whilst also ensuring that the needs of individuals to maximise
saving for retirement are protected. DWP believes that the provisions set out in
the regulations balance the needs of savers and the burdens on employers and
schemes in the most effective way.

The chapter covers four key areas:

e Current pension provision by employers — just under half of employers provide
a pension scheme and provision tends to be better amongst large employers;

e Employer attitudes to workplace pension reform — the majority of employers
support the reforms, though views are affected by current economic
conditions;

e The costs to employers of workplace pension reform. This includes the cost of
additional contributions employers will make as a result of the reform and the
cost of administering the reform; and

e Regulations which are designed to minimise the burden of additional costs on
employers.

Current pension provision by employers

4.6

Analysis by DWP shows of the 1.3 million employers in the private and not-for-
profit sectors:

 Approximately 750,000 employers offer no workplace pension provision'??;

e Approximately 280,000 employers offer some provision but make less than a
3 per cent employer contribution; and;

e Approximately 270,000 employers offer a contribution greater than 3 per
cent.}?3

122

This includes those employers that offer access to only a shell stakeholder scheme
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4.7

4.8

Overall, workplace pension provision has increased since 2001 when legislation
came into place requiring employers with five or more employees to provide
employees with access to a Stakeholder Pension (SHP). But employees often do
not participate in workplace pension schemes and even where they do the
scheme does not always attract an employer contribution, especially in smaller
firms. In 2008, of employers with less than 100 employees, 10 per cent of
employees with group personal pensions (GPPs) and 29 per cent of those with
SHPs received no employer contribution?*

Employees working in large firms are more likely to be in a pension scheme and
to be receiving relatively generous employer contributions compared with those
working for small and medium-sized firms (Figure 4.1). Employees in larger firms
are also more likely to receive a pension which attracts employer contributions of
more than 3 per cent, which is the minimum they are required to contribute under
the reforms.

Figure 4.1 Existing pension provision — scheme membership by firm size
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Source: DWP analysis based on the Employers Pension Provision Survey 2007, Small and medium
sized Enterprise (SME) statistics 2007 and the Annual Survey of Hours and Earnings 2007

4.9

There are a number of reasons why some employers choose not to offer a
pension. Among firms that do not currently provide pensions, 32 per cent said
that their main reason for not doing so was that their organisation was too small.
The next most common reasons given were that it was too costly (13 per cent),
that staff did not want a pension (11 per cent) and that the firm had mainly part-
time or temporary staff (6 per cent). One in three non-providers said that they
were seriously considering introducing a pension scheme over the next five

years.1?®

12> Employer Pension Provision Survey, 2007 and Small and Medium Enterprise Statistics, 2008

124

Annual Survey of Hours and Earnings, 2008

125 Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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Choice of scheme

4.10 Currently, employers may choose to provide either a trust-based occupational

4.1

pension scheme or a contract-based Workplace Personal Pension (WPP). A
trust-based occupational scheme is set up by the employer and run by a board of
trustees while a WPP is a scheme facilitated by the employer but with a contract
between the pension provider and the individual.

Private sector occupational pension scheme membership, particularly in defined
benefit (DB) schemes, has been in long-term decline since the 1960s.
Membership in DB schemes within the private sector has fallen from 4.6 million in
2000 to 2.7 million in 2007, while membership of private sector defined
contribution (DC) schemes has remained relatively constant over the same
period. Private sector membership in contract based DC schemes has, however,
grown from 0.2 million in 1997 to 2.6 million in 2008. This shift in popularity to
contract- based schemes can be explained by employers’ attitudes to these
schemes which they see as less costly to run compared with occupational
pension schemes.2°

Employer attitudes to reform

4.12 Research shows that most employers are supportive of the reforms and that

4.13

4.14

awareness and support is generally stronger amongst larger firms. Views
expressed were more positive in the 2007 survey, than the 2009 survey - which is
likely to reflect the prevailing economic circumstances. With economic recovery
expected before 2012, employers may feel better able to support the reforms by
the time the legislation comes into effect.

Survey evidence collected in 2007 suggests that overall the majority of employers
(58 per cent) across all firm sizes thought the reforms were a good idea, and 70
per cent of all employees worked for these employers.’?” Emerging evidence
from 2009 suggests that 56 per cent of employers believe that these reforms are
a good idea. Those giving the highest levels of support for reform included those
already contributing 3 per cent or over towards pensions provision (77 per cent).
However, 37 per cent believe that they are a bad idea.

DWP recently undertook qualitative research, specifically with small employers, to
understand their likely response to the reforms under different economic
scenarios: economic uncertainty; the beginning of an economic recovery and full
recovery alongside details of the implementation.!?® This clearly showed that
employers’ ability to cope, and therefore attitudes to the reform, are very much
linked to the economic situation of the time. More details of the research are set
out in Annex A.

26 Dobson, C and Horsefield, S, 2009, Defined Contribution pension provision, DWP Research Report

127
128

608

Ibid

Philpin, C, and Thomas, A, 2007, Understanding small employers' likely responses to the workplace

pension reforms: report of a qualitative study, DWP Research Report No. 617
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4.15

4.16

This research also showed a limited awareness of the reforms amongst small and
medium-sized employers, as might be expected at this early stage of the reform
process.}? It also chimes with other research (a 2008 survey commissioned by
PADA) that found a strong link between attitudes to pensions and size of
businesses, with larger organisations more positive about pensions as a way to
save for retirement and as a benefit to staff.

Trends in pension provision, the economic context in which these reforms will be
introduced and attitudes of employers to the reforms will continue to be
monitored. The programme intends to fully evaluate the effects of the reforms
against the policy objective of getting more people to save more for retirement.
The evaluation will also assess the impacts of the reforms on employers, to
evaluate the extent to which the policy objective is met whilst putting minimal
burden on employers and maintaining current good pension provision.

Costs to employers of pension regulations

417

4.18

The duties on employers to automatically enrol jobholders into qualifying
workplace pension arrangements and make minimum contributions will lead to an
increase in aggregate employer contribution and administrative costs. The
pension regulations have been designed to minimise burdens on employers while
ensuring that individual savings are protected and existing pension provision is
maintained. This section sets out analysis and research showing:

e Estimated costs to employers of making minimum contributions required
under the reforms to employees’ pensions will be an estimated £ 3.4 billion (in
2009/10 prices) once reforms are fully implemented.

e Estimated costs to employers of administering the reforms will be an
estimated £443 million in the first year and £130 million in future years (in
2009/10 prices).

e The implementation design means that employers, especially those that are
staged in later, will face lower contribution costs during the implementation
period.

The ability for employers to manage the cost of reform will vary across firms
depending on their specific circumstances. The 2007 Employer Attitude Survey
noted several ways of managing the additional costs of the reforms including:
absorbing the increase through overheads (cited by 28 per cent), increasing
prices (21 per cent), lowering wage increases (14 per cent), or restructuring their
workforce (8 per cent). Smaller employers had similar responses in 2007. A
number of employers (10 per cent) suggested they might encourage their
employees to opt out'*°. As discussed in Chapter 1, the compliance regime will
aim to mitigate this risk.

129 Philpin, C, and Thomas, A, 2007, Understanding small employers' likely responses to the workplace
pension reforms: report of a qualitative study, DWP Research Report No. 617

%% Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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Contribution Costs

4.19

4.20

The reforms will require employers to contribute a minimum of 3 per cent of a
band of qualifying earnings into their employees’ pension. If employers were to
make the minimum employer contribution for all eligible jobholders who do not
opt-out, the value of additional employer contributions would be £3.4 billion*?
once contributions have been fully phased in. This is within a range of £2.5 billion
to £3.9 billion, reflecting employer contribution costs for two groups of eligible
jobholders: those that are newly enrolled into workplace pension schemes with a
3 per cent employer contribution (around 7.5 million individuals who do not opt-
out); and those that receive an increase in contributions from their employer to 3
per cent where they are currently receiving less than the minimum requirement
(ar01113nzd 0.5m individuals). Table 4.1 below presents these estimates by firm
size™"°.

In the Pensions Bill - Impact Assessment (published April 2008), it was estimated
that the minimum additional employer contributions would be approximately £2.5
billion'*3 once contributions are fully phased in. These costs have since been

updated to reflect latest evidence, specifically updated participation estimates and
updated data on earnings.

Central estimate Estimated range Percentage of labour cost
Large firms 1,300 900 - 1,500 0.5%
Medium firms 600 400 -700 0.7%
Small firms 1,100 800 - 1,200 0.9%
Micro firms 400 300 — 500 0.9%
Total costs 3,400 2,500-3,900 0.6%

Source: DWP modelling based on Employers’ Pension Provision Survey 2007, SME statistics 2007,
Annual Survey of Hours and Earnings 2008, DWP Research Reports 546 and 550

Notes: Figures are expressed in 2009/10 earnings and prices and are rounded to the nearest £100 million.
They may not sum due to rounding

4.21

4.22

Box 4.1 gives some illustrative examples of the cost to employers of their
contribution for different types of jobholders.

These costs can be expressed as a percentage increase in total labour costs as
discussed in more detail in Chapter 2.13* Table 4.1 shows that small and micro
employers will face the largest relative increase in labour costs, as these firms are
less likely to have existing pension provision.

131
132

This is presented in 2009/10 earnings terms
Large firms are those with 250 or more employees, medium firms are those with between 50 and 249

employees, small firms are those with between 5 and 49 employees, and micro firms are those with
between 1 and 4 employees

133
134

This is presented in 2007/8 earnings terms
Labour costs refer to wages and salaries paid to employees and social security contributions
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4.23 Table 4.2 below shows what might happen to employer contribution costs over
time if they increase in line with earnings growth. This implicitly assumes that the
qualifying earnings band is up-rated in line with earnings growth. These estimates
are used in the cost-benefit analysis that appears in the summary.

2020 2030 2040 2050

Employer Contributions 3.9 4.8 5.8 71

Source: DWP modelling
Notes: Costs are expressed in 2009/10 price and are rounded to the nearest £100 million

4.24 ltis difficult to predict how employers will respond to the minimum contributions,
and therefore the estimates above assume they contribute the minimum.

However, some employers:

e May choose to contribute more than the minimum requirement, recognising
contributions to a pension scheme as a useful recruitment and retention tool.
Where employers choose to make contributions above the minimum level
required, it can be assumed that these employers anticipate a benefit from the
additional contributions that outweighs the costs of making them; whilst others

e May wish to offset part of the increased cost of contributions by reducing their
current contribution rate.

4.25 Latest evidence on employer attitudes from 2009 suggests that 94 per cent of
employers who are already making contributions of 3 per cent or more do not
plan to reduce their contributions for their existing scheme members once the
reforms are implemented, albeit around one in five said that they might reduce

contributions for new employees®>>.

35 A summary of findings from the Employer Attitudes Survey 2009 is available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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Box 4.1 lllustrative examples of the contribution costs for different individuals
Example 1

Fiona is aged 27 and earns £37,000 per year working in a recruitment consultancy company. Fiona’s
employer will be required to automatically enrol her into a workplace pension and make a minimum
contribution equal to at least 3% of her earnings between £5,035 and £33,540. This is 3% of
£28,505 which equates to £855 per year or £71 per month. In the first transitional period, when
Fiona’s employer is required to pay 1% this would be £285 per year or £24 per month. In the second
transitional period, when her employer is required to pay 2% this would be £570 per year or £48 per
month.

Example 2

Peter is aged 42 and earns £13,000 per year working part-time for a charity. His employer will be
required to automatically enrol him into a workplace pension and make a minimum contribution equal
to at least 3% of his earnings between £5,035 and £33,540. This is 3% of £7,965 which equates to
£239 per year or £20 per month. In the first transitional period, when Peter's employer is required to
pay 1% this would be £80 per year or £7 per month. In the second transitional period, when his
employer is required to pay 2% this would be £160 per year or £13 per month.

Example 3

Julie is 59 and works for a publishing house where she earns £45,000 per year. Julie is already a
member of her employers qualifying workplace pension scheme and her total pension contribution is
above 8%, of which 3% is from her employer. As Julie is already an active member of her
employer’s qualifying workplace pension scheme and receives the minimum employer contribution,
Julie can remain in the scheme and her employer is not required to automatically enrol her into
another scheme or make any extra contributions.

Administrative costs

4.26 This Impact Assessment presents the latest estimates of the administrative costs

to employers of complying with the pension regulations. This brings together the
costs estimated for the consultations on draft regulations136 on a consistent basis.

4.27 The fundamental concept and unit of measurement is a normally efficient

business. In estimating these costs for Impact Assessment purposes, it is
therefore assumed that all employers comply with the regulations. Any additional
costs incurred by employers as a result of non-compliance or failure to comply
with the duties have not been included.*3’

Administrative processes

4.28 Our estimate of the employer administrative costs takes into account the range of

processes and functions that employers will need to perform to fulfil their legal
obligations. These can be categorised into four discrete processes:

Process 1: preparing for start-up which includes:

¢ Investigating whether existing schemes meet the quality criteria;

e Decision makers meeting to discuss changes to business strategy due to the
reforms;

136

137

Impact Assessment of Pensions (Automatic Enrolment) Regulations 2009 and Impact Assessment of
Workplace Pension Reform (Completing the Picture) Regulations 2010
For a description of the Standard cost model see: http://www.berr.gov.uk/files/file44503.pdf
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4.29

Making an arrangement with a pension scheme so that employees can be
enrolled from the automatic enrolment date;

Adapting or purchasing in-house or internal payment systems;
Training staff to carry out the administrative processes; and

Communicating with all employees about the firm’s response to the reforms.

Process 2: registration which includes:

Receiving written confirmation from TPR about the firm’s automatic enrolment
date twelve and three months before that date;

Registering for the PAYE service with the Government Gateway if payroll is
outsourced,;

Registering with TPR each PAYE scheme, giving details of the pension
scheme(s) used to comply with the duties; and

Re-registering once every three years, verifying the details of the pension
scheme(s) being used.

Process 3: enrolment activity which includes:

Providing information to existing members of qualifying schemes;

Providing information to jobholders whose automatic enrolment is being
postponed;

Enrolling eligible jobholders, providing them with the required information and
providing their details to the pension scheme;

Dealing with opt-outs and refunding any contributions deducted by the
employer before the opt-out form was received; and

Providing information to jobholders not eligible for automatic enrolment and
workers without qualifying earnings about their right to opt-in to pensions
saving.

Process 4: collection and administration which includes:

The calculation and collection of contributions from employees pay with effect
from day one;

Payment of contributions to the pension scheme;
Dealing with queries about deductions; and

Processing requests to cease pension saving.

The regulations do not require employers to seek external advice on how to
implement the reforms. This cost has not therefore been included in the
administrative cost estimates. We will be seeking to minimise the need for
external advice:

Information and support will be provided to employers before and during the
implementation of the reform as discussed in Chapter 1.
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4.30

e The delivery bodies will also help and support employers during the
implementation of the reforms. TPR is planning to write to each employer 12
months and 3 months before the reforms are introduced, outlining their duties.

e The administrative processes of the personal accounts scheme will be tested
with employers who join voluntarily in advance of the introduction of the
reforms. This will help to minimise burdens and smooth out the processes for
employers.

Nevertheless, employers may choose to seek advice from external bodies on how
to implement the reforms — and it can be assumed that these employers
anticipate a benefit from this advice that outweighs the costs. In 2008, 84 per cent
of employers said that they are likely to seek advice. Smaller firms are more likely
to consult external accountants (66 per cent), whereas larger firms are more likely
to consult pension consultants, lawyers/legal advisors or actuaries.!>®

Administrative cost estimates

4.31

4.32

4.33

Each of the processes involves a number of tasks which the firm will need to
carry out. The cost of each will depend on:

e The time taken to carry out the task;

e The person carrying out the task and their effective wage per hour, or the cost
of outsourcing the task to a specialist organisation; and

e The number of eligible workers.

Table 4.3 shows our updated estimates of total administrative costs to all firms,
whether they automatically enrol jobholders into the personal accounts scheme or
use an alternative qualifying scheme. The overall costs are lower for large firms,
even though costs per firm are higher as there are fewer large firms (around
7,000 compared with 804,000 micro firms).

More detail about the changes to the cost estimates from previous Impact
Assessments can be found in Annex G. Table 4.4 shows a breakdown of the
total costs shown in Table 4.3 into lower level processes as described in 4.29
above.

Admin burden estimates

4.34

The ongoing annual administrative burden of these regulations is estimated to be
£99 million. The administrative burden is a subset of the administrative costs and
only includes those parts of the process which impose an information obligation
on business. An information obligation is a regulation that requires a business to
provide and submit information to the Government or to third parties such as
employees and pension schemes.

%8 Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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+

Year 1 cost Ongoing cost in future years
Large firms 82 13
Medium firms 50 10
Small firms 138 41
Micro Firms 173 66
Total Costs 443 130

Source: DWP modelling

Notes: Figures are expressed in 2009/10 earnings and prices and may not sum due to rounding

Cost in year 1 includes one-off costs and the ongoing costs for that year

T Costs of re-enrolment and re-registration which only occur once every three years have been divided by
three

4.35 Compared with the Pensions Bill Impact Assessment published in April 2008, the
latest estimates of the year one costs and the ongoing annual costs have both
increased. This reflects improvements in how the costs have been modelled
based on a better understanding of the detailed processes that employers will be
required to complete rather than additional requirements as a result of changing
policy. The most significant changes result from:

e More detailed understanding of the automatic enrolment process, including
the process for opting-out;

e More robust estimates of the number of individuals eligible for automatic
enrolment and where they are likely to be enrolled;

e More robust estimates of the number of individuals who, though not eligible for
automatic enrolment, are required to be provided with some information and
may opt—in; and

e Updated wage estimates from the Annual Survey of Hours and Earnings
2008.

3% The compliance cost of each employer registering with TPR is included in these cost estimates.
However, a small number of compliant employers may have further dealings with the regulator, for
example if they are selected for investigation on the basis of a risk profile determined by employer
characteristics. The administration cost of this additional contact with the Regulator is not included in
our cost estimates as it is not possible to estimate how many compliant employers will be affected.
The costs to employers will depend on how the Regulator chooses to exercise its discretionary
powers. Any requirement to provide information under the record-keeping powers should not impose
additional burdens to employers as the Regulator may only require records and is not able to specify
the format in which they are provided
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Year 1 Cost Ongoing Annual

(Em) Cost (Em)

Process 1: Prepare for start-up £239.9 £10.1
Investigating whether existing schemes meet the quality criteria. 15.2 -
Decision makers meeting to discuss changes to business strategy 21 4 )
due to the reforms. )
Making an arrangement with a pension scheme so that employees

. 19.2 1.9
can be enrolled from the automatic enrolment date.
Adapting or purchasing in-house or internal payment systems. 457 -
Training staff to carry out the administrative processes. 83.2 8.2
Communicating with all employees about the firm’s response to the 552 )
reforms. )
Process 2: Registration £16.4m £2.4m

Receiving written confirmation from TPR about the firm’s automatic
enrolment date (twelve and three months before that date at 5.3 0.3
implementation.

Registering for the PAYE service with the Government Gateway if

g 29 -

payroll is outsourced.
Registering with TPR each PAYE scheme giving details of the

; . ; 8.2 0.8
pension scheme(s) used to comply with the duties.
Re-registering once every three years, verifying the details of the ) 14
pension scheme(s) being used. )
Process 3: Enrolment activity £90.4 £21.2
Providing information to existing members of qualifying schemes. 14.8 -
Providing information to jobholders whose automatic enrolment is 10 0.2

being postponed.

Providing information to jobholders not eligible for automatic
enrolment and workers without qualifying earnings about their right 10.45 1.9
to opt-in to pension saving.

Enrolling eligible jobholders, providing them with the required

information and providing their details to the pension scheme. 502 10.8
Dealing with opt-outs and refunding any contributions deducted by 14.1 29
the employer before the opt-out form was received. ) )
Automatic re-enrolment, including opt-outs and refunds. - 5.4
Process 4: Collection and Administration £96.3 £96.3
The calculation and collection of contributions from employees pay. 69.5 69.5
Payment of contributions to the pension scheme. 24.2 24.2
Dealing with queries about deductions and processing requests to 25 25

cease pension saving.
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Understanding costs better: choice of scheme

4.36

4.37

4.38

4.39

The administrative cost to employers estimated above will also depend on the
way they choose to fulfil the new duties. This could be via an existing qualifying
scheme or a new one, which could include the personal accounts scheme.

Within the aggregate figures presented above, we estimate that those employers
who choose to fulfil their new duties by amending the rules of their existing
scheme will have lower administrative costs than those setting up a new
qualifying scheme. This is because the majority of employers setting up a new
scheme will not benefit from having pre-existing systems and experience of
dealing with pension contributions. The majority of those setting up a new
scheme, over 1 million firms, are expected to use the personal accounts scheme.
Based on responses to the Employer Decision Making (EDM)!*° research, it is
expected that between 40 and 55 per cent of all those newly enrolled into a
workplace pension will be enrolled into the personal accounts scheme. This is
reflected in the participation estimates discussed in Annex F.

Before an existing occupational scheme can be used for automatic enrolment, the
trustees and the sponsoring employer will need to review the current scheme
rules to determine whether the qualifying criteria are met. Trustees will have a
power to enable them to change scheme rules to allow for automatic enrolment. If
the scheme meets the qualifying criteria the employer can then automatically
enrol their eligible jobholders into the existing scheme. If not, then the trustees
and the employer will need to agree to change the rules of the scheme or to
automatically enrol their eligible jobholders into an alternative qualifying scheme.

DWP has estimated the cost of reviewing the rules and making the required
changes to all open occupation schemes to be £70 million in the run up to the
reforms. This is approximately £21 per scheme member.

Understanding costs better: size of firms

4.40

Table 4.5 shows the number of firms of each size and an average cost per firm of
these regulations. This demonstrates that the average cost per firm is greatest for
largest firms and lowest for micro firms. These per firm costs are dependent on
the number of employees and by definition large employers have at least two
hundred and fifty employees while micro employers have fewer than five
employees.

140

The Employer Decision Making Survey, was commissioned by PADA and carried out between

December 2008 and January 2009

68



Pensions Regulations Impact Assessment

i Costin Year 1 Ongoing cost in future years
Number of firms

(£) (£)
Large firms 7,000 12,000 1,900
Medium firms 28,000 1,800 400
Small firms 386,000 400 100
Micro firms 804,000 200 100
All firms 1,224,000* 400" 100"

Source: DWP modelling

Notes: Figures are expressed in 2009/10 earnings and prices

Figures less than £100 are rounded to the nearest £10, £5, or £1 as appropriate and may not sum due to
rounding

*Total number of projected firms in 2012

Taverage administrative cost

4.41 Table 4.6 shows that the average administrative cost per employee is estimated
to be lowest for larger firms and highest for micro firms. This reflects the fact that
small firms are more likely to have to set up a new scheme and on average have
lower participation rates in existing schemes and so will need to enrol a larger
proportion of their workforce into a pension scheme. Larger firms are also able to
spread the fixed costs associated with these regulations across a greater number
of employees, as well as benefiting from economies of scale.

Number of Cost in Year 1 Ongoing cost in future years
automatic
enrolments (£) (£)

Large firms 4,379,000 20 3

Medium firms 1,784,000 30 6

Small firms 3,257,000 50 15

Micro firms 1,518,000 130 50

All firms 10,939,000* 40" 157

Source: DWP modelling.

Notes: Figures are expressed in 2009/10 earnings and prices

Figures less than £100 are rounded to the nearest £10, £5, or £1 as appropriate and may not may not
sum due to rounding

*Total number of employees

+average administrative cost

4.42 The estimated costs of these regulations appear to affect small and micro firms
the most (Table 4.3). It appears this way because there are so many more small
and micro firms compared with large and medium employers. Small firms have a
lower number of employees over which to spread the fixed costs of a pension
scheme and are less likely to have existing pension arrangements in place. Box
4.2 gives illustrative examples of administrative costs for individual firms.

69



Pensions Regulations Impact Assessment

Box 4.2 lllustrative examples of the administrative costs to firms
Example 1

A large firm with two PAYE schemes employs 500 individuals in total, all of whom are over 22 and
have qualifying earnings. Two hundred of the employees are already members of the firm’s
qualifying pension scheme and the employer will be required to notify them as such. The remaining
300 individuals will have to be automatically enrolled into a qualifying workplace pension scheme,
and in this example we assume that around a quarter decide to opt-out of pension saving. If the
employer opts to set up a new scheme for these individuals then the estimated first year cost of
administering the reforms will be £6,600. If the employer elects to automatically enrol the remaining
individuals into their existing qualifying scheme then the first year cost is estimated to be £5,600.
Assuming the 225 individuals who decide to stay in the pension scheme have average qualifying
earnings of £15,000, the steady state employer contributions (at 3%) would be £101,250 per year.

Example 2

A medium-sized firm with one PAYE scheme employs 100 individuals in total, all of whom are over
22 and have qualifying earnings. Fifty of the employees are already members of the firm’s qualifying
pension scheme and the employer will be required to notify them as such. The remaining 50
individuals will have to be automatically enrolled into a qualifying workplace pension scheme, and in
this example we assume that around a quarter decide to opt out of pension saving. If the employer
opts to set up a new scheme for these individuals then the estimated first year cost will be £2,600. If
the employer elects to automatically enrol the remaining individuals into their existing qualifying
scheme then the first year cost is estimated to be £2,000. Assuming the 35 individuals who decide to
stay in the pension scheme have average qualifying earnings of £15,000, the steady state employer
contributions (at 3%) would be £11,250 per year.

Example 3

A small firm with one PAYE scheme employs 20 individuals in total, all of whom are over 22 and
have qualifying earnings. The firm offers a stakeholder pension with no employer contribution, but
none of the employees have elected to join. All 20 individuals will have to be automatically enrolled
into a qualifying workplace pension scheme, and in this example we assume that around a quarter
decide to opt-out of pension saving. The employer is assumed to set up a new scheme for these
individuals and the first year cost is estimated to be £700. Assuming the 15 individuals who decide to
stay in the pension scheme have average qualifying earnings of £15,000, the steady state employer
contributions (at 3%) would be £6,750 per year.

Example 4

A micro firm with one PAYE scheme employs 4 individuals in total, all of whom are over 22 and have
qualifying earnings. The firm currently offers no pension. All 4 individuals will have to be
automatically enrolled into a qualifying workplace pension scheme, and in this example we assume
that around a quarter decide to opt out of pension saving. The employer is assumed to set up a new
scheme for these individuals and the first year administrative cost is estimated to be £400. Assuming
the 3 individuals who decide to stay in the pension scheme have average qualifying earnings of
£15,000, the steady state employer contributions (at 3%) would be £1,350 per year.

Regulations to minimise burdens on employers

4.43 The regulations contain a number of measures to help employers adjust to the
new requirements being placed on them:
e A commitment to phasing in both employer and jobholder contributions;
e Straightforward qualifying tests for existing schemes;

e Allowing employers offering higher contribution schemes to operate
postponement periods; and

e A proportionate but effective compliance regime.
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Implementation design

4.44 The workplace pension reform duties set out in the Pensions Act 2008 are due to
come into force from October 2012. The key elements of the implementation
design are shown in Figure 4.2.

Figure 4.2 Staged approach and DB and DC transitional arrangements
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4.45 The key elements are that:
e Employers are staged in by size - from largest to smallest.

e Employers will be able to phase in their contributions under the transitional
arrangements specified in the Pensions Act 2008. The length of the
transitional periods is prescribed in the Employers’ Duties (Implementation)
Regulations. For DC schemes, this simply means that employers will not pay
the full contribution immediately; instead, employers will pay 1 per cent of the
jobholder's qualifying earnings until October 2016 followed by a year at 2 per
cent, before moving to 3 per cent in October 2017.

e There are transitional arrangements for those employers using DB and hybrid
schemes'*'. Employers offering such schemes will be able to delay automatic
enrolment until October 2016 for those jobholders who have previously
chosen to opt-out.

WA hybrid scheme is an occupational pension scheme that has characteristics of both DB and DC

schemes
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e A small test group of randomly selected small and micro employers will be
brought into duties ahead of other similar sized firms. This is to enable the
delivery bodies to understand the responses of small and micro employers,
and to adjust their communications and the compliance regime to best meet
their needs.

4.46 Table 4.7 illustrates the combined impact of a staged approach and transitional
arrangements on the contribution costs employers face under the duties. The
latest estimate of minimum employer contributions is £3.4 billion once the reforms
have been fully phased in. Employers will have to pay less in contributions during
the implementation approach than they will in steady state.

4.47 Small and micro firms in particular benefit from this approach as they are brought

under the duties later on in the process and have lower contribution costs over
the implementation period as a result.

2012/13  2013/14  2014/15  2015/16  2016/17  2017/18  2018/19

Large firms
(250 or more 20 300 440 440 660 1090 1310
employees)
Medium firms
(50-249 0 0 170 200 310 510 610
employees)
Small firms

0 0 20 150 520 900 1080
(5-49 employees)
Micro firms

0 0 10 50 200 360 430
(1-4 employees)
Total costs 20 300 630 840 1680 2860 3430

Source: DWP modelling
Notes: Figures are expressed in 2009/10 earnings and prices; Figures are rounded to the nearest £10
million and may not sum due to rounding

4.48 A staged approach can affect the ability of employers to compete with each other
in the short-term as some employers will face the cost of administering the
reforms and contributing to their employees’ pensions sooner than employers
staged later. The extent to which implementation affects employers’ ability to
compete will depend on:

e How employers choose to cope with the reforms: For instance, if employers
cope with the cost of the reforms by increasing prices then they will
experience a price differential from competitors who are staged in later.
Research on how employers may cope with the reforms is discussed in 4.17
and 4.18 above.

e Level of competition between firms staged at different times: It is difficult to
estimate the difference in staging time between employers that actively
compete with each other. The level of competition between employers of the
same size is likely to be stronger when they dominate certain sectors such as
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construction, when the level of demand in a particular geographical area
imposes a practical limit on the size of the firm. Between employers of
different sizes, large firms will potentially be disadvantaged by the staged
approach, as they bear the costs of administering the reform sooner than
smaller firms who will be staged in later. However, as shown in Figure 4.1
employees working in large firms are more likely to be in pension schemes
already, and receiving relatively generous employer contributions, compared
with those working for smaller sized firms.

449 Table 4.8 shows the estimated average additional contribution costs per firm
during the staging period for different firm sizes. It can be used to quantify the
competition impact between firms. The longer the difference in staging between
firms that actively compete with each other, the greater the difference in the
contribution costs they face. For instance, a large firm staged in 12 months before
another large firm that it actively competes with will face approximately £64,000
more in contribution costs than the firm that is staged later.1*2

Average additional contribution costs by firm size (£
monthly)
Large firms (250 + employees) 5,340
Medium firms (50-249 employees) 615
Small firms (5-49 employees) 80
Micro firms (1-4 employers) 15

Source: DWP modelling
Notes: Figures are expressed in 2009/10 earnings and prices and are rounded to the nearest £5

450 The phasing of employer contributions moderates the potential impact on
competition. All employers pay 1 per cent contributions during the first transitional
period. Gradually introducing contributions in this way limits the potential impact
that the implementation profile can have on competition between employers. If
employers moved to a different level of contribution before all employers had
been staged in, the difference in contribution costs between employers staged
later compared with those staged in earlier would increase.

Quality requirements for qualifying schemes

4.51 The quality requirements for qualifying schemes have been designed to enable
employers to use a range of qualifying schemes to meet their duties, including
existing provision.!** The requirements for DC schemes should assist employers
who wish to continue using their existing scheme and provide a straightforward
test for those employers providing pension provision for the first time.

2 This is the cost of 12 months of additional contribution costs for large firms based on a £ 5,340

monthly cost shown in Table 4.8
These requirements are discussed in detail in the Government Response to the second set of pension
regulations

143
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4.52

4.53

Employers can determine whether their DB scheme meets quality requirements in
straightforward cases, whereas an actuary (by making projections and
assumptions about earnings growth and other related factors) would be likely to
make the determination in more complex cases. The costs are included in the
estimates presented in Table 4.3.

Allowing non-UK schemes to be used by employers to fulfil their duties helps to
minimise burdens on employers by encouraging them to maintain existing non-
UK based provision in relation to jobholders who are already members of a non-
UK scheme when the reforms are implemented.

Postponement periods

4.54

4.55

The regulations describing when employers are able to use postponement
periods are discussed in Appendix 1. Employers that choose to use
postponement periods will save costs:

e Contribution costs associated with enrolling employees into the pension
scheme when employees leave in the first three months;

e Some contribution costs when employees leave in the first six months; and

e Even where employees remain for the duration of the first six months,
employers are able to defer administrative costs and each of the first three
month’s contributions which should improve cash flow.

Research with employers on the detail of these regulations found that most
employers already offering high quality pension provision thought that the
postponement option was a good idea and most expressed a desire to take
advantage of it.1**

Compliance regime

4.56

The compliance regime aims to ensure a level playing field. It is important for
firms to know that contributions are expected from their competitors. For
employers who do not comply, there will be a proportionate, risk-based
compliance regime in place. This regime complies with Hampton principles and
will focus on supporting and enabling employers to comply, but also allows
necessary enforcement action to be taken.#”

" Wood, A, Robertson, M and Wintersgill, D, 2010, Pension reforms Batch 2 consultation: Qualitative
research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/

145

The Hampton Review set out key principles that should be consistently applied throughout the

regulatory system with a view to reducing unnecessary administration for businesses without
compromising the UK's regulatory regime. For more information see
http://www.berr.gov.uk/whatwedo/bre/inspection-enforcement/assessing-regulatory-
system/page44042.html
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Chapter 5: Impact on Pension Industry

Background

5.1. The UK has a mature and extensive pensions market but it does not work well for
low and moderate earners or those working for small firms.

5.2. Demand for pension products is low for reasons discussed in Chapter 1 and
Chapter 3. Low demand for pension products affects how the pension market
works. As individuals are reluctant to engage in pension saving, pension
providers have to actively persuade people of the need to save on an individual
basis, often through intermediaries. The complexity of pension products means
that individuals find it difficult to make well-informed choices leaving them in a
vulnerable position. Together, these issues make selling a pension expensive for
providers. This problem is exacerbated when employers are small because
providers are unable to spread costs across a large number of employees. The
Pensions Commission estimated that the cost of setting up a pension scheme will
generally exceed the returns to providers when dealing with firms of 20

employees or fewer.4®

5.3. The nature of demand for pension products means there is less pressure on
suppliers to reduce prices or improve services. This is because of particular
features of pension products which mean that they cannot be experienced
immediately or frequently (see Box 5.1).

Box 5.1 Demand-side pressures in the pensions market

In markets where competition takes place, providers of services that deliver a better performance in
terms of price and quality win a greater share of customers. This process is known as market
competition and is driven by demand-side pressure. This benefits consumers because it puts pressure
on providers of services to produce higher quality products and to reduce prices.

In the pensions market the demand-side pressure for pension products is weak. Therefore, there is
less pressure on suppliers to reduce prices or improve their services. This can be attributed to the
complexity of pension products. However, not all complex products are associated with weak demand.
For example, automobile or mobile phone contracts are complex products yet their markets exhibit
strong downward consumer pressure on prices. The reason pension products in particular are
associated with weak demand is that (unlike automobile or telephones), pension products cannot be
experienced immediately or frequently. Where there is consumer power through regular repeat
purchasing, customers dissatisfied with product quality or value for money can quickly switch to
another brand. However, individual consumers of pensions cannot gain experience of the product in
this way.

Source: Sandler Report, 2002. Available at: http://www.hm-treasury.gov.uk/

5.4. This chapter covers four key areas:

e The current pension landscape, including trends in membership in pension
schemes, rates of employer contributions to pension saving and charge levels.

e Demand for pension provision post-reform.

%8 The Pensions Commission,2005, A New Pension Settlement for the Twenty-First Century: The

Second Report of the Pensions Commission

75



Pensions Regulations Impact Assessment

Supply of pension provision post-reform, both from existing pension providers
and the personal accounts scheme.

The impact of workplace pension reforms on the pensions market in terms of
the range of pension products available to customers and the price they pay.

Current Pensions landscape

Background

5.5.

5.6.

Pension provision is currently voluntary and employers mostly offer either an
occupational or workplace pension.

Occupational pension schemes are set up by the employer and run by a board
of trustees. Occupational schemes can be either defined benefit (DB) or
defined contribution (DC) schemes or a hybrid of the two.

Workplace Personal Pensions (WPPs) are facilitated by the employer but the
pension itself is a contract between the individual and the pension scheme.
WPPs can only be DC, but come in three common types: Group Personal
Pensions (GPPs), Group Stakeholder Pensions (SHPs) and Group Self-
invested Personal Pensions (Group SIPPs).

Figure 5.1 shows categories of private pension according to their legal status,
type of benefit and whether they are facilitated by employers or not. The pension
reforms under discussion are concerned with employer sponsored provision.

Figure 5.1: Categories of private pension

! DB ! DC | DC ! DC |
| occupational | occupational | contract-based | contract-based |
| | I (employer- 1 (individual)
! ! ' sponsored) ! !
—————————— 44—t - - —_ - ] —_ — — — — = — — ]
| | : |
Legal structure ! Occupational (trust-based) : Personal (contract-based) :
—————————— - —— = - = — — e — — — — | — — — — — — — —
Benefit type : Defined benefit : Defined contribution :
__________ Y |
| ' | |
Facilitation ! Employer sponsored i Notemployer
I I sponsored |
—————————— /- -------"—-"""*++--"--"-"-"-""-"—-""-"\|-""—-"""-"—-"—-"—"~—"—"="|—-"—"—"—"———— — -
Source: PwC, revised from Pensions Commission, 2004, Pensions: challenges and choices:
the first report of the Pensions Commission.
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5.7. Pension provision in the UK is facilitated by three types of financial organisations:

e Employers can rely on different sources of advice, such as Independent
Financial Advisers (IFAs) or employee benefit consultants to choose the most
appropriate pension provider and pension scheme™’.

e Pension providers design, set up and administer pension schemes on behalf
of the members in the case of Workplace Personal Pensions, or on behalf of
the board of trustees in the case of occupational schemes.

e DC pension schemes offer members a number of funds in which to invest.
Fund managers are responsible for making and implementing investment
decisions on behalf of members.

Membership

5.8. Scheme membership is determined by the extent to which employers offer
access to pension schemes and the degree to which employees select the
schemes offered. Of active members in the private sector in 2007 (Figure 5.2),
around 30 per cent were saving in a DB scheme and more than half (51 per cent)
were saving in a trust based occupational DB, DC or hybrid scheme. Around 50
per cent were saving in a contract based DC scheme (GPP, PP or SHP).148

Figure 5.2 Membership in private pension scheme

35

%of active members

Hybrid SHP

Occupational Types of pengion schemes Contract Based

Source: EPP 2007

7 Employers may choose to seek advice from external bodies on how to implement the reforms, with

84% of employers saying they are likely to do so. Smaller firms are more likely to consult external
accountants (66%), whereas larger firms are more likely to consult pension consultants, lawyers/legal
advisors or actuaries. Source: Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers
attitudes and likely reactions to the workplace pension reforms 2007: Report of a quantitative survey,
DWP Research Report No. 546

148 Forth, J and Stokes, L, 2008, Employers’ Pension Provision Survey 2007, DWP Research Report No.
545

;
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5.9. A couple of trends are apparent:

Membership of employer-sponsored DB schemes is in long-term decline
and this trend is only partially offset by rising DC scheme membership.
This trend has accelerated in recent years. There is no one data source which
gives a definitive picture of the latest developments. This trend can be
illustrated in the shift in membership from DC to DB schemes shown in the
Occupational Pension Scheme Survey (OPSS) - shown in Figure 5.3. The
schemes referred to are those still accepting contributions from members
(both open and closed schemes and schemes closed to new members) and
all public sector schemes are defined benefit schemes.

Figure 5.3 Scheme membership in trust based occupational provision

E
:

12m

10m

Open & closed schemes

m 2000 m 2008

Source: OPSS, 2000, 2008

Contract based schemes are replacing occupational schemes. Employers
tend to prefer contract-based pensions schemes because they are typically
less costly, have less administrative burden and imply less responsibility for
the employer.149 Most employer sponsored DC membership is contract-based
(60 percent) rather than occupational (40 percent).**°

Contributions

5.10. Currently, employers can select the level of contribution they pay. Average
employer contributions to DC schemes are lower than for DB schemes - the

' Dobson, C and Horsefield, S, 2009, Defined Contribution pension provision, DWP Research Report
608 and Wood ,A, Leston, J and Robertson, M, 2009, Current practices in the workplace pensions
market: Qualitative research with pension providers and intermediaries, DWP Research Report No.

591

Dobson, C and Horsefield, S, 2009, Defined Contribution pension provision, DWP Research Report

608 and Wood, A, Leston, J and Robertson, M, 2009, Current practices in the workplace pensions
market: Qualitative research with pension providers and intermediaries, DWP Research Report No.

591
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5.11.

Occupational Pension Schemes 2008 Annual Report151 reports average

contribution rates of over 20 per cent of employees’ salaries in DB schemes
compared to 9 per cent in DC schemes. However, a direct comparison between
DB and DC contribution rates is difficult - because DB contribution rates can be
different from the value of pension rights being accrued and from the rates
required to fund the pension promise over the long-term.

Declining employer contributions has been partly offset by an increase in
contributions by employees to both employer sponsored pension schemes and
personal pension schemes.

Charge levels and provider profitability

5.12.

5.13.

5.14.

The level of charges paid by members affects the level of pension saving they
enjoy in retirement. At present, charges in workplace pensions vary widely
depending on characteristics of the employer, employees and features of the
scheme or scheme type, but are generally lower than or equal to the stakeholder
charging cap.

As such, Stakeholder Pensions (introduced in 2001) have an annual
management charge of no more than one and a half per cent for the first ten
years and then 1 per cent thereafter. Evidence suggests this cap on charges in
stakeholder pensions placed downward pressure on charges in other types of
pension schemes, in particular Group Personal Pension schemes. Typical annual
management charge levels for workplace pension schemes in a 2009 survey
were between 0.4 and 0.6 percent where the intermediary charged no commission
and between 0.8 per cent and 1.0 per cent where commission was charged.*>?

The same survey found that pension providers and intermediaries concentrated
market activity at the profitable segments of the pensions market. These
segments are characterised by employers with high salary and contribution
levels, high participation levels, low staff turnover and a high-degree of
commitment to employee pension provision, including a willingness to pay for
intermediary advice via fees.

Impact of reform on demand for pension provision

5.15.

The introduction of workplace pension reforms will increase the demand for
pension products. Pension providers anticipate this increase. A qualitative survey
carried out by DWP with pension providers and intermediaries, into the potential

1 OPSS (2008) Annual Report. Available at:
http://www.statistics.gov.uk/downloads/theme population/Occ-Pension-

2008/OPSS Annual Report 2008.pdf

152

Wood, A, Leston, J and Robertson, M, 2009, Current practices in the workplace pensions market:

Qualitative research with pension providers and intermediaries, DWP Research Report No. 591. To
note also that DWP has commissioned a large scale quantitative survey exploring the charging levels
and structures of money-purchase pension schemes across the UK market which will be published in
early spring 2010. This research comprises of interviews with administrators of occupational pension
schemes as well as responses from a self completion questionnaire given to providers of contract-
based workplace personal pensions. The survey covers a wide range of different types of charges
including overall, ad-hoc and additional charges
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5.16.

5.17.

response of industry to the reforms, found there was general agreement that the
reforms, specifically automatic enrolment with minimum employer contribution,
would increase the proportion of the population saving for retirement.'

Analysis by DWP, discussed in Chapter 4 shows that out of the 1.3 million
employers in the private and not-for-profit sectors approximately:

e 750,000 employers currently offer no workplace pension provision154 and will
therefore need additional pension provision to comply with their duties under
the Pensions Act, 2008; and

e 280,000 employers offer some provision but make less than a 3 per cent
employer contribution and will need to increase pension contributions.

This means a substantial increase in pension membership. As discussed in
Chapter 3, 10 to 11 million people will be eligible for automatic enrolment into a
workplace pension. After accounting for opt-out we expect this to result in around
5 to 9 million people newly saving or saving more in all forms of workplace
pensions.>>

Impact of reform on the supply of pension provision

5.18.

The pensions market will need to expand to accommodate the increased demand
for pension products. Existing providers will increase supply of pension provision
in line with their profit maximising objectives. The reforms will also introduce the
personal accounts scheme into the pensions market which will be a low-cost
option designed to complement existing pension provision.

Impact of reforms on existing Pension Providers

5.19.

5.20.

The regulations have been designed to support existing pension provision and to
ensure that the reforms strengthen the pensions market, building on the good
pension provision that is already in place. For example, employers currently
providing schemes with high employer contributions are encouraged to maintain
these schemes through postponement regulations which allow employers to
postpone the automatic enrolment of jobholders into such schemes and save
costs. The detail of these regulations is contained in Appendix 1.

The reforms will have an effect on provider profitability. Providers will increase
supply of pension products in line with these effects and their profit maximising
objectives.

Wood, A, Leston, J, and Robertson, M, 2009, Pension industry responses to the workplace pension

reforms: Qualitative research with pension providers and intermediaries, DWP Research Report No.

592

154
155

This includes those employers that offer access to only a shell stakeholder scheme
See Annex F for an explanation of the participation estimates presented in this impact assessment
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Impact on provider profitability

5.21.

5.22.

Reforms to workplace pensions will impact on provider profitability in three main
ways. They will affect the:

e the cost of provision going forward;
e levels and rates of contributions being made; and

¢ levels that pension providers are able to charge.

Profitability of pension providers may be affected differently during the
implementation of the reforms. The staged approach will allow the pension
industry time to prepare their systems and processes for the expansion in
pension provision. However, the implementation approach, in particular the
phasing in of contributions, can limit short-term profitability for the pension
industry. This is because returns to a scheme during the implementation period
will be lower than if employers and employees were required to make the full 8
per cent contribution from their automatic enrolment date.

Costs to pension providers post reform

5.23.

5.24.

The main sources of evidence on how the costs faced by providers will change
after the introduction of the reforms is a survey and modelling exercise carried out
by CRA on behalf of the DWP.'*® Information was collected on:

e The set up cost per scheme;

e The set up cost per member;

e The ongoing annual cost per scheme;

e The ongoing annual cost per contributing member;

e The ongoing annual cost per non contributing member;
e The initial cost of providing advice;

e The ongoing annual cost of providing advice; and

e The annual fund management cost.

The high level results of the survey indicate that providers expect the ongoing
costs of pension provision pre and post reform to be broadly the same. Costs that
providers expect to decrease as a result of the reform include the cost of
providing advice to employees (by up to 50 per cent) as they will no longer have
to be actively persuaded of the merits of the scheme in order to opt-in. Costs
identified by providers that are likely to increase as a result of the reforms are
employees opting out of pension saving after they have been automatically
enrolled. As a result of the automatic enrolment process, many employees will
have to be entered onto the providers systems and then removed, without any
pension contributions being received by the provider.

% Malcolm, K, Wilsdon, T and Xie, C, 2009, Workplace Pension Market Model, DWP working paper 74
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5.25.

In addition to those costs identified in the survey, pension providers can face
additional costs of making changes to their IT systems and administrative
processes in order to provide scheme reference numbers to employers and
ensure they are keeping required records, including records relating to jobholders
who were automatically enrolled but subsequently opted-out. Pension providers
can also face costs of providing information to the Pension Regulator. The
regulations have been designed to keep burdens on pension schemes to a
minimum by keeping requirements as close to what is currently normal industry
practice as possible.

Contribution levels

5.26.

5.27.

DWP’s principal estimate is that a policy of automatic enrolment and mandatory
contributions from individuals and employers will generate pension saving of
around £9 billion per year.

Whilst automatic enrolment is expected to increase overall revenues for pension
providers, there are concerns that new savers who are currently not in pension
provision have relatively low salary levels compared with individuals who are
already saving in workplace pensions. Current data from ASHE shows that mean
qualifying earnings for members in 09/10 earnings terms are £22,300 compared
with £14,800 for non members 1°7 Therefore, pension contribution per member
for those newly saving may be lower compared with those members who are
already in pension saving.

Contribution rates

5.28.

5.29.

Employers with qualifying workplace personal pension arrangements will be able
to continue with these arrangements for existing members. DWP research with
employers in 2009 shows that of those employers who make contributions of 3
per cent or more:

e The vast majority (94 per cent) reported that they would maintain or even
increase contribution levels for existing members.1>®

e About four in five (81 per cent) employers said that they would offer new
employees or non-members their existing contribution levels or even higher.

e 19 per cent of employers reported they would be likely to reduce contributions
for new employees.*>®

Whilst this suggests the risk of firms currently providing good pension schemes
reducing or ‘levelling down’ their contribution levels to the minimum requirements
is relatively low, it is still a concern for some stakeholders. A number of measures
are being introduced to mitigate this risk, including postponement periods for
employers offering higher contributions and simple qualifying tests for existing
schemes. We will continue to review the evidence on levelling down and monitor

7 DWP modelling based on ASHE 2008
198 Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
° A summary of findings from the Employer Attitudes Survey 2009 is available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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trends amongst employers and within the pensions industry as we approach
2012.

Charges

5.30. The personal accounts scheme is expected to be a low-charge scheme. Until the

details are finalised, it is difficult to fully assess the competition impacts on the
pensions market. However, given experience with the Stakeholder Pensions cap
discussed in 5.14, providers expect that the level and structure of charges set by
the personal accounts scheme will inform the charging structure and level of other
providers in the pensions market.

Supply from pension providers

5.31.

It is expected that pension providers with existing pension schemes will see an
expansion in membership or an increase in contributions to meet minimum
contribution requirements of around 3-4 million people newly saving or saving
more in workplace pension schemes with current pension providers once the
reforms are fully introduced.®°

The Personal Accounts Scheme

5.32. Employers can choose to use the personal accounts scheme to fulfil their new

5.33.

5.34.

duty. An estimated 3 to 6 million people will be saving in the personal accounts
scheme, including some who were previously saving in existing forms of
workplace pensions and some who opt-in.

Overall the reforms are expected to lead to a long-term expansion in workplace
pensions. Providers and intermediaries recognise that the personal accounts
scheme is designed to complement existing personal and occupational pension
provision. Concern still exists, however, about the possible impact of the personal
accounts scheme on the rest of the pensions market'®! - however, analysis
suggests that this may not be a significant issue. It is expected that the personal
accounts scheme will have different competition effects across the pensions
market.

It is expected that the personal accounts scheme will have a large share of the
market where at present pension provision is limited. Existing providers are
unlikely to actively compete with the personal accounts scheme in this part of the
market because of :

e High costs: The Pensions Commission estimated that the cost of setting up a
pension scheme will generally exceed the returns to providers when dealing
with firms of 20 employees or fewer.!6?

%0 See Annex F for an explanation of the participation estimates presented in this impact assessment
Wood, A, Leston, J, and Robertson, M, 2009, Pension industry responses to the workplace pension
reforms: Qualitative research with pension providers and intermediaries, DWP Research Report No.

161

162

592

The Pensions Commission, 2005, A New Pension Settlement for the Twenty-First Century: The
Second Report of the Pensions Commission
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5.35.

5.36.

e As discussed above, for this part of the market, following the implementation
of workplace pension reform, costs to providers may increase further and

¢ Pension contributions of those newly saving will be lower than those who
are already saving in pensions.

The competition effect on the market where profitability is higher will be beneficial,
for instance, for those employers with a large number of members who are higher
earners. In this part of the market other pension providers will be able to offer low
charges and tailored products in order to actively compete with the personal
accounts scheme.

The extent to which the personal accounts scheme will attract provision from
existing pension providers will also be limited by the cost to employers of
switching provision. This is because:

e Employers that currently offering a pension scheme to their employees (with
or without an employer contribution), report that they would continue to use
this existing scheme rather than change to different providers such as the
personal accounts scheme as this will cost them more time and administrative
burden.®3

e In addition, the personal accounts scheme has a number of features to
minimise any possible impact on the existing pension industry. These include
setting an annual contribution limit and a general prohibition on transfers
between the personal accounts scheme and alternative pension vehicles.
These measures are described in more detail below.

Contribution Limits

5.37.

5.38.

In order to keep the personal accounts scheme focused on its target market and
to encourage employers to continue using existing arrangements, there will be a
limit on annual contributions into the scheme. Setting an appropriate level for the
contribution limit involves a delicate balance between targeting the personal
accounts scheme effectively and allowing individuals to save enough to achieve
their benchmark replacement rates.

As the contribution limit is a fixed amount of £ 3,600 (in 2005/06 terms) it will
mostly constrain those with higher earnings or in receipt of a generous employer
contribution. Indeed, evidence shows that of individuals who said they might stay
in the personal accounts scheme, 46 per cent were likely to contribute above the
minimum on a regular basis. However, analysis shows that overall only very few
(3 p(?EBCent)164 of those would like to exceed the £3,600 annual contribution
limit.

%% Wood, A, Robertson, M and Wintersgill, D, 2010, Pension reforms Batch 2 consultation: Qualitative
research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/

164

This excludes a small minority who said they might like to contribute the occasional additional lump

sum
185 Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550
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5.39. Although the contribution limit may constrain the savings behaviour of some in the
scheme, it has been set at a level that will enable the vast majority of people in
the scheme to save in line with their retirement aspirations. Contribution limits will
be reviewed in 2017 as discussed in Chapter 1.

Transfers

5.40. To reduce the risk of a substantial movement of funds from existing schemes into
the scheme at the point of introduction, there is a restriction on transfers into and
out of the personal accounts scheme. This will protect existing products and will
signal for employers and individuals that the scheme is targeted at low to
moderate earners currently without access to a good workplace pension scheme.

5.41. Although there is a general prohibition on transfers, there are limited
circumstances under which it would be equitable to allow them and the
regulations facilitate this. For instance, individuals who leave a qualifying scheme
before their rights vest!®® will be able to transfer their cash sum into the personal
accounts scheme. This could provide a significant benefit to those affected. For
example, someone earning £23,000 will accumulate a fund of £2,870 in the
maximum pre-vesting period of two years; if they were unable to transfer this fund
to the scheme and they instead take a cash value refund, they would then lose
the benefits of the employer contribution and tax relief - a loss of £1,435.

Consumer Outcomes

5.42. The current nature of demand for pensions means that there is little pressure on
the current market to deliver better consumer outcomes in terms of lower prices
and better quality products. The introduction of workplace pension reform and its
impact on the demand for and supply of pension provision can improve present
market outcomes for customers. In particular:

e The personal accounts charging regime is intended to deliver better consumer
outcomes to those who do not have access to a low cost scheme in the
current pensions market.

e It may lead to a more diversified product range as providers focus on
differentiating their products from the personal accounts scheme. A 2008
survey identified the potential for:

e More innovative WPPs that were bespoke and tailored to the needs of the
employer: some mentioned improving communication between the employer,
member and the provider; improving the ease and speed with which members
could select or switch investments; and offering pensions in conjunction with
flexible employment benefits packages;

e Focus on ‘higher-end’ employers whose employees were relatively better
paid, whose contribution levels were higher and staff turnover was lower, and

106 A vesting period is a period after joining an occupational pension scheme in which a member can opt
out of the scheme and ask for a refund of their contributions. After the vesting period has elapsed the
member can transfer their contributions to another scheme but cannot ask for a contributions refund.
A maximum vesting period of two years is allowed by legislation
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who were seen to be less likely to consider using the personal accounts
scheme;

e Lowering charges to retain those higher-end employers who formed their

market, not seeking to compete with the personal accounts scheme on price
but rather differentiate in product design ways.
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Chapter 6: Impact on government

Background

6.1

6.2

Workplace pension reforms, the detail of which is described in chapter 1, will
have direct and indirect effects on government finances.

The chapter covers four areas:

Direct costs of implementing workplace pension reform on government
where we can only give a partial picture at this stage.

The additional annual cost to the Exchequer of tax relief on individuals’
pension contributions which is expected to be around £1.3 billion in 2009/10
prices once contributions are fully phased in. The impact on the Exchequer
from increased employer contributions to workplace pension schemes is
expected to be a further £850 million in 2009/10 prices once contributions
have been fully phased in."®’

Impact on the Exchequer of expenditure on tax credits and other income-
related benefits which is expected to be small. The increase in private
pension saving due to these reforms is expected to reduce reliance on
income-related benefits in retirement by around £1.3 billion per year (2009/10
prices) by 2050.

Cost to Government as an employer — which are expected to be small.

Direct costs of implementing the workplace pension reforms

6.3

6.4

There are four main direct costs to government associated with implementing
these reforms:

The costs incurred by the Personal Accounts Delivery Authority (PADA) and
the Trustee Corporation in connection with their non-departmental public body
(NDPB) status and their provision of advice to government;

The cost of setting up and maintaining an Employer Compliance Regime
(ECR) by TPR;

The costs of communicating the reforms to employers, individuals and existing
pension providers; and

The administrative costs of developing the policy and running the programme
management office.

At this stage, we only have relatively limited information on these costs because
procurement is currently underway, and the detail of these activities will be
worked up in the coming months.

167

DWP modelling based on data from the Employers Pension Provision Survey 2007 and the Annual
Survey of Hours and Earnings (ASHE) 2007. Figures are expressed in 2009/10 prices
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Setting up and operating the personal accounts scheme

6.5

6.6

PADA was set up on a time-limited basis to design and develop the infrastructure
for the new pension scheme and hand-over the running of that scheme to the
Trustee Corporation. The Trustee Corporation, like PADA, will be a NDPB
sponsored by the DWP. The Trustee Corporation will be established on 5t July
2010 and take responsibility for the residual implementation and running of the
scheme.

The key features of the Trustee Corporation and personal accounts scheme that
will determine costs are:

e The corporation will be made up of a chair, deputy chair and up to thirteen
other members. Together they will form the corporate trustee of the
scheme'®. They will be supported by staff that will carry out the day-to-day
running of the corporation’s functions.

e The new scheme will be self-financing over the long-term, with the costs of
operating the scheme covered by member charges. However, in the short-run
before the scheme begins operations and members are fully phased in, there
will be costs associated with the set-up of the scheme which cannot initially be
covered by members’ charges. As a consequence, there is a need to finance
the cost of setting-up and operating the personal accounts scheme in the
initial period before revenue from membership charges builds up. The source
of this finance is still to be determined.

e Many of the activities required to set up and run the scheme will be
outsourced to private contractors. PADA is currently procuring the services
required through competitive tendering with private sector providers, and the
costs will not be finalised until the Authority has completed this process. At
this stage in the development of the personal accounts scheme it is not
possible to publish the estimated cost due to commercial confidentiality and
the potential risk that doing so could influence the commercial process.

e The Trustee Corporation will also incur some expenditure fulfilling its role as a
public body (e.g. costs associated with reporting to Parliament and responding
to Freedom of Information (FOI) requests). These are estimated to be less
than £1m per annum and the intention is that these costs will be funded via
grant-in-aid from government and will not be included in charges to scheme
members.

Setting up and maintaining the Employer Compliance Regime (ECR)

6.7

TPR will be responsible for ensuring that employers meet their obligations under
the Pensions Act 2008, as well as meeting their obligations under current
legislation. The aim of the compliance regime is to support and help employers
who wish to fulfil their duties through educating and enabling them to do so. But
where employers still fail to comply, TPR will be able to take enforcement action.
This is to ensure a level playing field amongst employers and to protect
individuals’ savings.

168

This is not the same as a corporation as defined by the Companies Act
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6.8 TPR has the power to outsource many of the activities needed to set up and run
the ECR to private contractors by virtue of The Pensions Regulator (Delegation of
Powers) Regulations 2009. It is currently procuring the services required through
competitive tendering with private sector providers, and the costs will depend on
the outcome of this process.

6.9 The use of outsourced providers will be in line with Treasury and Office of
Government Commerce (OGC) procurement guidelines. These state that delivery
of public services including all procurement of goods and services must be based
on value for money, and have due regard to propriety and regularity. At this
stage in the development of the ECR it is not possible to publish estimated costs
due to reasons of commercial confidentiality. There is a potential risk that
publishing the costs could influence the commercial process.

6.10 TPR is funded for its activities conferred by the Pension Act 2004 by grant-in-aid
from the DWP. The cost of the grant-in-aid is recovered through a general levy
charged to all UK tax-registered or tax-approved occupational and personal
pension schemes with two or more members. The cost of setting up the ECR is
currently being funded by grant-in-aid from DWP’s own budget and is not being
recovered via the general levy.

DWP Communications and Programme Management Office (PMO) costs

6.11 DWRP directly incurs costs:

e To deliver an overarching communications strategy - this expenditure will
depend on the level of communications activity required in the run up to the
implementation of workplace pension reforms (as discussed in Chapter 1)

e Of a programme management office to co-ordinate delivery of the programme
— this expenditure is estimated to be less than £1 million per annum.

Costs of tax relief

Tax relief for individuals

6.12 As discussed in Chapter 3, individuals receive tax relief on pension
contributions'®®, but pay tax on pension income — so increased pension saving
will increase the amount of tax relief granted now, but in future will increase the
tax paid by individuals on the their pension income.

6.13 Most of the extra tax relief will be given at the basic rate. This is because it is
likely that most new savers will be basic rate taxpayers'’®, and tax relief on
pension contributions is given at the individuals’ marginal rate of taxation. The
additional annual cost to the Exchequer of tax relief on individuals’ pension
contributions is expected to be around £1.3 billion in 2009/10 prices once

199 Individuals also receive tax relief on pension fund investment returns, but the impact of this is not
considered here

The 2008 Annual Survey of Hours and Earnings shows that the mean qualifying earnings for members
are around £22,300 and for non-members are around £14,800
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6.14

contributions have been fully phased int’!., This compares to the £7.1 billion
granted in tax relief on individuals’ pension contributions in 2007/0872.

Table 6.1 below sets out the additional cost of tax relief on employee
contributions due to the introduction of the duty to automatically enrol workers
over time. Some of this extra tax relief will be offset by higher tax receipts from
future pensioner incomes.

2020 2030 2040 2050

Cost of tax relief 1.5 1.8 2.2 2.6

Source: DWP modelling
Notes: Costs are expressed in 2009/10 prices and are rounded to the nearest £100 million

Tax relief for employers

6.15

6.16

6.17

6.18

6.19

The introduction of a minimum employer contribution is expected to increase total
employer contributions by £3.4 billion (see chapter 4). This increase could also
have an impact on government tax relief estimates, depending on how employers
absorb their increased costs.

If employers absorb costs through profits then there will be a reduction in
corporation tax paid. If employers absorb costs through reduced wage growth, the
Exchequer will forego employee income tax and National Insurance contributions
from both employer and employee. If employers absorb costs by increasing
prices, there is no direct impact on their tax bill'”>.

Quantitative evidence from the Employers’ Attitudes Survey 2007'7* shows that
45 per cent of employees work for an employer who said they would absorb the
cost through profits, and 25 per cent of employees work for an employer who said
they would absorb the cost through wages. The remainder work for an employer
who does not expect to face increased costs, or would absorb an increase
through prices, or in some other way.

Using this evidence, we expect the impact on the Exchequer from increased
employer contributions to workplace pension schemes to be a further £850 million
in 2009/10 prices once contributions have been fully phased in'”>.

Table 6.2 below sets out the additional cost to the Exchequer due to the
introduction of the duty on employers to make pension contributions.

171

DWP modelling based on data from the Employers Pension Provision Survey 2007 and the Annual

Survey of Hours and Earnings (ASHE) 2007. Figures are expressed in 2009/10 prices
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See: http://www.hmrc.gov.uk/stats/pensions/table7-9.pdf
There may be small indirect effects on Value Added Tax but they are not considered here
Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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DWP based on data from the Employers Pension Provision Survey 2007 and the Annual Survey of

Hours and Earnings (ASHE) 2007. Figures are expressed in 2009/10 prices
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2020 2030 2040 2050

Cost of tax relief 1.0 1.2 14 1.8

Source: DWP modelling
Notes: Costs are expressed in 2009/10 prices and are rounded to the nearest £100 million

6.20 Our estimate of the total cost to the Exchequer is within the range of the last
estimate published in the Impact Assessment that accompanied the Pension Bill
2008.

Impact on expenditure on tax credits and income-related
benefits'™®

6.21 The introduction of automatic enrolment and minimum contribution rates will
mean that millions of people will be making pension contributions for the first time,
or making higher pension contributions than before. This could have an impact on
entitlement to tax credits and to income-related benefits during working life, and
during retirement.

Tax credits and income-related benefits during working life

6.22 As explained in chapter 3, an individual’s contribution to a private pension
scheme is fully disregarded from their income when calculating entitlement to tax
credits. Eligibility criteria for tax credits are complex. DWP analysis suggests that
2.3 million family units are in receipt of tax credits with at least one member
eligible for automatic enrolment. Of these, around 30 per cent would see a small
change to their tax credit entittement. Because we estimate that entitled non-
recipients and new claims for tax credits will remain low, the impact on the
Exchequer is expected to be low. See chapter 3 for more information.

6.23 Half an individual’s contribution to a private pension scheme is disregarded from
their income when calculating entittement to income-related benefits. DWP
analysis suggests that around 240,000 jobholders who are in receipt of an
income-related benefit will be eligible for automatic enrolment. Of these around
half are also in receipt of tax credits. Some of these individuals will also be
entitled to a higher benefit award, but again the total impact on the Exchequer is
expected to be small.

Income-related benefits in retirement

6.24 Individuals whose income falls below a certain level may be entitled to income-
related benefits. For these individuals, government provides support through

7% This analysis is an illustration of the impact of the reforms on tax and income-related benefits on the

current benefits structure. It is not intended to be a projection of any future changes to the benefit
system. However, it does take into account planned changes to the State Pension Age
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6.25

6.26

6.27

Pension Credit to ensure a guaranteed minimum income for those currently aged
60 and over and to reward those who have been able to make small amounts of
private savings.

Assuming that the current benefit rules continue to apply, the increase in private
pension saving due to these reforms is expected to reduce reliance on income-
related benefits in retirement. By 2050 around £200 million per year (2009/10
prices) less might be spent on Pension Credit, equivalent to 7 per cent of
projected expenditure on Pension Credit. This compares to £11 to14 billion extra
generated in additional private pension income in the same year.

By 2050 around £1.1 billion per year (2009/10 prices) less might be spent on
Housing Benefit and Council Tax Benefit (in Great Britain) as a result of the
additional private pension income generated by the reforms. This would be
equivalent to 9 per cent of projected expenditure on Housing Benefit and Council
Tax Benefit in that year.

This estimate of savings on income-related benefits is higher than our previous
estimate of £650 million (2007/08 prices), contained in the Pensions Bill Impact
Assessment published on 24 April 2008. This is due to improvements to DWP's
dynamic micro-simulation model, Pensim2, which now shows that those newly
saving as a result of the reform will, on average, receive more pension income in
retirement than we previously estimated, and so are less likely to be in receipt of
income-related benefits.

Costs to government as an employer

6.28

The workplace pension reforms introduced by the Pensions Act 2008 apply to all
employers with eligible jobholders, including those in the public sector. The costs
of additional pension provision to public sector organisations has not been
estimated here, but we expect many costs associated with contributions and
administration to be small, as pension provision and membership in the public
sector is already high. The Annual Survey of Hours and Earnings shows that the
majority of public sector employees are members of an employer-sponsored
scheme (80 per cent of employees or 5.5 million employees in 2008).177 It is
estimated that there are around 600,000 individuals working in the public sector
that are in the group eligible for automatic enrolment'’® and whose employers will
need to enrol them in a qualifying automatic enrolment scheme.

7 ONS, 2008, ASHE
' DWP modelling using ASHE 2008
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Annex A: Impact on small firms

A.1. The reform programme continues to place employers at the heart of pension
provision, and can only be successful with the ongoing support and involvement
of employers. Many employers in the UK are already making a substantial
contribution to their employees’ pension schemes and are supporting them in
saving for retirement. At present, one in five micro firms and two in five small
firms have pension schemes which attract active membership. Around three
quarters of these schemes provide an employer contribution of 3 per cent or
more.}”® However, for the reforms to be fully successful, those employers who
do not already contribute to pensions need to play a role.

A.2. There are a number of characteristics particular to small firms which mean that
workplace pension reform can affect them differently compared with larger firms.
Government is aware of these challenges faced by small firms and is keen to see
that they are not disadvantaged by the reforms.

What is a small firm?

A.3. There is no single definition of a small or medium sized firm. The general
approach is to regard all businesses having fewer than 50 employees as being
small. This is the definition used in this Annex. References to Small and Medium
Sized Enterprises (SMEs) are references to businesses with fewer than 250
employees. In the analysis this definition is broken down further into:

e Micro firms are those who have between 1 and 4 workers;
¢ Small firms are those who have between 5 and 49 workers; and

e Medium firms are those who have between 50 and 249 workers.

Issues faced by the smallest firms

A.4. Most of the 1.3 million private sector enterprises in the UK are small, and almost
all new firms created each year are small employers. Small firms, with fewer than
50 employees, represent 97 per cent of private sector enterprises and 37 per cent
of private sector jobs. In contrast there are only 7,000 large firms each employing
more than 250 people.'8°

A.5. Small firms are likely to have a number of structural differences compared to their
larger counterparts. Notably, these are:

e A business infrastructure that operates on a relatively small scale, leading to
limited internal flexibility. This potentially makes it difficult and more costly for
small firms to implement new regulatory requirements;

e limited resources which could make it difficult for them to respond to
government consultations; and

' DWP analysis based on the Employers Pension Provision Survey 2007, and Small and Medium-Sized

Enterprise statistics 2007
% Small and Medium-Sized Enterprise Statistics 2007
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e For the same reasons, proportionately very few are members of employer
associations.

Consultations with representative groups

AG.

AT.

AS8.

DWP has consulted with small businesses and their representatives on the
pension regulations assessed in this impact assessment. DWP’s consultation has
included discussions with the following employer groups to take their views into
consideration. In particular for small firms DWP has consulted with:

e Small Business Council;

e British Chambers of Commerce;

e Federation of Small Businesses;

e Confederation of British Industry;

e Engineering Employers Federation;

e Food and Drink Federation;

e Association of Convenience Stores; and

¢ Institute of Directors.

DWP has also been in consultation with the Department for Business, Innovation
and Skills and also sought their views on engagement with, in particular, small
employers. Beyond consultation with these groups, DWP has also consulted with

small employers directly throughout the policy development process and through
its research programme.

DWP commissioned qualitative research with small and medium sized employers
about the impact of the second batch of regulations on their businesses. The
study consisted of focus groups and individual depth interviews with 66 private
sector businesses of up to 500 employees.!8?

Employers’ response to the legislation

A9.

A.10.

DWP research with employers shows that there is considerable support for the
idea of automatic enrolment with an employer contribution among employers of
all sizes.'® Looking at the smallest employers with fewer than 5 employees, 58
per cent of micro-employers thought the reforms were a good idea. Responses
from small employers -those with between 5 and 49 employees - was similar with
50 per cent of such employers saying they thought the reforms were a good idea.

The fieldwork for this survey took place in summer 2009, at a time of economic
uncertainty. Given that we expect economic recovery by the time the reforms are
rolled out, more employers may feel better able to support the reforms by the time
the legislation comes into force.

181

Wood, A, Robertson, M and Wintersgill, D, 2009, Pension reforms Batch 2 consultation: Qualitative

research with small and medium sized companies. RS consulting

182

A summary of findings from the Employer Attitudes Survey 2009 is available at:

http://www.dwp.gov.uk/policy/pensions-reform/
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A1,

A12.

AA13.

To understand how small employers are likely to respond under different
economic scenarios, DWP recently undertook qualitative research as part of its
ongoing consultation with employers.'®3 This comprised 8 discussion groups and
28 follow-up face-to-face interviews with employers with 1 to 49 workers across a
range of sectors. The research showed that prior to the information provided as
part of the research, employers had a limited awareness of the reforms. Some
had heard about them from their accountants, but had not taken any steps to
prepare for implementing the reforms. This is not unexpected at this early stage
of the reform process. These responses are in the absence of any detailed
information and communication campaign to date. As discussed in Chapter 1,
employers will be provided with information and support before and during the
implementation of the reform.

The delivery bodies will also help and support employers during the
implementation of the reforms. There will be a group of smaller firms who will be
brought under the duties earlier than similar sized firms. This will enable both the
PA scheme and TPR to test their systems and make changes to processes as
they learn from dealing with this new client base. The PA scheme also intends to
begin enrolling members on a voluntary basis ahead of the launch date in order to
test systems and processes which will help to minimise costs and smooth the
process for employers during implementation.

The qualitative research with small firms also showed that although there was
broad support for the general aims of the reforms, the economic climate at the
time of the fieldwork meant that small employers were concerned about any
increase to the cost of their businesses.

The impact on small firms

A14.

A.15.

A.16.

Like all firms, smaller firms will face the costs of employer contributions to their
employees’ pension savings and administrative costs of implementing the reform.

As discussed in Chapter 4, employers have several ways of managing the
additional costs of the reforms. Micro and small firms were most likely to say that
they would absorb the increase through overheads (30 per cent and 23 per cent),
increased prices (21 per cent), or lower wage increases (12 per cent and 20 per
cent), or restructure their workforce (8 per cent). A number of micro and small
employers (11 per cent and 7 per cent) suggested that they might encourage their
employees to opt out.’® As highlighted in chapter 1, the compliance regime will
aim to mitigate this risk.

The recent qualitative research with small employers showed that there were
concerns about the cost implications of the reforms. This is to be expected in the
current economic climate, particularly among firms currently without pension
provision. Within the current economic climate small employers were primarily

183 Philpin, C, and Thomas, A, 2007, Understanding small employers' likely responses to the workplace
pension reforms: report of a qualitative study, DWP Research Report No. 617

' Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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AA1T.

A.18.

focused on maintaining their business and so were concerned about the potential
burden expanding pension provision will impose in future.

When asked how they would manage contribution costs under a variety of
economic scenarios, small employers reinforced the messages from the 2007
Employer Attitudes Survey, in that they would absorb costs through profits, prices
and wage bills. However, they felt that the economic climate would have a
significant impact on the mechanism they would be able to use. Under positive
economic conditions, as recorded in 2007, they felt confident they would be able
to absorb additional costs through profits and prices. However, in a time of
continued economic uncertainty they felt they were more likely to absorb costs
through reductions in their wages bill, and this may also result in a reduction in
headcount or hours worked.

At present, according to independent forecasts collated by HM Treasury in
November 2009, on average, experts are expecting Gross Domestic Product
growth of 2.3 per cent in 2012 and 2.7 per cent in 2013.18 This means that the
economy is set to recover before the reforms are introduced. This is particularly
true for smaller firms who will only be staged in after the large and medium sized
firms.

Contribution costs

A19.

A.20.

A21.

The additional cost of minimum employer contributions will depend on whether
employers already provide and contribute to their employees' pensions. It will
also depend on the number of employees who participate in pension saving at
present, and the number of employees who choose to opt out of pension saving
when they are automatically enrolled into their workplace pension.

SMEs overall are expected to bear around £2.1 billion of additional contribution
costs once contributions have been fully phased in. This equates to £0.4 billion
for micro firms, £1.1 billion for small firms and £0.6 billion for medium sized
firms'®. This represents, on average, a 0.9 per cent rise in total labour costs for
small and micro firms and a 0.7 per cent rise for medium firms'®’. This compares
with an overall increase in total labour costs for all firms of 0.6 per cent. The
exact cost for each firm will depend on their specific circumstances, but averaging
across all firms gives annual contribution costs of around £500, £2,800 and
£22,100 for micro, small and medium firms respectively.

Figure 4.1, in chapter 4, shows that employees working in large firms are more
likely to be in a pension scheme and to be receiving relatively generous employer
contributions compared with those working for small and micro-sized firms. As a
result we expect small firms will face higher costs relative to large firms, as their
employees are less likely to be currently participating in a pension with an
employer contribution.

185 http://www.hm-treasury.gov.uk/data_forecasts_index.htm
% pwp modelling based on Employers’ Pension Provision Survey 2007, SME statistics 2007, Annual
Survey of Hours and Earnings 2008, and DWP Research Reports 546 and 550

187

This percentage is higher than that presented in Chapter 4 as the analysis in this Annex excludes

large firms
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Administrative costs

A.22. In the April 2008 Pensions Bill Impact Assessment, the DWP estimated the
administrative costs to employers of workplace pension reform. This was the
result of a cross-Government working group'® set up to refine the Government's
assessment of the administrative cost impact of the reforms on employers.

A.23. The majority of the work of the group is still valid and is reflected in the latest
estimates of administrative costs of the reforms. The processes have been
updated to reflect the policy detail that is provided by the regulations and new
research and estimates of participation.

A.24. Our latest estimates suggest that small and micro firms will incur an
administrative cost of around £311 million in the first year and around £107 million
in following years. These costs are illustrated in more detail in Chapter 4 and
Annex G. This is the compliance cost and administrative burden associated with
enrolling eligible workers into either an existing or a new qualifying workplace
pension scheme.'®

A.25. Table A.1 below summarises the impact on small firms.

Firm size (number of employees) 1-4 5-49 50-249
Number of firms 804,000 386,000 28,000
Number of automatic enrolments 1,500,000 3,300,000 1,800,000
Year 1 administrative costs (£ million) 173 138 50
Ongoing administrative costs (£ million) 66 41 10
g:ors;]tﬁ“?; r)n\i(neir:ruersn employer contribution 400 1100 600
Percentage of labour costs Year 6 10% 0.9% 0.7%

onwards
Source: Number of firms Small and Medium-Sized Enterprise (SME) Statistics 2007

Employer contribution DWP analysis based on Employers’ Pension Provision Survey 2007, Small and
Medium-Sized Enterprise (SME) Statistics 2007, and Annual Survey of Hours and Earnings 2008

Administrative costs based on DWP modelling

Notes:

e Figures for employer contributions rounded to the nearest £100 million;

e Number of firms and individuals rounded to the nearest 1,000 and 100,000 respectively;
¢ Numbers in the table may not match to totals in text due to rounding;
[ ]

Contributions are based on 2009/10 earnings, they are not up rated to take into account earnings
growth until 2012. Uprating for earnings growth would increase the costs in nominal terms, but not as

share of labour costs or earnings terms; and
e Figures for administrative costs are rounded to nearest million and are expressed in 2009/10 prices

More information about the group and the work that it completed can be found in Annex G of the
Pensions Bill Impact Assessment. See: http://www.dwp.gov.uk/docs/impact-assessment-240408.pdf
Eligible means those employees aged between 22 and State Pension age and earning more than £
5035 (in 2006/07 earnings terms)
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A.26.

A.27.

A.28.

A.29.

A.30.

While the assumptions underlying these estimates have been carefully
considered, there is inevitably some degree of uncertainty around the actual cost
of these reforms to employers. The costs will depend on a range of factors that
may vary between the time the assumptions are made and the introduction of the
reforms for small firms.

DWP research with small firms in particular found that small employers had
difficulty estimating the time and cost of the administrative processes that would
be undertaken as a result of these reforms. '*® For many small firms payroll and
accounting systems are often outsourced and so it would be difficult to determine
the exact cost of a system update to take account of adjustments.

Those firms who dealt with their payroll in-house generally worked with
computerised systems and were therefore already reliant on the software provider
for automatic updates, and so felt that the administrative elements of the reforms
could be dealt with relatively easily through software changes. The administrative
costs in Annex G include the costs of adapting or purchasing an in-house or
internal payment system. These are one-off costs of £5.1 and £19.5 million for
micro and small firms respectively. The additional costs associated with
outsourced payroll have been included in the administrative costs base on
research carried out by Middlesex University Business School.'"

In addition, small employers had generally found previous legislative changes
(such as National Minimum Wage and maternity legislation) relatively easy to
manage, in terms of both costs and administrative change, and that the support
and information available from the Government on these changes had been
helpful.

The programme intends to fully evaluate the effects of the reforms against the
policy objective of getting more people to save more for retirement. The
evaluation will also assess the impacts of the reforms on employers, to evaluate
the extent to which this policy objective is met whilst putting minimal burden on
employers and maintaining current good pension provision.

Compliance

A31.

A.32.

As part of its consultation with employers, DWP has sought views on the design
of the compliance regime. Stakeholders have shown general agreement with the
main principles of a proportionate, risk-based approach, which makes use of
automated data-matching processes rather than relying solely on individuals to
take action themselves through whistle-blowing or an employment tribunal.

The compliance regime may come into contact with small employers by three
main routes: education and information, the registration requirement, and further
interventions such as letters or investigations for some employers.

190 Philpin, C, and Thomas, A, 2007, Understanding small employers' likely responses to the workplace
pension reforms: report of a qualitative study, DWP Research Report No. 617

91 Butters S, North D, Vickers |, Engelbert S, Macauley P (Middlesex University Business School), 2007,
Enquiry for BERR and DWP on the predicted costs of additional payroll services to support personal
account pensions. See: http://www.berr.gov.uk/files/file42159.doc
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A.33.

A.34.

A.35.

A.36.

An effective communication strategy will be used to help minimise the cost to
employers and the need for enforcement action by making sure that employers
know what they are required to do and when to do it. TPR is planning to write to
each employer 12 months and 3 months before their duties fully outlining what
they need to do. It is recognised that this will be particularly important for smaller
employers who are currently less likely to be making contributions to workplace
pension schemes and therefore will be unfamiliar with the steps required to
comply.

While some elements of the burdens created by the reform, such as contribution
costs vary considerably by firm size, the cost of registering will be dependent on
the number of pay as you earn (PAYE) schemes that the employer operates and
therefore needs to register. Although the largest employers are more likely than
small ones to have more than one PAYE scheme, the vast majority of PAYE
schemes are run by small employers who are likely to have only one which will
minimise the cost of registering. Table A.2 shows the estimated cost of
registration.

Further costs will occur if an employer does not fulfil their legal obligation and is
subject to an enforcement activity. However, the automated follow-up to the
registration process should ensure that small employers who are initially unaware
of their duties, or experience a delay in registering will have a further opportunity
to become compliant and avoid becoming subject to more intrusive investigation
at a later date.

One of the key aims of the compliance regime is to ensure there is a level playing
field for employers. It will aim to prevent non-compliant employers from gaining an
unfair advantage over the majority who will meet their new duties. For small
employers that face strong competitive pressures, this will be a valuable part of
TPR’s new work.

Firm size (number of employees) 1-4 5-49 50-249
Cost per employer of registration 15 10 20
Cost of registration in Year 1 (£ million) 12 4 1

Cost of registration in subsequent years

- 1.8 0.5 0.1
(£ million)
% of total administrative costs from
7% 3% 1%
reform in Year 1 ° ° °
% of total administrative costs from 39 19 19
0 0 (0]

reform in subsequent years
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Policies to aid small employers

A.37. Employers will be the key to ensuring the success of the workplace pension
reforms and minimising burdens on employers where possible is a key reform
commitment. A number of policies have been included to minimise the costs to
business. Those with particular relevance to small firms are:

A.38.

Reassurance that minimum contributions will not be raised by placing these in
the primary legislation;

The criteria by which schemes will qualify for automatic enrolment will be as
simple and as straightforward as possible;

Staging the employer duties starting with the largest firms with small and
micro firms being staged later. This approach also provides both delivery
authorities the opportunity to adjust systems and processes based on
experience from early stages to help and support smaller firms who are
staged in later;

Phasing employer contributions over a period of time. The minimum employer
contribution will stand at 1 per cent from October 2012, 2 per cent from
October 2016 and 3 per cent from October 2017. Table 4.7 in Chapter 4
illustrates the difference between contribution costs smaller firms have to
make during the implementation period compared with a situation if the
reforms had been implemented instantaneously in 2012;

A delivery model for the personal accounts scheme that minimises burden on
employers; and

An employers’ panel will be set up to feed in views to the personal accounts
scheme trustees.

A number of small employers and their representative groups have suggested
that small employers may require more help than larger employers in adjusting to
their new duties and have called for financial support. It is recognised that the
smallest businesses may have the most difficulty in managing the additional
costs. At this stage the focus is on ensuring that the design of the policy
minimises the impact of the reforms on employers as far as possible. Any
financial support for small firms in particular would be a decision for the future
based on the fiscal position at the time.
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Annex B: Competition assessment

Background

B.1

B.2

The reforms detailed in the Pensions Act 2008 and the pension regulations affect
the market for pension saving and specifically the market for pensions organised
through the employer. As well as the impact on the pensions market sponsored
by the employer, there are also indirect impacts on other areas of the market, for
example, on the pensions market for the self-employed.

This competition assessment covers seven key points:

¢ Definition of the market being discussed;

e Current nature of competition in the market;

e The Competition Test against which the reforms are assessed;

e The impact of the reforms on competition in the product, labour and financial
advice market;

¢ Impact of the reforms on competition in the pensions market;

e Impact of reforms on the services markets which supply the personal accounts
scheme; and

e Impact on reforms on other saving products.

Definition of the Market

B.3

B.4

B.5

Key market operators affected by these reforms include:
e Financial intermediaries, such as independent financial advisers;

e Pension providers (including long-term life insurance companies), who market
and sell pension products;

e Providers of administrative services supporting pension provision;
e Providers of financial savings products other than pensions; and

e Managers of funds invested by individuals, companies and government, in
equities, bonds, derivatives and so on.

Other markets can also be affected. For instance, the bank sector may be
affected if they provide some or all of the services covered by the sectors listed
above, for example, through fund management or the provision of administrative
services to pension providers.

As the Act and pension regulations set minimum requirements for employer
contribution to employees pension scheme, it is possible that the policy will have
an impact on the labour market. This is because workplace pension reforms will
have an impact on the package of benefits that employers are able to offer
employees to join and remain in the firm.
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Current nature of competition

B.6

B.7

B.8

B.9

B.10

The pension provider market is relatively concentrated, with the top five firms
covering 57 per cent of the market and the top 10 having 80 per cent.™

The fund management market is less concentrated, with the top five firms
covering 27 per cent of the market and the top 10 having 45 per cent.!?3 Sub-
markets are also fairly concentrated, for example, the largest three group
stakeholder pension providers have around 50 per cent of the market and the
largest seven providers around 90 per cent.!®* TPR has 45 providers in total on
their register of stakeholder pensions.

The financial intermediaries sector is predominantly made up of small firms. Of
the 44,000 independent financial advisers, 93 per cent are in firms that normally
consist of one or two advisers.!% Employers also play a major role as a provider
of occupational schemes, part of which may be outsourced to a third party
administrator or pension provider. In addition, the pension provider and fund
management markets are characterised by a high degree of vertical integration
with several of the top ten investment management firms being owned by, or part
of a wider group with, a top 20 pension provider.

The present market offers little incentive for pension providers to reduce costs or
to improve service. A survey of intermediaries on their perceptions of the pension
market found that there was a general feeling throughout that the products
offered by pension providers were all similar and that there was little
differentiation in the market.*%°

This is because in the pensions market the demand side pressure for pension
products is weak. As discussed in Chapter 5, this can be attributed to the unique
nature of pension products which unlike other products cannot be experienced
immediately or frequently. Where there is consumer power through regular repeat
purchasing, customers dissatisfied with product quality or value for money can
quickly switch to another brand. However, individual consumers of pensions
cannot gain experience of the product in this way.!°’

Competition Test

B.11

In line with the guidance from the Office of Fair Trading, workplace pension
reforms have been assessed with respect to their potential to:

e Directly limit the number or range of suppliers;

e Indirectly limit the number or range of suppliers;

192
193

Association of British Insurers, September 2008, Long-term Insurance Net Premium Income Rankings
Investment Management Association, July 2009, Asset Management Survey, Available at:

http://www.investmentfunds.org.uk/press/2009/20090713-01.pdf

194

CRA International, November, 2006, Competition in Personal Accounts
Kempson, E, and Collard, S, 2005, Advice on pensions and saving for retirement: Qualitative research

with financial intermediaries, DWP research report 289
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The Employer Decision Making Survey, was commissioned by PADA and carried out between

December 2008 and January 2009
9" Sandler Report 2002
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e Limit the ability of suppliers to compete; and

e Reduce suppliers’ incentives to compete vigorously.'#®

Impact of reforms on competition

Impact on the product marke

B.12

B.13

B.14

t199

The employer duty to automatically enrol all eligible employees and contribute a
minimum 3 per cent of qualifying earnings to their pension saving applies to all
employers. The extent to which these policies impact on competition in the goods
market depends on how employers choose to absorb the costs of reform.
Workplace pension reforms will increase costs for employers, particularly those
who do not currently provide pensions and those who currently have low levels of
pension membership among their workforce.

Around one-fifth (21 per cent) of employers said they thought they would adjust to
increased costs through price increases for consumers.2%° Competitive pressures
in the market within which employers operate both in the domestic market and
internationally, will determine the degree to which employers are able to use this
mechanism to cope with the costs.

There may be additional short-run impacts on competition in the goods market
arising from the implementation design. As discussed in Chapter 4, this is
because employers can be competitively disadvantaged in the products market if
they are staged in to the reforms earlier than their competitors and if they choose
to absorb costs by increasing prices.

Impact on the labour market

B.15

B.16

Employer duty to automatically enrol all eligible employees and contribute a
minimum 3 per cent of qualifying earnings to their pension saving should not
reduce competition between employers in the labour market. The policy means
that employers who currently do not offer pension provision or contributions can
now use this as an instrument to attract or retain employees similar to employers
who currently offer pension provision to their employees.

The extent to which these policies have an additional impact on competition in the
labour market depend on how employers choose to absorb the costs of reform 14
per cent of employers said they thought they would deal with the additional costs
of reform through increased costs and through slowing the rate of wage growth.

%8 Office of Fair Trade, August 2007, Completing competition assessments for impact assessments:
Guideline for policy makers. Available at:
http://www.oft.gov.uk/shared_oft/reports/comp_policy/oft876.pdf

The product market refers to the market for goods produced by firms in an industry
Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546.
The question posed, which we document the results of above was ‘what is the most likely action you
will take as a result of an increase in employer contribution costs
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B.17

Furthermore, 8 percent of firms said they would re-structure or reduce their
workforce.?%?

Labour market competition impacts may be stronger in the short run as a result of
the implementation design.

Impact on the financial advice market

B.18

B.19

B.20

Large changes in the financial advice market are expected prior to the
commencement of the reforms. Establishing the impact of the reforms and in
particular of the personal accounts scheme on this changing market is therefore
difficult. The changes are in response to concerns that the current market may
not be delivering good customer outcomes due to characteristics such as non-
transparent linking of payments for provision and pension advice, via commission
payments to advisors from providers.?°?

By the start of the reforms the outcome of the retail distribution review will be
known. Current changes to the financial advice market that are being consulted
on include requirements for financial advisors to hold minimum levels of
qualification, or meet ongoing professional assessment requirements,?’> and for
remuneration of advisors to be more transparent to consumers of occupational
and workplace pensions.?%*

Employers will not have to go through financial advisors to purchase a pension
scheme (including the personal accounts scheme). Employers may of course
choose to approach an advisor, to obtain an informed recommendation of which
qualifying pension best meets their needs and requirements, and may pay a fee
for this service. Employers using the personal accounts scheme to fulfil their new
duties therefore may avoid the cost of payments to financial advisors.

Impact on the pensions market

B.21

B.22

As a result of these reforms, we expect that around 10 to 11 million people will be
eligible for automatic enrolment into a workplace pension. After accounting for
opt-out we expect this to result in around 5 to 9 million people newly saving or
saving more in all forms of workplace pensions.

Employers can choose to use the personal accounts scheme to fulfil their new
duty. It has been designed, as far as possible, to complement existing pension
provision by enabling employers, who wish to use it. An estimated 3 to 6 million
people will be saving in the personal accounts scheme, including some who were
previously saving in existing forms of workplace pension scheme, and some who
optin.

201

Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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Financial Services Authority, 2008, Retail Distribution Review : interim feedback on DP07/1 and the

interim report

Financial Services Authority, 2009, Delivering the Retail Distribution Review: Professionalism;

Corporate pensions; and Applicability of RDR proposals to pure protection advice
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Financial Services Authority, Delivering the Retail Distribution Review: Professionalism; Corporate

pensions; and Applicability of RDR proposals to pure protection advice 2009 Section 3
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B.23

B.24

B.25

B.26

Overall the reforms are expected to lead to a long-term expansion in workplace
pensions. Providers and intermediaries recognise that the personal accounts
scheme is designed to complement existing personal and occupational pension
provision. Concern still exists, however, about the possible impact of the personal
accounts scheme on the rest of the pensions market2°5, however, analysis
suggests that this may not be a significant issue. It is expected that the personal
accounts scheme will have different competition effects across the pensions
market.

It is expected that the personal accounts scheme will have a large share of the
market where at present pension provision is limited. Existing providers are
unlikely to actively compete with the personal accounts scheme in this part of the
market because of:

e High costs: The Pensions Commission estimated that the cost of setting up a
pension scheme will generally exceed the returns to providers when dealing
with firms of 20 employees or fewer.2%°

e As discussed above for this part of the market, following the implementation of
workplace pension reform, costs to providers may increase further and

e Pension contributions of those newly saving will be lower than those who
are already saving in pensions.

The competition effect on the market where profitability is higher will be beneficial,
for instance for those employers with a large number of members who are higher
earners. In this part of the market other pension providers will be able to offer low
charges and tailored products in order to actively compete with the personal
accounts scheme.

The extent to which the personal accounts scheme will attract provision from
existing pension providers will also be limited by the cost to employers of
switching provision. This is because:

e Employers currently offering a pension scheme to their employees (with or
without an employer contribution) report that they would continue to use this
existing scheme rather than change to different providers such as the
personal accounts scheme as this will cost them more time and administrative
burden.?%’

e |n addition, the personal accounts scheme has a number of features to
minimise any possible impact on the existing pension industry. These include
setting an annual contribution limit and a general prohibition on transfers
between the personal accounts scheme and alternative pension vehicles.

25 Wood, A, Leston, J, and Robertson, M, 2009, Pension industry responses to the workplace pension

206

207

reforms: Qualitative research with pension providers and intermediaries, DWP Research Report No.
592

The Pensions Commission,2005, A New Pension Settlement for the Twenty-First Century: The
Second Report of the Pensions Commission

Wood, A, Robertson, M and Wintersgill, D, 2010, Pension reforms Batch 2 consultation: Qualitative
research with small and medium sized companies, Available at:
http://www.dwp.gov.uk/policy/pensions-reform/
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B.27

B.28

B.29

B.30

In order to keep the personal accounts scheme focused on its target market and
to encourage employers to continue using existing arrangements, there will be a
limit on annual contributions into the scheme. As the contribution limit is a fixed
amount of £3,600 (in 2005/06 terms), it will mostly constrain those with higher
earnings or in receipt of a generous employer contribution. Findings from a
survey of individuals’ attitudes and likely reactions to the personal accounts
scheme suggests that of those who said they might stay in the scheme, 46 per
cent were likely to contribute above the minimum on a regular basis. However,
analysis shows that overall only very few (3 per cent)??® of those who said they
would stay in the personal accounts scheme would be likely to exceed the £3,600
annual contribution limit.2°°

The ban on the transfer of accrued benefits into and out of the personal accounts
scheme, apart from in a limited number of circumstances, will also act to restrain
the utilisation of the scheme by firms with existing pension provision taken up by
a substantial proportion of employees. 219 Often, when a private pension provider
takes over the supply of ongoing pension provision from another provider, it is
able to transfer the employees pre-existing pension funds into its’ own scheme.
This simplifies the ongoing pension administration arrangements for employer
and employee alike; switching providers is a more attractive proposition.

The possibility of having existing pension funds transferred to the management of
a provider, and the immediate income this generates, increases competition
amongst providers, for employers with existing pension provision. In the longer
run the transfer ban in place for the personal accounts scheme may inhibit the
ability of other pension providers to compete to takeover the pension provision of
firms using the personal accounts scheme.

A review in 2017 will cover those features of the personal accounts scheme that
are designed to focus it on the target market; the annual contribution limit and the
prohibition of pension fund transfers to and from the Scheme. The evaluation of
the reforms will feed into this review, as appropriate.

Customer outcomes

B.31

The introduction of workplace pension reform and its impact on the demand for
and supply of pension provision can improve present market outcomes for
customers. In particular:

e The personal accounts charging regime is intended to deliver better consumer
outcomes to those who do not have access to a low cost scheme in the
current pensions market.

e |t may lead to a more diversified product range as providers focus on
differentiating their products from the personal accounts scheme.

This excludes a small minority who said they might like to contribute the occasional additional lump

sum
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Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550
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Prior to an individuals retirement, at or after state pension age, or death
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Competition impact on markets from which the personal accounts scheme
contracts services

B.32

B.33

B.34

B.35

B.36

The trustees of the personal accounts scheme will work in the best interests of
members to ensure low charges, ensuring that firms compete for time-limited
contracts. In the short run, the nature of competition will be different in the
personal accounts scheme than in the overall market, with providers competing
for contracts to serve this segment of the market rather than directly for
consumers. In the long run any potential losses of dynamic efficiency gains and
product innovation will be mitigated by contract specifications and periodic
renewal.?!?

The personal accounts scheme will be delivered using capabilities procured from
the private sector. All contracts will be let in accordance with the Public Contracts
Regulations (2006) and adhere to best practice to ensure effective and fair
competition for contracts. The appointments to the scheme Trustee Corporation
will be made with regard to securing best value for money. The personal accounts
scheme will be set up as a trust as this is the best way to provide transparency.

Contracts for investment management and for fund accounting and custodian
services will be let for 10-year periods. The investment management contract will
be let to multiple suppliers to strive for value for money and is intended to be
assessed continuously on fund performance. If appropriate performance is not in
evidence, in comparison with external performance, it will be possible to terminate
a contract with a supplier at any time at trustees’ discretion.

The scheme will enter into long-term supply contracts with a single supplier for
fund accounting and custodian services to give continuity of service. This contract
will stipulate specific service standards that are to be met throughout the length of
the contract, with the scheme having the right to review or terminate the contract
should these standards fail to be met. The competitiveness of these standards in
relation to other providers will be periodically reviewed, and re-benchmarking can
occur if standards, at a given real price, are shown to have risen significantly
since the commencement of the contract. These reviews would also incorporate
an assessment of any future needs and requirements for the personal accounts
scheme.

The decumulation process will utilise the existing methods of competition in the
annuity market through giving individuals the use of the open market option to
choose their annuity.

Competition Impact on non-pensions savings products

B.37

Some savings in the personal accounts scheme will be diverted from existing
savings products. This could be transfer of savings from other pension or other
saving products.

2 CRA International, 2006, Competition in personal accounts
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B.38

B.39

B.40

This is equivalent to less than half of one per cent of Gross Domestic Product.
This estimate is based on a review by Pricewaterhouse Coopers of relevant UK
and international evidence. The report compares particular features of the
reforms to workplace pensions planned in the UK with other experiences to
estimate that households are likely to offset 30 to 50 per cent of savings in
pensions from existing sources of saving.’'? The report estimates that offset
effects typically will be higher than 50 per cent for higher income groups (with
greater stocks of other assets), and typically less than 30 per cent for lower
income groups. This is discussed in more detail in Chapter 2.

It is difficult to say whether the participants of the personal accounts scheme will
have higher offset rates than the 30-50 per cent estimate discussed above.
Research by the Institute of Fiscal Studies (IFS) has looked at the current
financial balances of the personal accounts scheme target groups, principally
through examining the net liquid assets of this group.213

The IFS found that those without pension saving had no median net liquid assets.
This finding is driven by individuals not currently in a private pension having less
savings and investments than other individuals, rather than them having larger
debts. These individuals without a private pension are expected to make up the
vast majority of the personal accounts scheme membership. Their lack of other
savings and investments will mean that they will not be able to substantially offset
savings into the scheme by running down other financial assets. Additionally,
many will be credit constrained, particularly as credit markets lend more
conservatively in the future and may not be able to offset contributions by
increasing their debt.

212

Hawksworth, J, PricewaterhouseCoopers, 2006, Review of research relevant to assessing the impact

of the proposed National Pensions Savings Scheme on household savings, DWP Research Report
No 373

213

Emerson, C and Wakefield, M, 2009, Accounts and Amounts: Reforming private pension enrolment

Net liquid assets are defined in the IFS report as being an individual’s liquid savings in products or
broadly liquid non-pension savings and investments in products such as cash savings accounts and
Individual Savings Accounts, or products invested in stocks and bonds, minus their debts on non-
mortgage loans
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Annex C: Gender impact assessment

Gender Inequality in Pension Saving

CA

C.2

C.3

There is a legacy of inequality between men and women in pension saving. A
number of factors have historically caused inequalities in both private and state
pension income.

Patterns in the labour market have affected women’s ability to build up state
pension entitlements, as well as the level and frequency of private pension
contributions they make.

Reforms to the state pension system, implemented by the Pensions Act 2007, will
significantly contribute to making future pensioners, and in particular women,
better off. On its own, however, the State Pension system will not provide the
retirement income that many people want.

Gender Employment Patterns

C4

C.5

The employment rate gap has narrowed, but it still exists - women are still more
likely than men to be working part-time and have broken work histories due to
economic inactivity when women do not work due to for instance caring
responsibilities rather than unemployment. Gender differences in types of
occupations, all contribute to the disparity in pension provision.214

Women are also more likely to be lower earners, a group that is not well served
by the pensions market. Figure C.1 shows how women are both under-
represented in the population of employees earning over £33,540 and over-
represented in the population earning less than £5,035.

Figure C.1 Distribution of employees by earnings and gender

I
O less than £5,035
Female
m £5,035 to £14,999
00 £15,000 to £24,999
Male 0 £25,000 to £33,540
‘ | £33,540 and over
0% 20% 40% 60% 80% 100%

Source: UK Family Resources Survey 2005/06. Analysis based on employees aged 22 to State
Pension age

214 ONS, October 2006, Focus on Gender
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C.6

C.7

The likelihood of being in work affects the likelihood of participating in a private
pension scheme. Only around 40 per cent of women contribute to a private
pension, compared to around 56 per cent of women who are in work. The
proportion of men contributing to a private pension is around 46 per cent,
compared to around 59 per cent of men who are in work. 21>

However, these figures mask the fact that women are more likely to work in the
public sector where workplace pension scheme membership is higher. If we
compare provision by sector, around 48 per cent of male and 39 per cent of
female private sector employees contribute to a workplace pension. Participation
increases to around 90 per cent of male and 85 per cent of female public sector
employees contributing to a workplace pension.?*® This suggests that given the
same opportunities, women are as likely as men to contribute to a workplace
pension scheme.

Impact of workplace pension reform on gender disparity in pension saving

C.8

C.9

C.10

C.11

These reforms will provide employees with access to a workplace pension
scheme, with minimum employer contributions. They will provide a strong incentive
for employees to participate in a pension scheme and ensure equality of access to
a workplace scheme of a minimum standard, giving many millions of men and
women the same opportunity to build up a private pension.

There are also a number of behavioural and informational barriers to making
private provision for retirement. Automatic enrolment into a qualifying workplace
pension scheme will help tackle the problem of inertia and lack of confidence in
making financial decisions, which appear to be more significant barriers for women
than men in saving in a pension scheme. Research on the 401(k) experience in
the United States show that in that particular instance automatic enrolment had
the greatest effect among people on low incomes, people from minority ethnic
groups and women who have lower participation rates.!’

Latest estimates show that 10 to 11 million people will be eligible for automatic
enrolment into a qualifying workplace pension scheme of which we expect 4 to 5
million to be women.2!® There are more men than women in the group eligible for
automatic enrolment because women are more likely to be economically inactive
or work in the public sector. These estimates represent around two thirds of
private sector employees aged 22 and earning more than £5,035 for both men
and women. Many of these individuals will be gaining access to a workplace
pension scheme with incentives to save for the first time.

Taking these participation rates into account we expect around an additional 2 to
3 million women and 3 to 5 million men to newly participate in a workplace
pension scheme. In addition, around half a million people who are already saving
will benefit from a higher employer contribution.

215
216

Family Resources Survey 2005/06. Analysis is based on people aged 22 to State Pension age
Annual Survey of Hours and Earnings 2008. Analysis is based on people aged 22 to State Pension

age, and only includes workplace pensions

217 US Research. Madrian and Shea, 2002, in Mundell and Sunden, 2004, Coming up short: the
challenge of 401(k) plans, The Brookings Institute

218 DWP modelling based on EPP 2007 and ASHE 2007
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C.12

C.13

C.14

C.15

C.16

C.17

The introduction of the personal accounts scheme and the employer duty to
automatically enrol will give employers a choice about where workers will be
automatically enrolled?*®. In total we estimate that 3 to 6 million individuals will
participate in the personal accounts scheme and that 1 to 2 million of them will be
women. We expect higher levels of participation in the scheme in subsequent

years?%°.

Alongside the improvements in women’s labour market position relative to men,
these reforms will offer substantial opportunities for women to build up private
pension savings in their own right. If women save earlier as a result of these
reforms this will help to substantially increase their final pension entitlement at
retirement.

Due to these reforms, a large majority of men and women can expect to benefit
from saving into a workplace pension scheme, with good incentives to save at the
point they are automatically enrolled. This is true for those who expect to work most
of their working life, irrespective of their income level. Individuals can expect to gain
both in financial terms and in the security offered by building up their own pension
assets.??!

The implementation approach will initially have a slightly adverse effect on
women as they are more like to work in smaller firms and therefore be staged in
later. 22 Women are also more likely to have career breaks and will therefore
have less time to build up their savings.>*> This is because the contributions
foregone represent a larger proportion of their potential savings.

The PA scheme will be subject to legislation requiring the trustees or managers of
a pension scheme not to discriminate on grounds of gender etc. The requirement
for an equal treatment rule is currently in section 62 of the Pensions Act 1995.

The Personal Accounts Delivery Authority will undertake an equality impact
assessment which will set out how the personal accounts scheme will be
designed and delivered to ensure that potential barriers to access arising from
race, gender and disability have been properly considered and where required
adjustments made.

219
220

The assumptions on employer choice are explained in detail in Annex F
See Annex F
Full details of the analysis can be found in the Gender Impact Assessment of Pension Reform,

published in December 2007
222K Labour Force Survey 2009

223

DWP I-pen modelling
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Annex D: Race impact assessment

D.1

D.2

Minority ethnic groups are less likely to be saving for their retirement due to a
combination of labour market patterns and the kinds of behavioural and
informational barriers discussed in Chapter 1. Therefore reforms to workplace
pensions will affect employees in these groups proportionately more than all
employees. This is because at these groups are over-represented in the target
group for automatic enrolment.

The employment rate varies slightly between minority ethnic groups. Pakistani
and Bangladeshi have the lowest employment rate and are more likely to work
part- time.?%* This is reflected in the earnings distribution. Figure D.1 shows that
this group are slightly more likely to be lower earners, but overall employees from
all ethnic groups are equally represented in the population of moderate to low
earners (£5,035 to £33,540).

Figure D.1 Distribution of employees by earnings and ethnic group

All

Other Ethnic
Black or Black

Pakistani and
Bangladeshi

Groups

British

Indian

Mixed

White

0% 20% 40% 60% 80% 100%

@ less than £5,035 m £5,035 to £14,999 0O £15,000 to £24,999 O £25,000 to £33,540 m £33,540 and over

Source: UK Family Resources Survey, 2003/04, 2004/05, and 2005/06
Note. Analysis based on employees aged 22 to State Pension age

D.3

All minority ethnic groups are slightly less likely to be contributing to a private
pension than white individuals. Table D.1 shows the variation amongst
employees across all ethnic groups. The participation rates are particularly low for
Pakistani and Bangladeshi and Other Ethnic Groups. This is because Pakistani
and Bangladeshi groups are more likely to be working part-time while those in the
Other Ethnic Groups category are slightly more likely to be working in smaller
firms, two groups that are not currently well served by the pensions market. The
participation rates are marginally higher for Black or Black British groups who are
slightly more likely to be working full-time or in the public sector where workplace
pension membership is higher.?

224
225

Family Resources Survey 2005/06
UK Labour Force Survey, 2007-2009. The minor variations in economic activity and sectors by ethnic

group in the 2009 UK Labour Force Survey are not statistically significant due to small sample size
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less than £5,035to £15,000 to £25,000 to £33,540 and
£5,035 £14,999 £24,999 £33,540 over

White 23 44 64 77 85
Mixed 12 34 49 63 81
Indian 18 31 55 60 71
Pakistani and
Bangladeshi 6 11 36 54 76
Black or Black
British 9 28 51 62 79
Other Ethnic
Groups 8 20 42 58 65
All 22 42 63 76 84

Source: UK Family Resources Survey, 2003/04, 2004/05, and 2005/06. Analysis based on employees
aged 22 to State Pension age

D.4 Automatic enrolment will tackle the problem of inertia and lack of confidence in
making financial decisions, which have had a significant effect on participation
rates for people from minority ethnic groups®2®. Overall these reforms will give
employees from all minority ethnic groups a substantial opportunity to build up
private pension savings.

D.5 The staged implementation approach will have a slightly adverse effect on some
minority ethnic groups, as these are more likely to work in smaller firms and
therefore be staged in later.??” Employees of minority ethnic groups are also
more likely to have career breaks and will therefore have less time to build up
their saving.228 This is because the contributions foregone represent a larger
proportion of their potential savings.

D.6 The Personal Accounts Delivery Authority will undertake an equality impact
assessment which will set out how the personal accounts scheme will be
designed and delivered to ensure that potential barriers to access arising from
race, gender and disability have been properly considered and where required
adjustments made.

226 Madrian, C and Shea, D, 2002, Coming up short: the challenge of 401 (k) plans, The Brookings
Institute
" DWP Ipen modelling
® UK Labour Force Survey 2009
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Annex E: Disability impact assessment

E.1  People with disabilities are a diverse group. There are major variations within the
group of disabled people, depending on their impairments, and the severity of
those impairments.®?® In addition, the data sources available use different
definitions of disability.

E.2 Disabled people are significantly less likely to be in employment than those who
are not disabled. Although there have been significant improvements in the
employment rates of disabled people in the last decade, 48 per cent of disabled
people are in employment compared to 77 per cent of non disabled people.230

E.3 Table E.1 shows that, generally, employees who are disabled are equally
represented in the target group of moderate to low earners (£5,035 to £33,540).

less than £5,035 to £15,000 to £25,000 to £33,540 and
£5,035 £14,999 £24,999 £33,540 over
Not disabled 7 28 31 16 18
Disabled 11 32 30 14 13

Source: Family Resources Survey 2005/06

Note: In this analysis the definition for disability that we have used is ‘people with a long-standing illness,
disability or infirmity, and who have a significant difficulty with day-to-day activities‘. This includes
respondents who take some form of medication without which the health problems would significantly
affect the respondents’ life. This means that everyone in this group would meet the definition of disability
in the Disability Discrimination Act (DDA); however, the estimates do not reflect the total number of people
covered by the DDA as the Family Resources Survey does not collect this information fully. Analysis is
based on employees aged 22 to State Pension age

E.4 Thirty two per cent of disabled people are currently participating in a private
pension, compared with 47 per cent of people who are not disabled.?*! However,
the picture is different when only employed people are considered. Whilst
disabled people are slightly more likely to be working part-time, overall employees
who are disabled are just as likely as non-disabled employees to participate in a
private pension, with 59 per cent of disabled employees contributing to a private
pension, compared with 57 per cent of employees who are not disabled.?* These
figures reflect that disabled people are slightly more likely to work in the public
sector where workplace pension membership is higher.?33

229 Berthoud, R, The employment rates of disabled people, DWP Research Report No 298

Labour Force Survey, Quarter 2, 2009

Family Resources Survey 2005/06. Analysis is based on people aged 22 to State Pension age
232 UK Labour Force Survey, 2007-2009

23 UK Labour Force Survey, 2007-2009

231
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E.5 Overall employees who are disabled are equally represented across all firms and
do not have more broken work histories than average.?** The implementation
approach will therefore have the same effect on the pension saving of those who
are disabled as the impact (discussed in Chapter 3) on all individuals saving
under these reforms.

E.6  As with gender equality, trustees and managers of occupational pension schemes
are required not to discriminate on grounds of disability (see section 4G of the
Disability Discrimination Act 1995) and each such scheme must include a rule to
this effect.

E.7 The Personal Accounts Delivery Authority will undertake an equality impact
assessment which will set out how the personal accounts scheme will be
designed and delivered to ensure that potential barriers to access arising from
race, gender and disability have been properly considered and where required
adjustments made.

24 UK Labour Force Survey, 2007-2009
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Annex F: People benefiting from private pension
reform - explanation of participation estimates

Background

F1.

F2.

F3.

F4.

F5.

F6.

The workplace pension reform provisions aim to encourage and enable more
people to save towards their retirement. This Annex presents analysis on the
impact of the reforms on the number of people saving in a workplace pension
scheme.

From 2012, workers between the age of 22 and State Pension Age, with annual
earnings in at least one job of more than £5,035 (2006/07 earnings terms) will be
eligible for automatic enrolment into a qualifying pension scheme, unless they are
already participating in such a scheme. It will be for the employer to choose the
qualifying scheme into which they enrol their jobholders. The new personal
accounts scheme will be one option open to employers and aims to complement
existing workplace pension provision.

This Annex sets out our current assumptions about what participation in
workplace pension schemes will be after the reforms, particularly focusing on how
our analysis and assumptions have changed since the previous participation
estimates.

Current assumptions indicate that around 10—11 million®*® people will be eligible
for automatic enrolment in a workplace pension scheme from 2012. This will lead
to 5 to 9 million people newly saving or saving more in workplace pension
schemes than before the reforms.

Employers will be able to choose between enrolling eligible jobholders into either
an existing form of workplace pension scheme or into the new personal accounts
scheme, or a combination of both. It is estimated that there will be 3 to 4 million
more people saving or saving more in existing forms of workplace pension
scheme, and 3 to 6 million people participating in the personal accounts scheme;
this includes some who were previously saving in existing forms of workplace
pension scheme, and some who opt in.

There is inherent uncertainty around these figures. It is not possible to be certain
about how the pension and economic landscape may change in the years leading
up to the reforms. And although the assumptions are informed by a programme of
research, it is not possible to be certain about how employers and individuals may
change their behaviour in response to the reforms. This is why low, principal and
high scenarios have been developed for all our trend and behavioural
assumptions, and why figures in the Annex are generally presented as broad
ranges. The analysis presented here also assumes that all employers meet the

2% All employee figures in this document are rounded to the nearest million unless otherwise stated. Note

that this analysis focuses on the private and not-for-profit sectors. Self employed workers are exempt

from these reforms and it is envisaged that most public sector employees will already have
established pension schemes in their workplace
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F7.

requirements of the reforms, both to provide a workplace pension scheme, and
automatically enrol their eligible employees into it.

Trends within the pension landscape and the economic context into which these
reforms will be introduced will continue to be monitored, and so continue to
improve our understanding of how the reforms will affect employers, individuals
and the financial services industry.

Headline Figures

F8.

F9.

As a result of the reforms we expect there to be around 10 to 11 million people
eligible for automatic enrolment into a workplace pension scheme. After
accounting for people who opt out we expect this to result in:

e 5 to 9 million people newly saving or saving more in all forms of workplace
pension scheme;

e 3 to 4 million people will be newly saving or saving more in existing forms of
workplace pension scheme; and

e 3 to 6 million people saving in the personal accounts scheme, including some
who were previously saving in existing forms of workplace pension scheme,
and some who opt in.

Figure 1 below sets out the range our estimates take for the number of people
eligible for automatic enrolment, and the increase in number of people we expect
to be participating in the personal accounts scheme or in other forms of
workplace pension scheme after the reforms are introduced.
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Figure 1: Estimates of number of people newly saving or saving more after the
introduction of the reforms
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Notes: Ranges are rounded to the nearest million, and therefore may not sum
*Taking an employer contribution of at least 3 per cent into a current workplace pension scheme as a
proxy for a defined contribution scheme that is likely to qualify under the Pensions Act 2008. We have
assumed that all defined benefit schemes qualify in this analysis
AThis is an existing or newly set up workplace pension scheme, other than the personal accounts scheme
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Assumptions underpinning participation estimates

F10.

The post-reform participation estimates are modelled in four key steps. First the
current pension landscape is modelled in terms of employer provision of pension
schemes and participation by employees. Second, this landscape is projected
forward to when the reforms will be implemented. Third, using evidence from
research with employers assumptions are made about whether employers will
use the new personal accounts scheme or existing or other provision to fulfil their
duty to provide a qualifying pension scheme to their workers. Fourth, using
evidence from research with eligible individuals assumptions are made about how
many people will opt out of a scheme after being automatically enrolled by their
employer. This section gives further information about each of these steps.

Current pension landscape

F11.

F12.

The estimate of the current pension landscape is derived from the Employers’
Pension Provision (EPP) survey®*, weighted to the Small and Medium Enterprise
(SME) statistics. Since the last time participation estimates were published the
EPP and SME data used has been updated from the 2005 to the 2007 versions,
and have incorporated the non-profit sector into our analysis for the first time. The
2007 EPP survey shows that 21 per cent of 1.3 million employers already offered
a pension scheme with an employer contribution of 3 per cent of pay. This means
that around 79 per cent, or around 1 million employers were not offering a
qualifying®®” pension scheme.

We have also incorporated new data from the 2007 Annual Survey of Hours and
Earnings (ASHE) to identify the number of people who would be eligible for
automatic enrolment. Combining EPP and ASHE data we estimate that in 2007
around 36 per cent of the eligible population were already in qualifying pension
schemes.

Projecting forward the 2007 landscape

F13.

To understand the number of employers and employees that the pension reforms
will affect when they are introduced, it is necessary to project forward the 2007
landscape as defined above. Since the last participation estimates were
published the employment and employer projections and the pension provision
and membership projections have been updated.

Employment and employer projections

F14.

The projections of the overall private sector employed population are based on
the actual growth figure for 2008; the summary of independent forecasts
published monthly by HM Treasury for 2009 and 2010; and an assumption about
long-term employment growth. This change in methodology has not changed the
principal estimate that there will be 20 million private sector employees when the
reforms are implemented, within a range of 19-21 million. It is estimated that 16

2% Forth, J and Stokes, L, 2008, Employers’ Pension Provision Survey 2007, DWP Research Report 545

237

Taking an employer contribution of at least 3 per cent into a current workplace pension scheme as a

proxy for a scheme that is likely to qualify under the Pensions Act 2008
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F15.

million of these, within a range of 15-17 million, will be within the eligible group as
defined by the Pensions Act 2008.

Information from the Office for National Statistics on the birth and death rates of
enterprises from 2002-2007 has been utilised to develop assumptions about how
the number of employers may change. It is estimated there will be up to 1.3
million employers with duties under the reforms when they are implemented.

Pension projections

F16.

F17.

F18.

To project forward the 2007 estimates of the pension landscape the available
evidence on pension membership and provision to individuals, and scheme
provision by employers was reviewed. The principal scenario assumes that trends
in pension provision observed between 2003 and 2007 continue. The assumption
is that the trends in employer provision of pension schemes are reflected in
membership trends, with employers turning away from occupational schemes in
favour of less expensive workplace pension schemes. In this scenario 34 per cent
of the eligible population are in a qualifying pension scheme when the reforms are
implemented, compared to 36 per cent in 2007.

In the high scenario the assumption is that employers start to increase the quality
of their pension provision in anticipation of the reforms, and consequently pension
membership in qualifying pension schemes is slightly higher than in the principal
scenario, at 36 per cent before the reforms take place. In the low scenario it is
assumed that there is a more rapid trend away from occupational schemes and
towards other workplace pension schemes, and consequently lower pension
membership than in the principal scenario. In this scenario it is estimated that 32
per cent of the eligible population are saving in a qualifying pension scheme
before the reforms take place.

Using these projections, the assumption is that between 10 and 11 million
workers will be eligible for automatic enrolment when the reforms are introduced.
This compares to the previous assumption that between 9 and 11 million workers
would be eligible for automatic enrolment. These totals include around 0.5 million
people who it is expected will be receiving an employer contribution of less than 3
per cent.

Employers’ choice of pension scheme

F19.

Employers can choose what sort of scheme they use to fulfil their new duties. We
make assumptions to determine whether an employer chooses to place some or
all of their employees into an existing form of workplace pension scheme, or into
the new personal accounts scheme. It is likely that employers will make this
decision separately for existing employees who are pension scheme members,
existing employees who are not pension scheme members, and new employees.
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F20.

F21.

F22.

The previous assumptions about employer choice were based on the Department
of Work and Pension’s Employers’ Attitudes Survey (EAS)?*® carried out in 2007.
The current assumption uses more recent results from research commissioned by
the Personal Accounts Delivery Authority (PADA). The Employer Decision-
Making (EDM)** research was carried out between December 2008 and January
2009 and contains responses from 3,000 employers about the choices they might
make and the advice they may seek. The survey also has responses from 400
accountants, Independent Financial Advisors (IFAs) and Employee Benefit
Consultants (EBCs) about the advice they are likely to offer employers.

Based on the findings of this research it has been possible to refine and develop
the assumptions about whether an employer will choose to enrol some or all of
their employees into the personal accounts scheme, or into an existing form of
workplace pension scheme when the reforms are implemented. This is primarily
through an assessment of the likely influence of intermediary advice on
employers’ choice of scheme, and a better understanding of how many
employees may be enrolled into the personal accounts scheme by employers
offering multiple pension provision. It is expected that between 40 and 55 per cent
of all those newly automatically enrolled into a workplace pension scheme to be
enrolled into the personal accounts scheme.

It is estimated that 0.9-1.2 million employers will use the personal accounts
scheme for at least some of their employees, and this will result in 5-6 million
employees being automatically enrolled into an existing form of workplace
pension scheme, and 4-7 million being automatically enrolled into the personal
accounts scheme.

Opt-out by individuals

F23.

F24.

Although all eligible employees will be automatically enrolled into a qualifying
pension scheme, participation is not compulsory. Employees will have the
opportunity to opt-out. The estimate of the proportion of those automatically
enrolled who will opt-out has not changed.

To estimate the number of individuals who will opt out we use evidence from the
Individuals’ Attitudes Survey (IAS)**° carried out in 2007. Using the responses to
this survey, and taking account of the age distribution of those in the group
eligible for automatic enrolment and making assumptions about the possible
behaviours of those who were not certain what they would do, an opt out rate of
around 25 per cent, within a range of around 20 and 45 per cent is estimated. It is
assumed that all those who are already saving in a pension scheme will continue
to do so even if automatically enrolled into the new personal accounts scheme.

2% Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546

%9 The Employer Decision Making Survey was commissioned by PADA and carried out between
December 2008 and January 2009

240 Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550
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Other savers in the personal accounts scheme

F25.

F26.

F27.

Individuals must meet the eligibility criteria in order to be automatically enrolled
into a workplace pension scheme. If individuals do not meet these criteria then
they might choose to voluntarily enrol into a pension scheme. The estimates of
the number of people who, although not eligible for automatic enrolment, might
opt in specifically to the personal accounts scheme is unchanged from those
described in the previous Annex published in November 2007. These
assumptions use information about the number of employees (and current
participation rates) of those aged less than 22, the self employed, the inactive
(who can continue to save once they have a personal account), the unemployed,
and those earning less than £5k. Overall, we estimate that less than 0.5 million
people will voluntarily opt in to the personal accounts scheme.

The estimates of how participation in workplace pension schemes will increase as
a result of the current reforms have changed since those published in the Impact
Assessments accompanying the introduction of the Pensions Bill 2007. The most
important change is that we expect more people to save in existing forms of
workplace pension arrangement, rather than in the personal accounts scheme.

These participation estimates will continue to be updated as the implementation
of the reforms approaches, and as new evidence and data become available.
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Annex G: Estimates of the employer
administrative costs of reform

Background

GA1

The Pensions Bill Impact Assessment published in April 2008, presented
estimates of the administrative costs of workplace pension reform to employers.
The total administrative cost to employers of automatic enrolment and
contribution collection by firm size was estimated to be £350 million in the first
year and £101 million per year thereafter on an ongoing basis. Table G.1 shows a
breakdown of these estimated costs by firm size.

Costin Year 1 Ongo:czguerzgr;:zlrgost n
(£ million) (£ million)

Large firms 37 6

Medium firms 34 6

Small firms 105 28

Micro firms 167 59

Single person director firms (firms with no 8 ”
employees)

Total costs 350 101

Source: DWP modelling
Note: Costs are expressed in 2007/08 prices

G.2

These estimates were the result of a cross-Government working group which
refined the estimates of the cost impacts for employers presented in the
December 2006 White Paper Personal Accounts: a new way to save.’** The
working group comprised of economists from the Department of Work and
Pensions, the Enterprise Directorate at the Department for Business, Enterprise
and Regulatory Reform (BERR), and the Better Regulation Executive. The
working group:

o systematically reviewed all of the assumptions underlying the estimates;

241

The compliance cost of each employer registering with TPR is included in these cost estimates.

242

However, a small number of compliant employers may have further dealings with the regulator, for
example if they are selected for investigation on the basis of a risk profile determined by employer
characteristics. The administration cost of this additional contact with the Regulator is not included in
our cost estimates as it is not possible to estimate how many compliant employers will be affected.
The costs to employers will depend on how the Regulator chooses to exercise its discretionary
powers. Any requirement to provide information under the record-keeping powers should not impose
additional burdens to employers as the Regulator may only require records and is not able to specify
the format in which they are provided

More information about the group and the work that it completed can be found in Annex G of the
Pensions Bill Impact Assessment. http://www.dwp.gov.uk/docs/impact-assessment-240408.pdf
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incorporated evidence from the latest data sources including the Annual
Survey of Hours and Earnings and evidence from a Department of Work and

243.

Pension’s survey of employer attitudes and likely responses to reform**°; and

commissioned two new research projects on the costs to employers:

A series of focus groups with employers of different sizes to help validate
our estimates of the cost of internally administering monthly
contributions.?** This research found the estimates to be broadly accurate
and, if anything, slightly high; and

A small telephone-based survey to help establish the additional costs of
administering monthly contributions to employers who currently outsource
their payroll functions.?**

G.3 The remainder of this annex presents the latest estimates of the administrative

costs to employers and explains the methodology and key assumptions that
underpin them.

New administrative cost estimates

G4

G.5

Table G.2 sets out the current estimates of the total administrative costs to firms
of the processes required under the employer duties by firm size. A breakdown of
the cost of each of these processes, by firm size, can be found in Tables G.8 and
G.9 in the appendix to this annex.

The estimated total cost to employers is around one-quarter higher in the first
year of introduction (£443 million) and in future years (£130 million)
with the estimates presented in the April 2008 Pensions Bill Impact Assessment.
An explanation of the differences is discussed in this Annex.

246 compared

243

Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to

the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546

244

Stone, A., Allison, G., Braidford, P., Houston, M., (Durham University) 2007, Anticipated administrative

burdens on businesses of proposed personal accounts arrangements. Available at:
http://www.berr.gov.uk/files/file42160.doc

245

Butters, S., North, D., Vickers, ., Engelbert, S., Macauley, P., (Middlesex University Business School),

2007, Enquiry for BERR and DWP on the predicted costs of additional payroll services to support
personal account pensions. Available at: http://www.berr.gov.uk/files/file42159.doc

246

This figure is different to the £99 million ongoing administrative burden stated on the summary page

because the £130m is the total administrative cost to employers in 2009/10 rather than the
administrative burden associated with the information obligations in 2005 terms
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Cost in Year 1 Ongoing annual cost in future
years
(£ million) (£ million)

Large firms 82 13
Medium firms 50 10
Small firms 138 41
Micro firms 173 66
Total costs 443 130

Source: DWP modelling
Note: Costs are expressed in 2009/10 prices

Methodology

G.6

This analysis takes account of the range of processes and functions that
employers will need to carry out in order to comply with their new obligations.
These can be categorised as four discrete processes:

Process 1: preparing for start-up which includes:

Investigating whether existing schemes meet the quality criteria;

Decision makers meeting to discuss changes to business strategy due to the
reforms;

Making an arrangement with a pension scheme so that employees can be
enrolled from the automatic enrolment date;

Adapting or purchasing in-house or internal payment systems;
Training staff to carry out the administrative processes;

Communicating with all employees about the firm’s response to the reforms.

Process 2: registration which includes:

Receiving written confirmation from TPR about the firm’s automatic enrolment
date twelve and three months before that date;

Registering for the PAYE service with the Government Gateway if payroll is
outsourced;

7 The compliance cost of each employer registering with TPR is included in these cost estimates.

However, a small number of compliant employers may have further dealings with the regulator, for

example if they are selected for investigation on the basis of a risk profile determined by employer
characteristics. The administration cost of this additional contact with the Regulator is not included in
our cost estimates as it is not possible to estimate how many compliant employers will be affected.
The costs to employers will depend on how the Regulator chooses to exercise its discretionary

powers. Any requirement to provide information under the record-keeping powers should not impose

additional burdens to employers as the Regulator may only require records and is not able to specify
the format in which they are provided
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G.7

Registering with TPR each PAYE scheme giving details of the pension
scheme(s) used to comply with the duties;

Re-registering once every three years, verifying the details of the pension
scheme(s) being used.

Process 3: enrolment activity which includes:

Providing information to existing members of qualifying schemes;

Providing information to jobholders whose automatic enrolment is being
postponed;

Enrolling eligible jobholders, providing them with the required information and
providing their details to the pension scheme;

Dealing with opt-outs and refunding any contributions deducted by the
employer before the opt out was received;

Providing information to jobholders not eligible for automatic enrolment and
workers without qualifying earnings about their right to opt-in to pensions
saving.

Process 4: collection and administration which includes:

The calculation and collection of contributions from employees pay with effect
from day one;

Payment of contributions to the pension scheme;
Dealing with queries about deductions;

Processing requests to cease pension saving.

Each of the processes described above involves a number of tasks which the firm
will need to carry out. The cost of each task is dependent upon:

The time taken to carry out the task;
The person carrying out the task and their hourly wage; and

The number of workers in the firm who would be enrolled into a qualifying
scheme.

Changes to the administrative cost estimates

G.8

Although the latest estimates appear to be broadly similar to those presented in
the April 2008 Impact Assessment, there are a number of differences in the way
the different processes that employers might be expected to perform are
estimated.
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Number of firms

G.9

G.10

The numbers of firms and PAYE schemes who will be required to comply with the
employer duties have been revised as set out in Annex F. Assumptions about
how firms will comply with their duties have been revised to take account of the
Employer Decision Making Survey248.

The Pensions Act 2008 now wholly excludes Worker-Director**® firms from the
employer duty implied by these regulations. Latest estimates suggest that this
category could include up to 300,000 firms. This type of firm was included in the
April 2008 estimates of administrative costs but has now been removed as there
will be no administrative requirements on Worker-Director firms.

Wages

G.11

This analysis is based on median wage estimates from the Annual Survey of
Hours and Earnings 2008, which have been uprated to 2009/10 earnings terms.
Wages have been inflated by 21 per cent® to take account of non-wage costs,
such as employer national insurance contributions, estate costs and IT costs.
Analysis on dividend payments in the smallest firms has been incorporated to
more accurately reflect the remuneration of the owner/manager in these firms.

Registration and re-registration

G.12

G.13

The requirement for all PAYE schemes to register with TPR and confirm their
compliance with the employer duties has been included. All PAYE schemes will
need to be registered with the Government Gateway in order to access
registration. For those who outsource their payroll to a third party provider, it may
be necessary to register for a new service before they will be able to access
registration.

Firms will also be required to re-register with TPR every three years after
automatic re-enrolment. This will involve updating the information provided at
registration.

Enrolment activity

G.14

G.15

The estimates have been updated to take account of the latest estimates of the
number of additional people saving after reform and where they might be saving,
as set out in Annex F.

The one-off cost associated with supplying information to existing members of
qualifying schemes has been included. The costs of supplying information to
workers and jobholders not eligible for automatic enrolment has been included, as
has the cost of enrolling any individuals who decide to opt-in.

248

The Employer Decision Making Survey, was commissioned by PADA and carried out between

December 2008 and January 2009

249

Worker-directors pay themselves as a worker for their own company. Where they are the sole worker

for their own company they will be excluded from the reforms

250

Better Regulation Executive guidance
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G.16 The costs of the processes associated with automatic enrolment, opt-outs and
refunds have been updated to reflect the policy detail that is now set out in the
regulations.

G.17 The ongoing costs now include estimates of the costs of automatic re-enrolment
of individuals who opted out or cancelled more than 12 months previously.

Collection and administration

G.18 HMRC analysis®®! has been used to estimate the time taken to fulfil employer
duties. Research by Durham Business School?>? considered the time taken to
carry out the monthly collection process for firms of different sizes. The research
reported that the majority of respondents thought the estimates were appropriate
if not a little high.

G.19 The estimates reflect HMRC information on the proportion of employers who are
likely to outsource their monthly payroll obligations. Research by Middlesex
University®>* examined the costs of additional obligations for firms who outsource
their payroll systems. The results of their telephone survey suggest that additional
costs to employers that already outsource their existing payroll obligations would
be minimal due to the automated nature of the processes.

Costs to employers according to how they fulfil their new duties

G.20 Total administrative cost to firms that are likely to use existing schemes to fulfil
their automatic enrolment duties is lower than the estimated cost to firms that are
likely to use a new scheme. This is illustrated in Table G.3 and in the case studies
in Box 4.2 in chapter 4. This is because the firms that choose to use an existing
qualifying scheme are likely to already have a scheme in place and as such avoid
the costs of setting up new systems.

G.21 It is assumed that for an employer not currently involved in pension provision,
there is little difference between the minimum administrative costs of setting up
and operating the personal accounts scheme compared to setting up an
alternative qualifying scheme.

Average costs per firm

G.22 Tables G.4 and G.5 show the average administrative cost faced by firms using a
new or existing qualifying scheme to fulfil their employer duties.

251 http://www.hmrc.gov.uk/better-regulation/kpmg.htm

22 Stone, A, Allison, G, Braidford, P, Houston, M, (Durham University) 2007, Anticipated administrative
burdens on businesses of proposed personal accounts arrangements. Available at:
http://www.berr.gov.uk/files/file42160.doc

23 Butters, S, North, D, Vickers, |, Engelbert, S, Macauley, P, (Middlesex University Business School),
2007, Enquiry for BERR and DWP on the predicted costs of additional payroll services to support
personal account pensions. Available at: http://www.berr.gov.uk/files/file42159.doc
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New Scheme Existing scheme
Costs in Year 1 Ongoing costs in Costs in Year 1 Ongoing costs in
future years future years
Large firms 49 7 33 6
Medium firms 36 6 14 4
Small firms 122 35 16 6
Micro firms 167 64 6 2
Total costs 374 112 69 18

Source: DWP modelling
o Figures are expressed in 2009/10 prices

e Figures are rounded to the nearest £1m and may not sum due to rounding

G.23 As explained above, firms using an existing scheme are likely to face lower
additional costs relative to firms using a new scheme. This is because firms with
an existing pension scheme will have the advantage of having the necessary
systems and processes already in place and knowledge of what providing a
pension involves. While this is immediately obvious for medium, small and micro
firms, it seems that costs per firm are greater for large firms using an existing
qualifying scheme compared with those setting up a new scheme. This is simply
a function of the number of individuals being enrolled into the scheme compared
with the number of firms.

Number of firms Costin Year 1 Ongoing cost in future years
(£)
Large firms 4,000 11,700 1,710
Medium firms 17,000 2,200 400
Small firms 318,000 400 100
Micro firms 747,000 200 90
All firms 1,086,000* 300" 100"

Source: DWP modelling

Notes: Figures are expressed in 2009/10 prices; Figures are rounded to the nearest £100, where the
figure is less than £100 it is rounded to the nearest £10 and may not sum due to rounding

*total number of projected firms in 2012; Taverage administrative cost
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. Cost in Year 1 Ongoing cost in future

Number of firms ®) years
(£)

Large firms 3,000 12,500 2,200
Medium firms 11,000 1,300 300
Small firms 67,000 200 100
Micro firms 57,000 100 50

All firms 138,000* 500" 100"

Source: DWP modelling

Notes: Figures are expressed in 2009/10 prices; Figures are rounded to the nearest £100, where the
figure is less than £100 it is rounded to the nearest £10; and may not sum due to rounding

*total number of projected firms in 2012; Taverage administrative cost

G.24 Tables G.4, G.5, G.6 and G.7 show that while the average per firm cost is
greatest for the largest firms, per employee costs are estimated to be much
smaller. This reflects the fact that most small firms do not already provide a
pension with an employer contribution and so will need to enrol a larger
proportion of their workforce into a pension scheme. The greater scale of large
firms also allows them to spread the fixed costs associated with these reforms
across a larger number of employees.

Number of individuals Cost in Year 1 Ongoing cost in future
eligible for automatic years
enrolment (£) (£)

Large firms 2,400,000 20 5

Medium firms 900,000 40 10

Small firms 2,300,000 50 20

Micro firms 1,400,000 120 50

All firms 7,100,000* 50" 20"

Source: DWP modelling

Notes: Figures are expressed in 2009/10 prices; Figures are rounded to the nearest £100, where the
figure is less than £100 it is rounded to the nearest £10 or £5 as appropriate and may not sum due to
rounding

*total number of automatic enrolments; Taverage administrative cost
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Number of individuals Cost in Year 1 Ongoing cost in future
eligible for automatic years
enrolment (£) (£)
Large firms 2,000,000 20 5
Medium firms 800,000 20 5
Small firms 900,000 20 10
Micro firms 100,000 60 20
All firms 3,800,000* 20" 5

Source: DWP modelling

Notes: Figures are expressed in 2009/10 prices; Figures are rounded to the nearest £100, where the
figure is less than £100 it is rounded to the nearest £10 or £5 as appropriate; and may not sum due to
rounding

*total number of automatic enrolments; Taverage administrative cost

G.25 Monitoring of trends in pension provision, the economic context in which these
reforms will be introduced and evidence gathering on the attitudes of employers,
to the reforms will continue. The programme intends to fully evaluate the effects
of the reforms. The evaluation will assess the impacts of the reforms on
employers, to evaluate the extent to which the policy objective is met whilst
putting minimal burden on employers and maintaining current good pension
provision.
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Appendix G1: Employer administrative costs by process and firm size

Large Medium Small Micro
Process 1: Prepare for start-up £36.3 £30.4 £78.7 £94.5
Inye;tlgatlng whether existing schemes meet the quality 15 4.1 6.9 27
criteria
Decision makers meeting to discuss changes to business 0.1 04 55 15.4
strategy due to the reforms
Making an arrangement with a pension scheme so that
: 0.1 0.4 54 13.4
employees can be enrolled from the automatic enrolment date
Adapting or purchasing in-house or internal payment systems 8.0 13.2 19.5 5.1
Training staff to carry out the administrative processes 2.1 3.9 30.9 46.4
Communicating with all employees about the firm’s response 245 8.5 106 116
to the reforms.
Process 2: Registration £0.1 £0.6 £4.0 £11.7
Receiving written confirmation from TPR about the firm’s
automatic enrolment date (twelve and three months before 0.0 0.1 14 3.8
that date at implementation).
Registering for the PAYE service with the Government 0.0 0.0 05 23
Gateway
Registering with TPR each PAYE scheme giving details of the
; . h 0.1 0.4 2.1 5.7
pension scheme(s) used to comply with the duties
Re-registering once every three years, verifying the details of ) ) ) )
the pension scheme(s) being used
Process 3: Enrolment activity £41.0 £12.5 £23.2 £13.7
Providing information to existing members of qualifying 10.8 29 17 0.2
schemes
Providing mformahon to jobholders whose automatic 0.4 0.2 03 0.1
enrolment is being postponed
Providing information to jobholders not eligible for automatic
enrolment and workers without qualifying earnings about their 5.6 1.3 2.6 0.9
right to opt-in to pensions saving.
Enrolling eligible jobholders, providing them with the required
. . o ; . X 19.5 71 15.0 8.5
information and providing their details to the pension scheme
Dealing with opt-outs and refunding any contributions 46 18 36 4.1
deducted by the employer before the opt out was received ' ’ ' )
Automatic re-enrolment, including opt-outs and refunds - - - -
Process 4: Collection and Administration £4.7 £6.8 £32.0 £52.7
Calculation and collection of contributions from employees pay 3.6 5.6 21.2 39.2
Payment of contributions to the pension scheme 0.3 0.9 10.2 12.9
Dealing with queries abput ded_uctions and processing 0.9 0.4 0.6 06
requests to cease pension saving.
Total Costs 82.2 50.3 137.9 172.7

Source: DWP modelling
Note: Costs are expressed in 2009/10 prices
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Large Medium Small Micro
Prepare for start-up 0.0 0.1 2.5 7.5
Investigating whether existing schemes meet the
quality criteria
Decision makers meeting to discuss changes to
business strategy due to the reforms

Making an arrangement with a pension scheme so that
employees can be enrolled from the automatic 0.0 0.0 0.3 1.6
enrolment date

Adapting or purchasing in-house or internal payment
systems

Training staff to carry out the administrative processes 0.0 0.1 2.1 6.0

Communicating with all employees about the firm’s
response to the reforms.

Registration 0.0 0.1 0.5 1.8
Receiving written confirmation from TPR about the
firm’s automatic enrolment date (twelve and three 0.0 0.0 0.0 0.2

months before that date at implementation).
Registering for the PAYE service with the Government
Gateway

Registering with TPR each PAYE scheme giving details
of the pension scheme(s) used to comply with the 0.0 0.0 0.1 0.7
duties

Re-rfagistering once every three years, verifying the 0.0 0.1 03 0.9
details of the pension scheme(s) being used

Enrolment activity 8.1 3.0 6.1 4.0
Providing information to existing members of qualifying

schemes

Providing mformatlon to jobholders whose automatic 0.1 0.0 0.1 0.0
enrolment is being postponed

Providing information to jobholders not eligible for
automatic enrolment and workers without qualifying 1.0 0.2 0.5 0.2
earnings about their right to opt-in to pensions saving.

Enrolling eligible jobholders, providing them with the
required information and providing their details to the 4.1 1.7 3.3 1.8
pension scheme

Dealing with opt-outs and refunding any contributions

deducted by the employer before the opt out was 0.9 0.4 0.7 0.8
received

Automatic re-enrolment, including opt-outs and refunds 20 0.7 1.5 1.3
Collection and Administration 4.7 6.8 32.0 52.7
Calculation and collection of contributions from 36 56 212 39.2
employees pay

Payment of contributions to the pension scheme 0.3 0.9 10.2 12.9
Dealing with queries abput dequctlons and processing 0.9 0.4 06 06
requests to cease pension saving.

Total Costs 12.9 10.0 41.0 66.1

Source: DWP modelling
Note: Costs are expressed in 2009/10 prices
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Annex H: Social Welfare estimates: Explanation
of the methodology and assumptions

Background

H.1

H.2

H.3

The value of pensions can be measured in two different ways. The simplest way
to quantify this value is to consider it as an investment - money contributed to a
pension fund which grows over time, depending on the performance of the
underlying assets. The fund is then withdrawn in the form of an annuity at the
point of retirement. There are many tools available to evaluate this type of
investment, such as net present value (discussed below) or internal rate of return.

Pensions also have value as a tool for ‘consumption-smoothing’ or transferring
consumption from a period in someone’s life where they can afford to consume a
lot to one where they can afford to consume only a little. Even if the amount they
set aside during working life does not grow, it can be argued that an individuals’
welfare is increased by this process. This increase in welfare is more difficult to
quantify.

The approach taken in the analysis is based on the DWP technical paper254
refined to take on board the uncertainty surrounding some of the assumptions.
The methodology effectively addresses the two ‘values’ of pension saving. The
investment aspect of pensions is evaluated using a net present value statistic,
which is then weighted to capture the value of consumption smoothing. To gain
insight into the aggregate concept of social welfare, analysing individual welfare
or utility is a useful approach. Whilst utility is not identical to happiness, research
suggests that the two concepts are closely related. The analysis estimates social
welfare by aggregating the welfare of all individuals in society. The evaluation is
presented in monetary terms but is in fact a monetary equivalent: the increase in
social well-being resulting from the pension reforms is evaluated in terms of how
much it would cost to generate the same levels of well-being (or happiness) by
simply giving people money.

Methodology

H.4

The basic outline of the method is to calculate the net present value of a £1
investment in a pension fund for individuals of various ages and incomes and at
various points from the start of the pension reform up to 2050. This net present
value is then weighted, using a simple utility function and benchmark replacement
rates to capture the value of consumption smoothing, generating a weighted net
present value for each age and income group. This is then multiplied by the
number of people expected to be saving and the contributions they will be making
(8 per cent of qualifying earnings).

254

van de Coevering et al., 2006, Estimating economic and social welfare impacts of pension reform,

DWP Pensions Technical Working Paper. Available at:
http://research.dwp.gov.uk/asd/asd5/rports2009-2010/rrep562.pdf
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H.5

H.6

H.7

The theory of the marginal utility of consumption underpins the weighting and is
used to compare the proportion of working income given up with the
corresponding increase in retirement income.%>> The central assumption in
economics literature is that the marginal utility of consumption diminishes as
consumption increases. This is why individuals with different income levels have
different levels of marginal utility. The marginal utility of consumption is equal to
the inverse of consumption, so if consumption halves, the marginal utility of
consumption doubles. It is this function that is used to derive the weighting
applied to the net present value, which will capture the value of consumption
smoothing.

Replacement rates, the ratio of retirement income to income while working, is
another key component of the weighting function. Although individuals seek to
spread their income over their lives, evidence suggests that they do not seek to
fully replace their income while in retirement. This is because people face lower
expenditure once they retire: they no longer face work related costs, they may
have paid off their mortgage, and they no longer pay pension or national
insurance contributions. The Pensions Commission provides replacement rates
that people should aspire to in order to maintain a similar standard of living in
retirement as in their working life. These benchmark rates have been confirmed
by survey evidence which asked individuals about their desired income in
retirement.%>® This is different to the minimum replacement rate they proposed for
a median earner.?>’

To illustrate how the weighted net present value was arrived at, take an individual
earning £20,000 in working life and receiving £10,000 in retirement based on
state pension alone. Assume that this hypothetical individual gives up £1 in
working life and receives £1 in retirement.?°8 Assuming diminishing marginal
utility gives a utility function of the form:

U =1log(C)

%5 1n economics, the marginal utility of a good or of a service is the utility of the specific use to which an
agent would put a given increase in that good or service, or of the specific use that would be
abandoned in response to a given decrease: in this case it is the quantified change in utility obtained
by increasing or by decreasing a unit of consumption

256

For low earners (earnings less than £17,500) the benchmark replacement rate is between 70% and

80% and for high earners (earnings greater than £25,000) the benchmark rate is between 50% and
60%

257

The Pensions Commission looked at several ways of considering what an ‘adequate’ pension in

retirement was, including: international comparisons and time trends of pensioner income, analysis of
lifetime consumption patterns, observed pattern of replacement rates at retirement and survey
evidence of people’s preferences. Considering the evidence, they concluded there was no clear
definition of pension ‘adequacy’. The Pensions Commission proposed a replacement rate of about
45% for the median earner. A target at this level they felt significantly reduces the risk of severe
under-saving (if combined with policies to facilitate additional, purely voluntary saving on top) but
minimises the danger that the state will encourage people to save inappropriately, since the vast
majority of people (even those with housing or other non-pension assets) are likely to desire a pension
of at least this level

%7 DWP modelling

258

This is a simplified assumption made in this example
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H.8

H.9

which, in turn implies that the marginal utility (taking the first derivative of the
utility function) of consumption is given by:

sc=re

] 259
Ur= /50,000

| 260
Ug = ﬂo,ooo
-2U,

So in this simple example, the utility gained in retirement is twice as much as the
utility foregone in working life. The net present value of this £1 investment is
therefore weighted by multiplying it by 2. However, due to the fact that individuals
do not need to fully replace their income in retirement to achieve the same
standard of living, the benchmark replacement rate for a median earner is used
as 67 per cent based on the Pensions commission analysis, and take this fraction
to derive the new weighting factor:

W=0.67x2
=1.34

The first and last pound that an individual contributes to a pension will have
different consumption-smoothing implications. The first pound saved will give the
highest value and the last pound the smallest value to the individual, so each
contribution should in principle be weighted more heavily than those that follow it.
In practice, the average of these high and low weightings associated with the first
and last pound contributions is used to generate the estimates. The high weight is
given by the benchmark replacement rate divided by the replacement rate in the
absence of private savings; the low weight is given by the benchmark
replacement rate divided by the replacement rate of someone who saves 8 per
cent of their qualifying earnings in a pension fund for the rest of their life.

Assumptions

H.10 The social welfare effect of around £40 to 60 billion for the period up to 2050 is

based on programme assumptions of the number of individuals who will opt-out of
pension saving. These are estimated to be 25 per cent with a range of around 20
and 45 per cent will opt out. The lower bound of the range is calculated using
high opt-out rates (lower volumes of people saving) and the upper bound using
low opt-out rates (higher volumes of people saving). Annex F provides further
details on participation estimates.

259
260

This refers to the utility foregone in working life by giving up £1
This refers to the utility gained in retirement from receiving an extra £1
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H.11 A number of other key assumptions are made in the model. It is assumed in the
model that bonds average an annual growth rate of 1.5 per cent (after adjusting
for inflation) and equities grow at 5 per cent (after inflation). By default, 80 per
cent of the fund value is invested in equities and 20 per cent in bonds until the
last 10 years before retirement, after which point the equities are gradually
swapped for bonds. The discount rate, which is used in calculating the net
present value of the investment, is chosen in line with HMT Green Book
recommendations (3.5 per cent for the first 30 years of an investment and 3.0 per
cent thereafter).
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Annex I: Estimates of costs and benefits -
assumptions and methodology

.1

Details of the methodology and assumptions underpinning the estimates of the
numbers of savers and employer administrative costs are contained in Annex F
and G respectively. This annex provides an explanation of any additional
assumptions and methodology used to calculate the costs and benefits in this
impact assessment.

Assumptions

1.2

The assumptions underpinning the analysis are consistent with HM Treasury’s
economic assumptions used in the Budget 2009 Financial Statement and the
Budget Report. Other main assumptions are as follows:

Population projections

1.3 The demographic projections used in this impact assessment are based on data
produced by the Population Division of the Office for National Statistics (ONS)
Centre for Demography.

1.4 Estimates are based on the latest (2006-based) population projections for the
United Kingdom and constituent countries, published in October 2007.

Inflation

1.5 The Bank of England is assumed to meet its 2 per cent inflation target for the
Consumer Prices Index (CPI) on average. All other inflation assumptions (such as
the Retail Price Index) are determined relative to this CPl baseline. Any
differences between the two result from different coverage and methodology used
in calculating the different measures.

1.6 House prices are assumed to rise in the long term in line with earnings.

Productivity and earnings growth

1.7

Productivity is assumed to increase at 2 per cent per year over the medium term.
It is assumed that real earnings growth follows productivity growth. Thus, it is
implicitly assumed that there is no change in the labour share of overall GDP.
Real GDP growth is the combination of employment and productivity growth.
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Methodology

Modelling of outcomes for individuals

1.8

.10

Since the publication of the 2008 Pensions Bill Impact Assessment, DWP has
updated its modelling of hypothetical individuals, which we use to estimate future
income in retirement and replacement rates. This will mean some of these figures
will not be comparable with those published in the April 2008 Bill Impact
Assessment.

Updates to the modelling included in this publication include:

¢ Incorporation of policy changes announced in the 2009 Budget and 2008 Pre-
Budget Report.

e Improved private pension modelling assumptions, including fund growth, non-
compliance and participation rates in the personal accounts scheme.

e Incorporating new mortality equations.

The results are, of course, illustrative and dependent on assumptions about
factors such as investment growth.

Estimates of future pensioner incomes using Pensim2

.11

.12

.13

.14

Pensim2 is a dynamic micro-simulation model that has been developed in DWP
to inform analysis of likely future trends in pensioner incomes. Pensim2 builds up
a picture of the future pensioner population by modelling future life events and
work histories for a representative sample of individuals.

The model currently starts from a set of base data representative of the GB
household population in 2001. This base data includes detailed information on the
characteristics of individuals and their employment and pension histories to date.
For each subsequent year, sets of equations are used to model, for each
individual, the probability of certain events occurring, based on estimates from
current data. The calculated probabilities are then used within the model to
determine what happens to each individual in a given year.

The individual labour market and pension histories generated by the model are
used to calculate estimates of pensioner incomes in each year of the simulation.

The methodology and equations underlying Pensim2 have been validated by the
Institute for Fiscal Studies. Their findings and recommendations for further
development were published in a working paper in 2004. This is available on their
website.?®! Results from Pensim2 have been validated by comparing a range of
key outputs against trends in latest administrative and survey data and the
projections produced using other modelling approaches.

261

Published on the DWP website at: www.dwp.gov.uk/pensionsreform/forum/docs/fs-pc-projection.pdf
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.15 Pensim2 is particularly well-suited to long-term projections of expenditure on
income-related benefits, where the distribution of future pensioner incomes is a
key determinant of entittement and expenditure. Pensim2 models the future
accrual of pensions by individuals, based on their projected labour market status
each year.

.16  All models are constantly reviewed and refined. The latest version of Pensim2,
which was used to generate the analysis contained in this document, has been
improved since publication of the Pensions Bill Impact Assessment 2008. Major
developments include accounting for the latest population projections from ONS

and revising behavioural assumptions using recent DWP research evidence?®?,

private pension assumptions and changes to trivial commutation rules.

%2 \Webb, C, Pye, J, Jeans, D, Robey, R, and, Smith, P, 2008, Individuals' attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report 550 and
Grant, C, Fitzpatrick, A, Sinclair, P and Donovan, JL, 2008, Employers’ attitudes and likely reactions to
the workplace pension reforms 2007: Report of a quantitative survey, DWP Research Report No. 546
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Annex J: Glossary

Active membership

The definition will be in accordance with individual scheme rules.
Each scheme will have a defining action that will create active
membership for a member. For personal pensions active
membership will be achieved once the contract is deemed (see
deeming the contract below). For the purposes of re-enrolment
active membership is defined by regulation 14(4).

Automatic enrolment

Employers will be required to make arrangements by which eligible
jobholders become active members of an automatic enrolment
scheme with effect from the automatic employment date. Automatic
enrolment is not applicable if the jobholder is an active member of a
qualifying scheme on that date.

Automatic enrolment date

The automatic enrolment date will be the start date of the joining
window, which also becomes the effective date of active
membership, once the joining process has been completed. The
automatic enrolment date will be determined by:

e The employer’s staging date during implementation;

e The first day on which the jobholder starts work and meets the
eligibility criteria (post implementation); and

e Meeting the jobholder criteria whilst in work by either:
- reaching age 22 (in receipt of qualifying earnings);

- having qualifying earnings for the first time (aged 22 to
pensionable age).

Automatic enrolment
scheme

A qualifying scheme where the rules have no restrictions on
membership and do not require the jobholder to express a choice
or provide information in order to become or remain an active
member.

Automatic re-enrolment

Requires employers every three years from the employer’s staging
date to repeat the automatic enrolment process in respect of
eligible jobholders who have opted out of pension saving during the
one month opt out period or at any stage after the end of that
period left pension saving. There are exceptions to the minimum
three years.

Contract based schemes

A defined contribution pension scheme purchased by an individual,
either through their employer or individually, from a pension
provider. It is owned entirely by the individual with the contract
existing between the individual and the pension provider. It is also
known as a personal pension.

Compliance regime

A set of powers and processes exercisable by The Pensions
Regulator, which have the ultimate goal of maximising compliance
with the employer duties and employment safeguards set out in the
Pensions Act 2008.

Common Commencement
Dates (CCDs)

Bringing in new legislation affecting business in April and October
of every year.

Continuity of scheme
membership

Employers are required to maintain a jobholder's active
membership of a qualifying scheme, while they are in that
employment unless the jobholder chooses to end their
membership.
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Day one / Day one duties

See automatic enrolment date.

Defined benefit (DB)
scheme

An occupational pension scheme under which all of the benefits
that may be provided accrue at a defined rate and total benefits can
be calculated in advance of drawdown.

Defined contribution (DC)
scheme

Occupational or personal pension schemes where contributions
made into the scheme are invested into one or more investment
funds. Some times known as money purchase schemes (see the
definition of money purchase schemes for more details).

Employers

Employer in relation to a worker, means the person by whom the
worker is employed (see full definition in section 88 of Pensions Act
2008).

Employee representatives

A recognised independent trades union or body representing
employees.

Family Unit

Comprises two generations of people; at least one dependent child
and at least one adult who is responsible for this child.

Group Personal Pensions
(GPP)

An arrangement made by employer for employees to participate in
a personal pension arrangement. Each employee has an individual
contract with the pension provider. Currently, the employer may or
may not make a contribution on behalf of the employee. The
employer may also pay the employee’s contribution direct from his
salary through direct payment arrangement.

Group Self Invested
Personal Pension
(GSIPP)

A group personal pension where the contracts are SIPPs rather
than personal pensions (see SIPP definition).

Gross Domestic Product
(GDP)

A measure of economic activity in a country. It is calculated by
adding the total value of a country's annual output of goods and
services.

Gross National Product
(GNP)

A measure of economic activity. It is the value of all goods and
services produced in a country in one year, plus income earned by
its residents abroad, minus income payable to non-residents.

Hybrid schemes

A hybrid scheme has been defined as an occupational pension
scheme that is not purely DB or purely DC.

Impact Assessment

Impact assessment is part of the policy making process that sets
out the rationale for a proposed Government intervention of a
regulatory nature and identifies the future economic and social
consequences in the public, private and third sectors.

Implementation

Implementation refers to the staging and transitional arrangements
following the launch of automatic enrolment, to help employers and
the delivery authorities to adjust gradually to the reforms.

Jobholders

A worker who is working or ordinarily works in Great Britain under a
contract of employment, who is aged at least 16 and under 75 and
has gross earnings over £5,035 (in 2006/07 terms).

Large firm

For statistical purposes, the Department for Business, Innovation
and Skill usually defines a large firm as one with 250 or more
employees.

Long run

Long run effects are those that outlast any adjustment periods and
persist even when the economy has re-balanced.

Median

The median of a distribution divides it into two halves. Therefore
half the group are above the median value and half below.
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Medium firm For statistical purposes, the Department for Business, Innovation
and Skill usually defines a medium firm as one with between 50
and 249 employees.

Micro firm For statistical purposes, the Department for Business, Innovation

and Skill usually defines a micro firm as one with between 1 and 4
employees.

Money purchase scheme

Benefits provided under a pension scheme, the rate or amount of
which is calculated by reference to an amount available for the
provision of benefits to or in respect of the member. Sometimes
referred as a defined contribution scheme.

Nineteen day rule

The prescribed period outlined in the Occupational Pension
Schemes (Scheme Administration) Regulations 1996 and the
Personal Pensions (Payments to Employers) Regulations 2000 that
sets the due date for employee contributions deducted from salary
to be paid over to the scheme. Currently this is nineteen days from
the beginning of the month following deduction.

Non-UK pension scheme

A pension scheme, either DB, DC or hybrid that has its main
administration somewhere other than in the UK.

Occupational pension
scheme

A person scheme set up, usually under a trust by an employer for
their staff. Can be defined benefit, hybrid or defined contribution
person scheme set up in trust by an employer for their staff.

Opt-in A new right under the Pensions Act 2008. A jobholder who is not
eligible for automatic enrolment may by notice require the employer
to arrange for them to become an active member of a scheme.

Opt-out Once active membership has been achieved and the jobholder is in

receipt of the enrolment information, the jobholder has a right to
opt-out of active membership and will be treated as having never
been a member of the scheme.

Opt-out period

A jobholder who has been automatically enrolled into a qualifying
scheme may give notice to opt-out of membership within one month
from the completion of the joining processes.

Pay As You Earn (PAYE)

A method of paying income tax. The taxpayer's employer deducts
tax from their wages or occupational pension before paying these
wages, and passes these contributions over to HMRC. In order to
do this, the employer must have a PAYE scheme set up. Wages
includes sick pay and maternity pay.

Pensions (Automatic
Enrolment) Regulations
2009

The draft Pensions (Automatic Enrolment) Regulations set out the
prescribed practical arrangements underpinning automatic
enrolment, including information flows between employers, pension
schemes and jobholders, the arrangements for postponement of
automatic enrolment and the arrangements should a jobholder
choose to opt out (including the refund rules). These have now
been subsumed within the draft Occupational and Personal
Pension Schemes (Automatic Enrolment) Regulations 2010.

Pensions Regulator (TPR)

UK regulator of work-based pension schemes.

Pensionable pay

The pay on which pension contributions are calculated.
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Personal Accounts

Delivery Authority (PADA)

The Personal Accounts Delivery Authority (PADA) is a non-
departmental public body (NDPB) accountable to Parliament and
reporting, through a Board, to the Secretary of State for the
Department for Work and Pensions.

It is responsible for setting up the national, trust-based pension
referred to in this document scheme as the personal accounts
scheme.

Personal Accounts (PA)

scheme

A new simple, low-cost, defined contribution, occupational pension
scheme to be established by the Secretary of State under section
67 of the Pensions Act 2008 which employers may choose to
comply with their duty under the Act.

Personal Pension

A contractual arrangement between an individual and a pension
provider (such as an insurance company) which enables the
individual to make provision for a pension on a defined contribution
basis.

Qualifying earnings

An earnings band of £5,035 to £33,540 per annum (in 2006/07
earnings terms), on which pensions contributions will be calculated
for money purchase schemes. Earning qualifying earnings (i.e.
above £5,035) is a criterion of jobholders and is a factor in
determining whether a worker is to be automatically enrolled.

Qualifying schemes

Qualifying schemes are pension schemes that meet a minimum
standard for the level of contributions made to the scheme or the
level of benefit provided. There are different quality standards
depending on whether the scheme is DB, DC, or hybrid.

Registration

The formal process by which employers will provide information to
the Regulator about how they have met their enrolment duties.

Re-registration

The process of obtaining compliance information from employers
every three years.

Record keeping

The creation and retention of records of activities undertaken by
employers, the trustees and managers of occupational schemes
and pension providers, in relation to the employer duties.

Self-invested Personal
Pension (SIPP)

An arrangement which forms all or part of a personal pension
scheme, which gives the member the power to direct specifically
how some or all of the member's contributions are invested (as
opposed to simply choosing a fund or funds).

Short run The short run is the time it takes for the economy to adjust and
stabilise following a change, such as a policy reform or the
introduction of a new technology.

Small firm For statistical purposes, the Department for Business, Innovation

and Skill usually defines a small firm as one with 49 or fewer
employees.

Staged approach /
Staging

The employer duties will be implemented in stages over a period
rather than from a single launch date.

Stakeholder Pension

Stakeholder pensions are a type of personal pension. They have to
meet certain government standards on to ensure they are flexible
and have a limit on annual management charges.
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Transitional
arrangements: DC
schemes

The gradual introduction of employer contribution costs. Employers
will begin to be staged in October 2012, and will pay 1 per cent
employer contributions from October 2012, 2 per cent from October
2016 and 3 per cent from October 2017 which will be steady state.
Jobholders will pay 1 per cent from October 2012, 3 per cent from
October 2015 and 5 per cent from October 2017 which includes tax
relief. They may choose to contribute more, although employers will
not be required to match any voluntary contributions.

Transitional period: DB
schemes

The period in which defined benefit schemes (and hybrid schemes)
are exempt from activating membership of existing members for a
period prescribed in regulations Phasing contributions is not
appropriate for defined benefit schemes, which must comply with
minimum funding requirements at all times.

Trust based schemes

Trust-based pension An employer-sponsored pension scheme with
the scheme taking the form of a trust arrangement (alternatively
known as an occupational pension scheme). Benefits can be either
DC or DB.

Worker

An individual who has entered into work under a contract of
employment or any other contract by which the individual
undertakes to do work or perform services personally for another
party to the contract.

Worker without qualifying
earnings

An individual who is ordinarily working in Great Britain under a
contract, who is aged at least 16 and under 75 and has gross
earnings less than £5,035 (in 2006/07 terms).

Workplace personal
pension (WPP)

An umbrella term covering Group Personal Pensions, Group Self-
Invested Personal Pensions and Stakeholder Pensions.

| have read the Regulatory Impact Assessment and | am satisfied that the benefits justify

the costs.

Signed for the Department for Social Development

@M\A& NMTC mt\d_

Anne McCleary
19 March 2010

Contact points: Joanne Nesbitt, Social Security Policy and Legislation Division
Level 1, James House, 2 — 4 Cromac Avenue, Gasworks Business Park,
Ormeau Road, BELFAST BT7 2JA

Tel: 02890819135

E-mail: Joanne.Nesbitt@dsdni.gov.uk
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