EXPLANATORY MEMORANDUM TO

THE NATIONAL EMPLOYMENT SAVINGS TRUST ORDER 2010
2010 No. [DRAFT]
AND

THE NATIONAL EMPLOYMENT SAVINGS TRUST (CONSEQUENTIAL
PROVISIONS) ORDER 2010
2010 No. 9
AND

THE APPLICATION OF PENSION LEGISLATION TO THE NATIONAL
EMPLOYMENT SAVINGS TRUST CORPORATION REGULATIONS 2010
2010 No. 8
AND

THE TRANSFER VALUES (DISAPPLICATION) REGULATIONS 2010
2010 No. 6
AND

THE NATIONAL EMPLOYMENT SAVINGS TRUST CORPORATION NAMING
AND FINANCIAL YEAR ORDER 2010
2010 No. 3

This explanatory memorandum has been prepared by the Department for Work and
Pensions and is laid before Parliament by Command of Her Majesty.

Purpose of the instruments

These statutory instruments: establish the National Employment Savings Trust
pension scheme, which will provide a low cost pension scheme for moderate to low
earners; make some minor modifications to existing pensions legislation in relation to
the scheme through The National Employment Savings Trust (Consequential
Provisions) Order and The Application of Pension Legislation to The National
Employment Savings Trust Corporation Regulations, for instance, that the National
Employment Savings Trust scheme will not be required to have member-nominated
trustees, as a members’ panel will represent the views of scheme members; bans
transfers of cash equivalent sums built up under other pension arrangements into and
out of that pension scheme in most circumstances, to ensure the pension scheme
complements those schemes already in the existing pensions market; and sets out the
name of the trustee corporation that will run the scheme.

Matters of special interest to the Joint Committee on Statutory Instruments
None.

Legislative Context



4.1 The Pensions Act 2008 imposes a duty on the Secretary of State to establish a
pension scheme, treated as if established under a permanent trust (like many other
occupational pension schemes) through legislation. The National Employment
Savings Trust Order 2010 establishes the scheme, and provides that the National
Employment Savings Trust Corporation is to be the trustee of the scheme. The
scheme order is the broad equivalent of a trust deed, a legal document which
establishes a trust, under which money or other assets are held on behalf of someone
else. Under the 2008 Act, the Secretary of State is responsible for establishing the
first set of rules for the scheme, and these contain more detail as to how the scheme is
to be run. Together with the scheme order, these documents set out how the scheme
is to be administered and managed.

4.2 The National Employment Savings Trust (Consequential Provisions) Order
2010 and The Application of Pension Legislation to The National Employment
Savings Trust Corporation Regulations 2010 make minor modifications to existing
pension legislation, for instance, disapplying the requirement to have member-
nominated trustees, as this is not considered appropriate for a scheme of this nature,
and providing that the requirements of “trustee knowledge and understanding” — a
knowledge of the scheme’s documentation, such as the Order, Rules and Statement of
Investment Principles, and of trust and pension law - apply to the trustee of the
scheme.

43 The Transfer Values (Disapplication) Regulations 2010 prohibit the transfer
of pension funds out of the National Employment Savings Trust scheme, except in
certain circumstances relating to pension sharing on divorce. This restriction on
transfers, along with an annual contribution limit (the amount which can be paid in to
the scheme each tax year), are specific measures in this legislative package to focus
the scheme on the target market of moderate to low earners.

4.4 The Act also requires the Secretary of State to make an order to name the
body which will run the scheme, and this is achieved through the National
Employment Savings Trust Corporation Naming and Financial Year Order.

4.5 These instruments are very closely linked in their purpose, that is, to establish
the scheme, which is why they are grouped.

Territorial Extent and Application

These instruments apply to all of the United Kingdom, apart from the Transfer Values
(Disapplication) Regulations, which only apply to England, Wales and Scotland. The
Department for Social Development in Northern Ireland will be producing its own

legislation replicating those regulations for Northern Ireland.

European Convention on Human Rights

The Minister of State, Angela Eagle has made the following statement regarding
Human Rights:



“In my view the provisions of The National Employment Savings Trust Order 2010
are compatible with the Convention Rights.”

No statement is required in respect of The National Employment Savings Trust
(Consequential Provisions) Order 2010, The Application of Pension Legislation to
The National Employment Savings Trust Corporation Regulations 2010, The Transfer
Values (Disapplication) Regulations 2010, and The National Employment Savings
Trust Corporation Naming and Financial Year Order 2010 as these are subject to
negative resolution procedure and do not amend primary legislation.

7. Policy background
e  What is being done and why

7.1 In October 2004, the Pensions Commission, chaired by Lord Turner, reported
that millions of people were under-saving for retirement'. In its second report in
November 2005, the Commission recommended that a national pension savings
scheme be established, and suggested that the most appropriate institutional structure
for its administration would be a non-departmental public body (NDPB).

7.2 Following the Commission’s recommendations, the Government response - in
the form of the White Paper Security in retirement: towards a new pensions system,
published in May 2006’ - set out a programme of state and workplace pension
reforms which aim to increase an individual’s income in retirement (the
Government’s response to this consultation was published in October 2006%). The
first part of this reform package was implemented through the Pensions Act 2007,
which focused on changes to the state pension, and established the Personal Accounts
Delivery Authority (PADA). The measures in the 2008 Act are aimed at providing
security in retirement, including new duties on all employers to automatically enrol
their eligible jobholders into a qualifying pension scheme and to pay a minimum
contribution to that scheme; a robust compliance regime to support the new employer
duties; a new, low cost, simple pension scheme to ensure all employers have access to
a suitable pension scheme; and, the establishment of the trustee corporation.

7.3 The setting up of the scheme is central to the Government’s pension reform
agenda and is a part of the UK’s economic and social strategy. The aim of the
reforms, including establishing the scheme, is to address pension saving amongst
moderate to low earners who do not have access to a quality workplace pension
scheme. The key aspects of the scheme which fulfill that objective, including the
public service obligation to accept any employer who wishes to use the scheme to
fulfill their duty, establishment of the members’ and employers’ panels, and the
aspects which focus the scheme on the target market, are included in The National
Employment Savings Trust Order 2010.

! First Report of the Pensions Commission — “Pensions: Challenges and Choices”, chapter 4, section 5.

% Second Report of the Pensions Commission - “A New Pensions Settlement for the Twenty-First Century”,
chapter 10, section 12.

® http://www.dwp.gov.uk/docs/white-paper-complete.pdf

* http://www.dwp.gov.uk/docs/pens-wp-response.pdf




7.4 The intention is that the scheme will operate as much as possible like any
other trust-based, occupational pension scheme. It will be regulated by the Pensions
Regulator, and is designed to provide benefits in respect of members and their
beneficiaries on retirement, death, the onset of ill health, or serious ill health.

7.5 Due to its unique scale and design, the scheme will have some differences
when compared to existing occupational pension schemes, some of which will be
dealt with through legislation contained in The National Employment Savings Trust
(Consequential Provisions) Order 2010 and The Application of Pension Legislation to
The National Employment Savings Trust Corporation Regulations 2010. The main
differences are that it will be established in legislation, rather than be sponsored by an
employer or group of employers; there will be a public service obligation to accept
any employer who wishes to use the scheme to fulfill their employer duties; once an
employer is participating in the scheme, the scheme will accept any worker enrolled
by that employer; all members of the scheme will be able to contribute to the scheme
until they access their savings at retirement; members who leave the employment of a
participating employer will be able to make contributions irrespective of whether they
are in employment or not; the self-employed and single person directors will also be
able to join the scheme; there will be an annual contribution limit of £3,600 (in 2005
earnings terms), adjusted each tax year in accordance with changes in average
earnings; there will be a ban on the transfer of accrued benefits into and out of the
scheme, apart from a limited number of circumstances relating to either pension
sharing on divorce or pension contributions which have not yet been invested; and
there will be a members’ panel and an employers’ panel, to allow the trustee to
engage effectively with the diverse, large, membership and employer population.

7.6 The Transfer Values (Disapplication) Regulations 2010 remove a scheme
member’s right to transfer out their pension funds (these rights are contained in the
Pensions Schemes Act 1993, and referred to in the Regulations as the “transfer value
provisions”) in respect of the National Employment Savings Trust scheme, but these
rights are then re-applied where the member is (i) over the minimum pension age and
satisfies certain conditions, or (ii) in cases of ill-health.

7.7 The National Employment Savings Trust (Consequential Provisions) Order
2010 exempts the National Employment Savings Trust scheme from the requirements
relating to:

- the Fraud Compensation Fund and levy (which relates to employer-
sponsored pension schemes — there will be no employer sponsoring this
scheme);

- member-nominated trustees (the members’ panel will be in existence to
represent the scheme members, rather than seeking up to five member-
nominated trustees from a very diverse membership of around 7 million
members).

7.8 The Application of Pension Legislation to The National Employment
Savings Trust Corporation Regulations 2010 provide that certain parts of trustee



legislation will apply to the National Employment Savings Trust scheme, with
modifications:

- That the National Employment Savings Trust Corporation will be treated as
a company that acts as a corporate trustee for an occupational pension scheme,
such that each person who exercises a function that the National Employment
Savings Trust Corporation has as trustee of the scheme, must have knowledge
of the scheme’s documentation, such as the Order, Rules, and Statement of
Investment Principles, and of trust and pensions law.

- Normally, occupational pension schemes will have an auditor’s statement
following the end of the scheme year, setting out whether contributions have
been paid in accordance with the scheme’s schedule of contributions or
schedule of payments. During the passage of the Bill’ - later the Pensions Act
2008 - Ministers announced that because of the potential size of the scheme, it
would not be subject to traditional audit arrangements and the Regulations
therefore remove this requirement.

- When trustees of an occupational pension scheme wish to amend their
scheme’s Statement of Investment Principles, the current requirement in
legislation is to for them to consult the sponsoring employer(s) before any
changes can be made. The modifications in The Application of Pension
Legislation to the National Employment Savings Trust Corporation
Regulations remove this requirement, and place a duty on the trustee to
consult the employers’ panel instead.

- Current legislation places limits on investments by pension schemes in
products that are related to the sponsoring employer (employer-related
investments). As there will be a wide range of employers taking part in the
scheme, it would be impractical to keep to these limits, so the restriction on
employer-related investments will be lifted for the scheme. In addition,
government bonds will not be considered as employer-related investments.

° Consolidation

7.9 Consolidated versions of the Orders and Regulations will be available in the
Law Relating to Social Security, or “Blue Volumes”. The “Blue Volumes”, contain
the legislation for which the Department is responsible. These can be found at:
http://www.dwp.gov.uk/publications/specialist-guides/law-volumes/the-law-relating-
to-social-security/

These are updated quarterly and are available on the internet at no cost to the public.

8. Consultation outcome

8.1 The Department and PADA undertook a 12-week public consultation on the
proposed Scheme Order and non-statutory scheme rules and the proposed Transfer

> Official Report, volume 703, column 271



Values (Disapplication) Regulations 2010, which ran from 28 April to 20 July 2009°.
Thirty six responses were received to the consultation, including pension providers,
pension lawyers, consumer groups, and employer groups. Sessions were also held
with the PADA advisory committees: the Consumer Representative Committee; the
Employer Representative Committee; and the Scheme Management and Trustee
Advisory Committee.

8.2 Although ten specific questions were asked in the consultation document,
comments were invited on any of the proposals. The majority of responses were
either in favour or had no issues with the proposals for the scheme.

8.3 One topic raised by stakeholders was the perceived potential for the trustee to
act in ways which would take the scheme outside the intended policy remit,
particularly the intention that the scheme should complement, not replace, existing
private sector provision. To address this concern, the policy position was clarified in
the joint Government / PADA response to the consultation, published on 26 October
20097, emphasising that the key features of scheme design — the public service
obligation to accept any employer who wishes to use it, the annual contribution limit,
and the transfer ban — focus the scheme on the target market, and as the Order is
placed in legislation, cannot be amended by the trustee.

8.4 Another area in which stakeholders made comments was the disclosure of
membership data. Although there was support for the proposal, some respondents felt
that there was a lack of clarity about the way it would be used, and the possibility that
the provisions could be extended to existing schemes. However, the Government will
require anonymised data to assess performance of the scheme, and there is no legal
basis for this to be extended to existing schemes.

8.5 In response to other comments made by respondents, the Government have:
clarified the text within the scheme order to reassure stakeholders about the trustee’s
ability to provide information about the scheme to potential participating employers
and potential members; included clearer wording in relation to the extent and source
of any exoneration and indemnity provision for the trustee; and, given the trustee a
permissive power to set a minimum level for contributions.

8.6  The changes to the proposed legislation resulting from the responses to the
consultation did not alter the policy position, and were uncontroversial.

9. Guidance

The consultation response document stated that the Government would proceed with
laying the package of secondary legislation to establish the scheme. The scheme will
not be open to receive contributions before 2011 (and then only on a voluntary basis).
It will be the responsibility of the National Employment Savings Trust Corporation to
arrange publicity for the National Employment Savings Trust scheme, as it will be
one option available to employers through which they will be able to discharge their

® Pensions — consultation on draft scheme order and rules, 28 April 2009
http://www.dwp.gov.uk/docs/draft-scheme-order-and-rules28april2009.pdf

" Pensions — summary of responses to the consultation on the draft scheme order and rules:
http://www.dwp.gov.uk/docs/draft-scheme-order-and-rules-government-response.pdf




13.

10.

new duties. The National Employment Savings Trust Order includes a power for the
National Employment Savings Trust Corporation to increase awareness and
understanding of the scheme in relation to employers and potential members.

Impact

10.1  There is no impact on businesses, charities or voluntary bodies resulting from
this group of statutory instruments.

10.2  The National Employment Savings Trust Corporation will be responsible for
running the scheme. It will be a new NDPB sponsored by DWP, and will be
supported by staff which will carry out the day-to-day functions of the corporate
trustee. The new scheme will be self-financing long term with the costs of the
scheme covered by member charges. Some expenditure will also be incurred in
fulfilling its role as a public body (e.g. costs associated with reporting to Parliament
and responding to freedom of information requests), and these are estimated to be less
than £1m per annum. These costs will be funded via grant-in-aid from government.

10.3 A full impact assessment has not been prepared for these statutory
instruments. However, one has been prepared for the pension reforms as a whole.

11. Regulating small business
This group of statutory instruments does not apply to small business.
12. Monitoring & review

12.1  The National Employment Savings Trust Corporation will be obliged to
provide an annual report and accounts to the Secretary of State, who will lay these
before Parliament. The National Employment Savings Trust Corporation will also
have to prepare an annual report and accounts for scheme members. Both will be
placed on the internet.

12.2  The Pensions Act 2008 provides that the Secretary of State must appoint a
person either on 1 January 2017 or at the end of five years from the first day
contributions are accepted from members (whichever is the later) to review, in
relation to the pension scheme, the effect of the maximum amount of contributions
and the transfer ban. The Secretary of State may also direct for other matters relating
to the scheme to be included in that review. The person appointed must prepare a
report for the Secretary of State, and that report must be laid before Parliament.

Contact

Sean Scarle at the Department for Work and Pensions Tel: 020 7449 7275 or email:
Sean.Scarle@dwp.gsi.gov.uk can answer any queries regarding the instrument.
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Stage: Introduction of
Pension Regulations

Version: 1.0 Date: 12" January 2010

Related Publications: Impact Assessment of Workplace Pension Reform (automatic enrolment)
regulations 2009 (consultation stage); Impact Assessment of Workplace Pension Reform (completing
the picture) regulations 2009 (consultation stage); Pensions Bill-limpact Assessment April 2008

Available to view or download at:

http://www.dwp.gov.uk/pensionsreform
Contact for enquiries: Daphne White Telephone: 0207 449 7255

What is the problem under consideration? Why is Government intervention necessary? Millions of
people in the UK are not saving enough for their retirement. There are a number of barriers which
prevent people from making a decision to start saving for retirement and these affect low to moderate
earners in particular. Most people have low financial literacy and tend to exhibit poor understanding of
pensions and the benefits of saving for retirement. 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. At the same time employer provision of pensions is becoming
less generous and 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 working for small firms.

What are the policy objectives and the intended effects? The main objective of the policy discussed in
this impact assessment is to enable low to moderate earners to save more for retirement. The policy
measures considered in this Impact Assessment support reform to workplace pensions contained in the
Pensions Act 2008 and meet each of the Government’s five tests set out in the 2006 White Paper: to
support personal responsibility and deliver fairness, simplicity, affordability and sustainability. The
regulations are intended to improve individuals’ outcomes in retirement by making it easier and more
attractive to save while minimising burdens on employers and the pension industry.

What policy options have been considered? Please justify any preferred option. 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. On its own, however, the State Pension system will not
provide the retirement income that many people want. Therefore, relying on state provision alone will
provide retirement income that falls short of many people’s expectations. Levels of private pension
saving therefore need to increase.

Policy options specific to workplace pension reform regulations considered in this Impact Assessment
have been previously considered in the two impact assessments published at the consultation stage of
the regulations. The final policy approach has achieved a broad-based consensus amongst political
parties, the public, businesses and the pensions industry that the reforms set out in these regulations
constitute the most effective form of Government intervention.




When will the policy be reviewed to establish the actual costs and benefits and the achievement of the
desired effects? The programme intends to fully evaluate the effects of the reforms against the policy
objective of getting more people to save more for retirement in 2017. The evaluation will also assess
the extent to which this policy objective is met with minimal burden on employers and the pension
industry. 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.

Ministerial Sign-off For final proposal/implementation stage Impact Assessments:

I have read the Impact Assessment and | am satisfied that a) it represents a fair
and reasonable view of the expected costs and benefits and impact of the
policy , and b) the benefits justify the costs.

Signed by the responsible Minister: Angela Eagle Date: 7 January 2010




ANNUAL COSTS

One-off (Transition)

£ 0.3 billion

Yrs
1

Description and scale of key monetised costs by ‘main
affected groups’. The costs shown here are the average
annual costs between 2012 and 2050 in present (2009/10)
prices. These are the annual averages relating to figures
presented in Table 0.1.

Transfers: Employer contributions - £4.6 billion; Individual
contributions - £6 billion; reduction in income related benefits

£ 12.7 billion

n for individuals - £0.4 billion; Government (tax relief) - £ 1.7
[ .
»n billion
@)
o Resource costs: Employer administrative costs - £0.2
Average Annual Cost billion presented in Table 0.2.
(excluding one-off)
£ 12.9 billion Total Cost (Pv) | £ 227 billion
Other key non-monetised costs by ‘main affected groups’ : Compliance and related
costs (commercially sensitive); Administration costs to Government as an employer (not
estimated)
ANNUAL BENEFITS Description and scale of key monetised benefits by ‘main
affected groups’. The benefits shown here are the average
One-off Yrs | annual benefits between 2012 and 2050 in present (2009/10)
£0 1 prices. These are the annual averages relating to the figures
presented in Table 0.1.
g Transfers: Individuals’ additional saving in private pensions -
Tl Average Annual Benefit | £12.3 billion per year; Government savings from reduction in
E (excluding one-off) income-related benefits - £0.4 billion.
01]

Total Benefit (Pv) | £ 224 billion

Other key non-monetised benefits by ‘main affected groups’

Benefits to individuals of consumption smoothing (equivalent to around £40-60 billion)

Key Assumptions/Sensitivities/Risks. The success of these reforms is sensitive to the
behaviour of individuals and employers. Key assumptions are: individual participation rates,
employer choice of qualifying scheme and employer pension contributions following reform.
The outcomes for individuals are also dependent on the returns to investment.

Price Base
Year
2009/10

Time Period
Years 39

Net Benefit Range (N\pv) NET BENEFIT (NPV Best estimate)
£ 3.8 billion resource cost, £ 3.8 billion resource cost,
£40-60 billion social welfare. | £40-60 billion social welfare

benefit.




What is the geographic coverage of the policy/option?

UK

On what date will the policy be implemented?

2012

Which organisation(s) will enforce the policy?

DWP, The Pensions

Regulator

What is the total annual cost of enforcement for these organisations?

£ design dependent

Does enforcement comply with Hampton principles? Yes

Will implementation go beyond minimum EU requirements? Yes

What is the value of the proposed offsetting measure per year? £0

What is the value of changes in greenhouse gas emissions? £ negligible

Will the proposal have a significant impact on competition? No

Annual cost (£-£) per organisation (excluding one- Micro Small Medium Large
off) £100 £100 £400 £1,900
Are any of these organisations exempt? No No N/A N/A

Impact on Admin Burdens Baseline (2009/10 Prices)

Increase of £99 million Decrease £0

Net Impact

(Increase - Decrease)
£99 million




Income Transfers

The reforms outlined in this Impact Assessment give rise to transfers of income between
different economic agents, such as employers, individuals and the Government as well
as transfers of income across people’s lives. Overall, these transfers favour individuals
through increased pension incomes in retirement. Table 0.1 shows these income
transfers for specific points in time through to 2050.

Table 0.1: Estimated transfer costs and benefits arising from workplace

pension reform measures (£ million)

Annual One-off
average cost
2012 2020 2030 2040 2050
(09/10 (present
prices) value)
Individuals
a) Contribution costs -6,000 0 * -5,100 -6,200 -7,600 -9,300

b) Reduction in
receipt of income -400 0 0 * -200 -600 -1,300
related benefits

c¢) Higher savings into

, , 12,300 0 * 10,500 12,800 15,600 18,900
private pension
Net benefit 5,900 0 * 5,400 6,400 7,400 8,300
Employers
d) Contribution costs -4, 600 0 * -3,900 -4,800 -5,800 -7,000
Net benefit -4,600 0 * -3,900 -4,800 -5,800 -7,000
Government
e) Contribution costs 4 744 0 * 1,500  -1,800  -2,200  -2,600
(tax relief)
f) Reduced income
related benefit 400 0 0 * 200 600 1,300
expenditure
Net benefit -1,300 0 * -1,500 -1,600 -1,600 -1,300

Notes:

e Costs cover the UK.

e Allfigures are expressed in 2009/10 prices and are rounded to the nearest £100 million.

o Costs are presented as negative numbers, benefits as positive numbers.

e The costs presented here are the sum of employer contributions and tax relief on those contributions.
The distribution of these costs will depend on how employers manage costs.

¢ *means that small costs or benefits arise but are under £50 million. 2012 costs are frequently small
because so few individuals are automatically enrolled in 2012 due to the implementation design.

e Higher savings into private pension is the sum of tax relief, Employer contribution and individual
contribution costs.



a) Individual Contribution costs: If employees participate in workplace pension
schemes and make the minimum contribution of 4 per cent, the value of additional
contributions are estimated at £4.5 billion (2009/10 earnings terms) once contributions
have been fully phased. This is based on DWP modelling of the current UK pension
landscape and assumes that the landscape remains the same but contributions increase
in-line with earnings growth over time. This is discussed in Chapter 3.

The £6.0 billion in the summary sheet is the average annual cost of individual
contributions from 2012 to 2050, taking into account average earnings growth and
discounting for inflation to give 2009/10 prices.

b) Reduction in income-related benefits: Individuals whose income falls below a
certain level may be entitled to income-related benefits. For these individuals the
Government provides support through Pension Credit, Housing Benefit and Council Tax
Benefit 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. This is discussed in Chapter 6.8

The £0.4 reduction in income-related benefits in the summary sheet is the average
annual reduction in income-related benefits from 2012 to 2050, taking into account
average earnings growth and discounting for inflation to give 2009/10 prices.

c) Higher savings into pension saving: Capturing the true costs and benefits of
automatic enrolment with a minimum employer contribution is difficult as the costs are
incurred continuously while the benefits start to accrue when individuals retire. To take
account of this, the costs and benefits assume a zero net present value of pension
saving in the long-term. This is because the present value of contributions made during
a person’s working life, including those from their employer and tax relief, is set to equal
the gross increase in their private pension savings. Where the rate of return on
contributions is the same as the rate at which society discounts future income, pension
saving represents a pure income transfer.

Higher private pension savings is the sum of individual and employer contributions plus
government tax relief. The £12.3 billion in pension saving benefits in the summary sheet
is the average annual benefit in pension saving from 2012 to 2050, taking into account
average earnings growth and discounting for inflation to give 2009/10 prices. These
estimates are the additional saving that individuals make in to private pensions and not
the private pension incomes they will receive as a result of this saving.

d) Employer contribution costs: If employers were to make the minimum employer
contribution of 3 per cent for all eligible jobholders who do not opt-out, the value of
additional employer contributions would be £3.4 billion® once contributions have been

® This analysis is an illustration of the impact of the reforms on 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.

® These are presented in 2009/10 earnings terms



fully phased in. This is discussed in Chapter 4. Table 0.1 employer contribution cost
estimates show what might happen to employer contribution costs as earnings grow
over time. This implicitly assumes that the qualifying earnings band is up rated in line
with earnings growth.

The £4.6 billion in the summary sheet is the average annual cost of employer
contributions from 2012 to 2050 taking into account average earnings growth and
discounting for inflation to give 2009/10 prices.

e) Government contribution costs (tax relief) represent additional annual costs to the
Exchequer of tax relief on individuals’ pension contributions. The increase in pensions
saving by individuals following these reforms will increase the amount of tax relief
granted now, but in future will increase the tax paid by individuals on the resulting
pension income. 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. This is
discussed in more detail in Chapter 6.

In Table 0.1 government contribution cost estimates show what might happen to the
costs of government tax relief on individual contributions as earnings grow over time.
This implicitly assumes that the qualifying earnings band is up rated with earnings
growth.

The £1.7 billion in the summary sheet is the average annual cost of tax relief on
individuals pension contributions from 2012 to 2050, taking into account average
earnings growth and discounting for inflation to give 2009/10 prices.

f) Reduced income-related benefit expenditure: The reduction in income-related
benefit expenditure represents a reduction in costs to Government and is represented as
a positive flow. This is discussed in more detail in chapter 6 (Tables 6.29 and 6.30).In
Table 0.1 expenditure on income-related benefits increases with in line with earnings.

Resource Costs

In addition to income transfers, there will be resource costs to employers of
administering the reforms.

dg) Employer administrative costs are based on the latest estimates of the
administrative costs to employers of complying with the pension regulations discussed in
Chapter 4. These costs are presented slightly differently in three places; the summary
sheet, Table 0.2 and Chapter 4.

The £0.3 billion one-off cost presented in the summary sheet is the same as the £300
million one-off cost presented in Table 0.2, and includes those components of the year
one costs that arise only in the first year of implementation for all firms. The other figures
in Table 0.2 are the costs of the processes that that will have to be completed on an

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



ongoing basis. The £3.8 billion resource cost in the summary sheet is the total
administrative cost over the 39 year period in present value terms.

Table 0.2: Estimated resource costs arising from workplace pension

reform (£ million)**

Annual
average One off
(09/10 cost/benefit 2012 2020 2030 2040 2050
prices)
g) Employer -200
administrative -200 -300 -100 -200 -200 -300
costs
h) Cost of -
changing -100 0 0 0 0 0
scheme rules
Net Benefit -300 -300 -100 -200 -200 -300
Notes:

e Costs cover the UK.

e Allfigures are expressed in 2009/10 prices and are rounded to the nearest £100 million.
o Costs are presented as negative numbers, benefits as positive numbers.

e *indicates that small costs/benefits arise but round to 0.

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 Government or to third parties such as employees and pension schemes.
The ongoing annual administrative burden of these regulations is estimated to be £99
million and is discussed more fully in Chapter 4. It has been presented in the summary
sheet as an increase in the Admin burden baseline of £99 million.

h) The cost of changing scheme rules relate to the cost of reviewing the rules and
making required changes to all open occupational schemes in the run up to the reform.
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. These estimates are discussed more
fully in Chapter 4. This has been presented in the summary sheet as part of the one-off
transitional cost.

Non-monetised resource costs are costs that have not been quantified and are
therefore not included in the summary of costs of and benefits. These include the costs
to Government as an employer who will have to automatically enrol eligible employees
and the costs of the compliance regime. These costs are discussed in Chapter 6.

Resource benefit

" These represent the costs to all firms as if they all became subject to the duties at the same time



Non-monetised resource benefits: The increase in pension saving will be associated
with millions of people enjoying increased well-being over their lifetime as a result of
transferring income from a period when their income is relatively high (when they are
working) to a period in which their income would otherwise be lower (after they retire).
This results in a substantial welfare gain to society. We estimate the social welfare gain
to be equivalent to around £40 to 60 billion for the period from 2012 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.

Table 0.3: Estimated resource benefits arising from workplace pension

reforms (£ billion)

Total cost (present Total benefit Net benefit (present
value) (present value) value)
Social welfare
benefits
(units of 0 40-60 40-60
consumption, in
billions)
Net Benefit 0 40-60 40-60
Notes:
o The social welfare benefits should not be added to the other costs and benefits which are monetary
values.

o Costs cover the UK.
e Present values are for the period 2009-2050, and are presented in 2009/10 prices.
e Costs are rounded to the nearest £10 billion.

Figures presented in this evidence base are consistent with the Better Regulation
Executive guidelines12 and are based on our principal scenario of participation in
workplace pensions following reform. Costs are in 2009/10 prices terms which means
that future price inflation has been taken into account. Present values are discounted to
take into account the social discount rate (3.5 per cent falling to 3 per cent after 30
years) as set out in HM Treasury’s Green Book.

The analysis covers the full benefits and costs arising from the operation of these
reforms up to 2050. In the period prior to 2050 most of this will be seen as costs.
However, the benefits from these reforms will continue to accrue for a long time after
2050 as people continue to enjoy a higher pension income in retirement than they
otherwise would have had. These benefits continue to increase after 2050, as those who
have lived a full working life under these reforms will start to retire in the 2060s. If it
becomes possible in the future to carry out this analysis over a longer timeframe, the
present value of the costs and benefits presented would be greater. However, the
overall conclusion, that this is a balanced package of reforms that will result in a
significant increase in future pension incomes and a substantial gain in social welfare,
would remain the same.

'2 See: http://bre.berr.gov.uk/regulation/ria/
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Use the table below to demonstrate how broadly you have considered the potential impacts of
your policy options.

Ensure the results of any tests that impact on the cost-benefit analysis are contained
within the main evidence base (other results may be annexed).

Type of testing undertaken Results in Results
Evidence Base? | annexed?
Competition Assessment No Yes
Small Firms Impact Test No Yes
Legal Aid No No
Sustainable Development No No
Carbon Assessment No No
Other Environment No No
Health Impact Assessment No No
Race Equality No Yes
Disability Equality No Yes
Gender Equality No Yes
Human Rights No No
Rural Proofing No No
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Chapter 1: Overview and summary of costs and
benefits

Objectives for reform

1.1 The Pensions Act 2008 and Workplace Pension Reform Regulations 2010*3 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.

1.2  The policies in the Pensions Act 2008 meet the five tests for pension reform that
the Government 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.

1.3  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 the Government established an independent Pensions Commission 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 rates. This

'3 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/i
ndex.html>
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means there is an increased cost on those who are working to maintain the pensions
of the economically dependent.*®

e 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

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

1.5 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.

1.6  Onits 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.*’

1.7  As aresult 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. If the Government increased the generosity of
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.*®

1 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 2046, 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 Iong;er
and the Government wants 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.

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

% 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
21Family 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.

2 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:
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likely than other workers to be not saving enough for their retirement. There are four
main reasons for this:

e 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’.>* This lack of understanding is made worse by ‘myopic’ behaviour - a
tendency to live for today rather than save for the future. 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.?*

e 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 s0.%

e 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.?®

e 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 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.?’

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.

" 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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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
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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.

Reform of Workplace Pensions

1.12 The Pensions Commission concluded that without Government 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, which were accepted by the Government:

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.

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

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

¢ 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.

1.15 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
formally consulted on in 2009. A set of regulations underpinning the Pensions Act

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

# 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.

* pwe, 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/

*" 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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2008 are being laid in Parliament in January 2010. This Impact Assessment
accompanies this set of pension regulations.

1.16 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 the Government. The estimates
presented in this Impact Assessment may be different from those presented in earlier
Impact Assessments to reflect the latest evidence and research where available.

Building Consensus

1.17 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 Government has therefore worked hard to build a broad-based
consensus amongst political parties, the public, businesses and the pensions
industry to ensure these reforms can stand the test of time.

1.18 In March 2009 we consulted on regulations covering the automatic enrolment
process.>? In April 2009 we consulted on the draft scheme order and rules for the
personal accounts scheme.* In September 2009, we consulted on remaining
regulations to implement and enforce the reforms>*.

1.19 As a result of the March 2009 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 Government Response.*’

1.20 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 if it is inconsistent
with the intentions of Parliament in establishing the legal framework for the scheme,
while ensuring the Trustee Corporation has day-to-day responsibility for the

2 DWP, 12" March 2009, Pensions- Consultation on Draft Regulations, Available at:
http://www.dwp.gov.uk/docs/pensions-auto-enrol-regs2009.pdf
% PADA/DWP, 28" April, 2009, Pensions- Consultation on draft Scheme Order and Rules
Available at: http://www.dwp.gov.uk/docs/draft-scheme-order-and-rules28april2009.pdf
% DWP,24™ September, 2009, Pensions- Consultation on Draft Regulations, Available at:
http://www.dwp.gov.uk/docs/workplace-pension-reform-completing-the-picture-consultation240909.pdf
% See Annex 1 for an explanation of the 19" day rule and its impact on employers, individuals and the
Esension industry.

See Annex 1 for an explanation of postponement periods and its impact on employers, individuals and
%ension industry.

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
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scheme’s charge level. A few minor changes were made to the wording of some
articles to increase clarity and understanding.®®

1.21 A number of changes have been made to the remaining workplace pension
reform regulations following the formal consultation in September 2009. 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.

1.22 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 ensures the maximum shift in savings culture
over the medium to long term. After careful consideration we have decided to adjust
the implementation plan to help new companies, which are essential to economic
recovery and growth. We will allow new firms setting up during implementation 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.

1.23 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 Government Response.>®

1.24 In addition to the formal consultation, Ministers and officials at the Department for
Work and Pensions (DWP) have regularly met with representatives of the pensions
industry, employers and consumer groups to explain and consult on these proposals.
During the consultation period, DWP arranged three seminars with employers of all
sizes, employee benefit companies, consumer representative organisations and
intermediaries to discuss the regulations. At the same time, DWP commissioned
qualitative research with small and medium sized employers on the impact of draft
regulations on their businesses.*°

3 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/

¥ 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/

“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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1.25 Figure 1.2: Sequence and coverage of workplace pension reform
regulations
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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,
Impact Assessment - Impact Assessment
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/ Workplace Pension Reform \
Regulations 2010
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\ and PA scheme order and rules) j
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Summary of Pension Regulations

1.26 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.

o 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.

o 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) 2010 regulations, 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) 2010 regulations 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 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 duty.41
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Communicating the reforms

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

1.28 DWP is working closely with both the Pensions Regulator and the Personal
Accounts Delivery Authority to develop coordinated communications to meet the
needs of the different target audiences.

1.29 DWP will deliver communications and information to individuals and support
engagement with employers and their intermediaries by raising awareness of the
pension reform and the role employers will play. The intention is to start raising
awareness of the reforms in 2010.

1.30 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.

1.31 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

1.32 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 the
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

1.33 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
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are expected to represent additional household 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.

Impact on employment depending on how employers cope with increases in non-
wage costs

It 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:

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.%°

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. *



25

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

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.

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
set to recover before the reforms are introduced.

Impact on Individuals

1.35 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

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.>?

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).
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These figures reflect the fact that disabled people are slightly more likely to work in
the public sector where workplace pension membership is higher.53

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 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 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 inline with earnings growth over time.

Table 1.1: Estimated total individual contributions in future years (£

billion)

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 pension reform on future
retirement incomes using the DWP’s Pensim2 model.*’
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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.®®

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

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.

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 were 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.>°

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.

Overall, employees who are disabled are equally represented across all firms and do
not have broken work histories.®* The implementation design will therefore have a
similar impact on disabled people in employment as those who are not disabled.

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
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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

e The Government’s 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

1.36 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

e 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.

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.



29

e 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.

Table 1.2 : Estimated total annual employer contributions in future years

(principal scenario £ billion)

2020 2030 2040 2050

Employer

contributions 3.9 4.8 5.8 7.1

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

¢ 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.

Table 1.3: Estimated total cost to employers of administering the reforms (all

firm sizes) (£ million)®*

Year 1 cost Ongoing cost in future years

Administrative 443 130
costs

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

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

e 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 majority 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.®

e 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
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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.

e 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

e 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 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.

Table 1.4: Estimated impact employer contribution costs to 2018/19 under proposed

implementation approach (£ millions)

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

Total costs 20 300 630 840 1680 2860 3430

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

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

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.

Impact of reforms on demand for pension provision

Analysis by DWP, shows that approximately 750,000 employers who currently offer
no workplace pension provision®’ 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

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.

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

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.®®

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.

Stakeholders also have concerns that employers that provide good pension schemes
can reduce or ‘levelling down’ their contribution levels to the minimum requirements.
At present this risk is low. DWP research with employers in 2009 shows that of those
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employers who make contributions of 3 per cent or more the vast majority (93 per
cent) reported that they would maintain or even increase contribution levels for
existing members.”* The Government recognises this risk and is introducing a
number of measures to mitigate it and will continue to monitor it as we approach
2012.

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 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.

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.”?

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

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 lead to
a more diversified product range as providers focus on differentiating their products
from the personal accounts scheme.

Competition Impact

1.38 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

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
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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 occupational pension
provision. Concern still exists, however, about the possible impact of the personal
accounts scheme on the rest of the pensions market "® - however our 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.”*

¢ 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 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
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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.

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

1.39 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

On higher individual and employer pension contributions. 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 (Income Support, Council Tax Benefit, Housing Benefit or
Income-based Jobseekers Allowance) 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. This compares
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to £11-14 billion extra generated in additional private pension income in the same
year.

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

1.40 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.

1.41 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 run by DWP and other
Government Departments such as the Office for National Statistics 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.

1.42 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.
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Pension Impact on employers Impact on individuals | Impact on pension industry
Regulation

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

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

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

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 imposes

The opt-out process is

Pension schemes will need to

and opt out the cost of issuing the opt-out | designed to support an | provide the opt-out form in

process form (on request) to individual’s decision not | most cases.
jobholders where for to save if it does not
occupational pension suit their personal
schemes this administrative circumstances. This
function has been delegated includes setting the opt-
by the trustees to the out period at one month
employer in the trust deed. and giving individuals
The process also specifies an | the flexibility to obtain
opt-out period which gives the opt-out form from
employers more certainty the scheme or the
around when jobholders can employer where
opt-out and the administrative | occupational pension
arrangements for this. schemes have

delegated the
administrative function
in the trust deed.

Refunds The refund process detailed Individuals who do The pension scheme also has
in the regulations makes it the | choose to opt-out of a requirement to refund any
employer’s duty to refund pension saving are contributions paid by or on
contributions to the jobholder | treated as never having | behalf of the jobholder to the
independent of when an been a member and employer within a prescribed
employer receives money are entitled to a full period. Refunds will create
back from the scheme. The refund of any additional costs because
administrative cost of making | contributions they may | jobholders may have to be
refunds is included in the have made within a entered onto the providers
administrative cost to prescribed time limit. systems as part of automatic
employers in Chapter 5. This is the employer’s enrolment process, and then

duty irrespective of removed, without any pension
whether they get the contributions being received
contributions back from | by the provider from the

the scheme. member.

Pay reference Pay reference periods of 12 Pay reference periods Setting a pay reference

periods months are designed to help help to ensure period of 12 months allows

employers identify when a
worker is a jobholder and, if
S0, to calculate the
contributions to which they
are entitled. Employers can

minimum 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.
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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.

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-

Employers will be required to

Pension saving may not

Re-enrolment increases

enrolment re-enrol eligible jobholders have been the right membership and persistency
who opted-out at the initial choice at the point the in the pension scheme.
automatic enrolment date or jobholder opted out. In
those who subsequently the meantime their The exemption whereby
cancelled their membership earnings may have jobholders who have recently
into a qualifying scheme. This | increased, financial opted-out or cancelled
imposes additional cost for commitments may have | membership will not need to
employers. reduced or their be re-enrolled minimises the
priorities may simply be | number of opt-outs and
The timing of re-enrolment is | different. refunds that schemes need to
set around three years from process, as these individuals’
the date employers will be Re-enrolment aims to circumstances are less likely
staged into the reform. This maximise pension to have changed.
minimises the burden on savings and reduce
employers as there is one re- | decision-making inertia. | Re-enrolment may increase
enrolment date for all the number of queries coming
jobholders within each firm. Those individuals who to providers and schemes.
still do not wish to be in
There will be an exemption pension saving will
whereby jobholders who have | need to go through the
recently opted-out or formal opt-out process
cancelled membership will not | again.
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 Employers will face additional | This policy is designed | These regulations can
Savings administrative and to maximise individual increase membership in

contribution costs of auto-
enroling those jobholders

saving. These
regulations provide an

pension schemes and
increase total contributions.
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aged 16 to under 22 or state
pension age to 75 who have
qualifying earnings and
choose to opt-in. It is 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.

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.

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.

Employer duty to | Employers are allowed one A jobholder with This does not have a
maintain active month between the end of median earnings with significant impact on pension
membership: active membership in the eight one month gaps providers.

original qualifying scheme in pension contributions

and the start of active would face a maximum

membership in a replacement | reduction in total fund

scheme. This allows the size of 2 per cent over

employer to carry out the an average individuals

necessary administrative lifetime compared to an

processes without being in individual who

risk of breaching their duties experiences continuous

as a result of a technical contributions

delay. throughout their

working life.

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

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

saving.

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

Postponement An employer may postpone Individuals in sectors Postponement helps to
periods the automatic enrolment of a | with high turnover rates | decrease the risk of

given jobholder into a pension | are the most likely to be | employers reducing their

scheme for up to three affected by the contributions to the minimum

months provided they postponement period. requirement.

subsequently automatically Where consecutive

enrol their jobholder into a contracts are prevalent,

workplace pension scheme the risk of continual

and contribute at least 6 per postponement is

cent’® of qualifying earnings®® | reduced by the

for a minimum of three requirement that an

months following the employer may not

postponement period, and postpone if a jobholder

provided they have not has already been

already postponed automatic | postponed in relation to

enrolment for that individual in | other employment with

the previous 12 months. The | that employer within the

rationale for permitting last 12 months.

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.
Occupational and | Employers must refund The 19 day rule change | Employers must refund
Personal Pension | jobholders who have opted- proposed in the jobholders who have opted-
Schemes (19 day | out of automatic enrolment Government out of automatic enrolment

rule) regulations

within a certain timeframe. An
amendment to the 19 day rule
(concerning the deadline by
which employers must pass
employee contributions over
to the scheme) will allow

consultation document
is estimated to have
less than a one-
hundredth of a
percentage point
impact on individual

within a certain timeframe.
Changing the timeframe in
which employers must pay
jobholder contributions to the
scheme for the duration of the
joining window and the opt-
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employers to delay paying
over jobholder contributions
to the scheme until the last
day of the second month
following the month in which
automatic enrolment occurs

This will minimise any refunds
of contributions for individuals
who opt-out during the opt-out
window by the employer.

savings.®!

out period minimises the
need for refunds from
scheme to employer
minimising costs of opt-outs
and risk of investment loss of
contributions that have to be
refunded.

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 to beneficial for individuals | been designed to support
Rules the DB or DC scheme quality | already in pension current pension provision and

requirements. These quality saving. aim to build on existing good

requirements will sometimes provision already in place.

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.
Employer Duties | The implementation approach | A staged approach to The staged approach will
(Implementation means that employers will these reforms (which is | allow the pension industry
Regs) face less contribution costs operationally viable) time to prepare their systems

during 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.

delays mandatory
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
staged 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.

and processes for 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.
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Registration & re-

The costs of registration and

This does not have a

These do not have a

registration re-registration are included in | significant impact on significant impact of pension
the estimates of costs of individuals other than to | providers other than to
administering the reforms and | support compliance support compliance which in
are discussed in Chapter 4. which in turn protects turn protects total pension

individual saving. saving.
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.

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 check | individuals other than to | of enrolment and information
compliance with employer support compliance relating to individual scheme
obligations, will impose which in turn protects members for six years, and
additional costs for individual saving. the incidence of opt-out for
employers. The costs of each employer for four years.
record keeping are included i
in the estimated costs of While schemes are already
administering the reforms. required to keep records

relating to their members, the
Many of the records will requirement to keep records
already be maintained for of jobholders who opted-out
other purposes such as tax of membership will impose
and payroll. Research with additional costs on pension
employers on the detail of schemes
these regulations viewed the ) )
record-keeping requirements There will be no reqwrement
easy to comply with as they to hold separate, duplicate
need to keep copies of recqrds where an employer
document anyway.® carries out delegated
administrative functions on
There will be no requirement behalf of its pension scheme,
to hold separate, duplicate or where the scheme uses
records where a pension the services of a third party
scheme carries out delegated administrator.
administrative functions on i -
behalf of its sponsoring There will t_)e ﬂe>_(|b|I|ty ar_ound
employer, or the employer the format in which pension
uses the services of a third schemes must keep these
party administrator. records,_for example
electronic or paper format.
To minimise employer
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

protects individual

workplace pension reforms
increases total pension
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not comply from gaining an
unfair economic advantage
over their competitors.

savings.

saving.

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 existing

and Rules qualifying scheme the scheme targeted pension industry is discussed
employer may choose to towards low and in Chapter 5 and Annex B.
meet their employer duties. moderate earners.

Trustee This does not have an impact | The winding up of the The winding up of the Trustee

Corporation on employers. Trustee Corporation Corporation does not have an

does not have an
impact on individuals.

impact on pension industry.
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Chapter 2: Impact on the macro-economy and
labour 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 long-term; 3*

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 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.%°

2.4  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 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.
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2.5 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 t019 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 Theincrease 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.*

2.7 Inthe 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).

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 NiIGEM 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)),
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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

2.8 Inthe 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

2.9 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.

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 forgoing 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.

2.10 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.®
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Impact on the labour market

2.11 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 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:

e Not all employees will be automatically enrolled into workplace pensions and of those
that are, around 25 per cent are estimated to opt-out®’;

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).

2.13 The costs of reform vary across industries:

e They are naturally concentrated in industries with higher levels of employment. The
largest 