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Introduction
The Government has proposed Iable 1: Ihe reforms are PENSIONS POLICY INSTITUTE
three key reforms to private pen- llkElg to 1ncrease the
sions policy: | number of people saving
e Auto enrolment into work- ] )
based pension schemes for eli- New savers in work-based pension schemes
gible employees. Optimistic Central Pe(zzi_ggf/ﬁc
e The introduction of compul- (20% optout) | (33% optout) |
sory employer contributions B
. mployees who are auto 7 1m 59m 3 6m - 4.5m
for employees who remain enrolled (and don’t opt out) ’ ’ ’ ’
opted in to work-based saving.
e The introduction of a new na- Self employed (could opt in) 0.9m 0.75m 0.5m
tional pensions savings
scheme, called personal ac- Others who could opt in 0.9m 0.6m 0.3m
counts.
New work-based pension 9m T 4m-5m
The Government has said that its savers (figures are rounded)
reforms aim to increase the num-

ber of people saving for a pen-
sion and for personal accounts to
complement, rather than compete
with, existing good-quality pen-
sion provision.!

This Briefing Note summarises
findings from a PPI research re-
port funded by the Nuffield
Foundation, Will Personal Ac-
counts increase pension saving? The
PPI has analysed the potential
impact of the proposed reforms
on pension saving in the UK. In
particular, scenario analysis is
used to project the number of
new savers in work-based pen-
sion schemes if employees and
other individuals respond in a
variety of ways, and the level and
split of total annual pension con-
tributions and assets between
existing types of provision and
personal accounts.

These findings were presented at
a PPI seminar held at the Nuf-
field Foundation in November
2007.

There is a lot of uncertainty about
how employees and employers
will respond to the reforms. This
analysis seeks to inform debate
about the range of possible out-
comes that could occur rather
than to present a forecast of the
future.

The number of new work-based
pension savers (Table 1)

The reforms are likely to increase
the number of people saving in a
work-based pension. However,
levels of opt-out remain uncer-
tain, since the UK would only be
the second country to introduce a
national system of auto enrol-
ment. The reforms could result in
at least 4-5 million new savers in
work-based pension schemes and
possibly up to 9 million. These
people will not all be completely
new to saving, since some of them
will have previously been saving
in a non work-based pension or in
non-pension forms of saving, but
many would benefit from the pro-
posed employer contribution.

PPI Briefing Notes clarify topical issues in pensions policy.

Higher participation in pension
saving may mean that people are
more likely to have an adequate
income when they come to re-
tire. However, there are also
concerns that pension saving
might not be suitable for every-
body who is auto enrolled.2 This
might be because the individual
is likely to receive a low return
on their saving or because the
pension contributions are unaf-
fordable or the individual has
significant amounts of personal
debt. These concerns mean that
very high levels of participation
may not necessarily be the best
outcome for the reforms.

Annual pension contributions

What could happen without reform?
A baseline scenario shows an-
nual total pension contributions
could fall from around £40 bil-
lion in 2006 to around £30 billion
by 2050, relative to national av-
erage earnings if there is no re-
form (Chart 1). The main drivers
of this decline are the assump-
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tions that two thirds of Defined
Benefit (DB) schemes will close
by 2035 and that employers will
open less generous Defined Con-
tribution (DC) schemes in their
place.

What could happen with reform?

The Government’s proposed
reforms will have cost implica-
tions for most employers. This is
because of the higher levels of
participation in pension schemes
that is likely to result from the
requirements on employers to
automatically enrol their em-
ployees into pension saving and
to contribute at least 3% for em-
ployees who remain opted in.

When the reforms are intro-
duced, employers may be able to
pass on the extra costs in a vari-
ety of ways, for example, to con-
sumers through higher prices, to
workers through lower wage
increases, or to shareholders or
owners through lower profits.
Currently, only around 15% of
private sector employers offer
schemes that are more generous

than the 3% minimum contribu-
tion. These employers could de-
cide to reduce their average con-
tributions as a way of meeting
the cost of the reforms. This is
commonly referred to as
‘levelling down’. The overall
impact of the reforms on private
saving - whether positive or
negative - will depend crucially
on how employers react when
the reforms are introduced.

There is a lot of uncertainty about
how employers will respond

The analysis that informs this
briefing note uses four stylised
scenarios to explore the possible
implications if employers re-
spond to the reforms in different
ways.? Evidence about likely
employer responses is limited,
so the scenarios seek to illustrate
the potential impact of a range of
responses rather than imply that
any of the scenarios is more
likely to occur.

If employers auto-enrol their eligi-
ble employees into existing pensions
on existing terms, the reforms

uncertainty

Chart 1: There is a lot of
about how
employers will respond

Annual total pension contributions, in £ billion, in
2006/7 earnings terms (unrounded ﬁgures)
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could increase annual total pen-
sion contributions (made by indi-
viduals, employers and the state
combined) by around £10 billion
in 20124 compared to without re-
form, and by around the same
amount into the future. This sce-
nario assumes that employers
already contributing greater than
3% into an existing pension auto-
enrol non-members on existing
terms. Those not currently offer-
ing a 3% contribution auto-enrol
at the minimum 3% level either
into a personal account or into an
existing scheme (Chart 1: existing
terms).

If employers reduce their average
pension contributions to hold their
pension costs constant, the reforms
could still increase annual total
pension contributions by around
£5 billion in 2012 compared to
without reform, and by around
the same amount in the future.
This scenario assumes that em-
ployers who already contribute
more than 3% have a fixed pen-
sion budget that they will spread
across a larger group of scheme
members after the introduction of
auto-enrolment. Employers with
less generous schemes, and those
not currently contributing, are
assumed to contribute the 3%
minimum level into personal ac-
counts (Chart 1: cost control).

If employers act in line with a sur-
vey of their reported likely responses,
the reforms could initially in-
crease annual total pension con-
tributions by around £10 billion
compared to without reform. By
2050 the reforms could still in-
crease annual total pension con-
tributions but by less than £2.5
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billion.  This scenario is in-
formed by employer responses
to a survey of 750 private sector
employers that was conducted
by Deloitte in May 2006.5 In this
scenario some employers auto-
enrol on existing terms, some
close existing schemes to new
members and some switch to
personal accounts (Chart 1: mod-
elled employer response).

If all employers auto-enrol new
members on minimum terms the
minimum employer contribution
level of 3% will become the
norm over time. In this extreme
situation, annual total pension
contributions could be higher
than without reform initially, as
auto-enrolment takes effect, but
by 2050 could be £10 billion
lower (Chart 1: minimum terms).

Although annual total pension
contributions could be higher
than without reform under most
of the scenarios, there would
also be around 7 million more
savers in work-based pension
schemes. This means that aver-
age contributions for each saver
could be lower than they would
have been without reform.

Surveys of likely employer re-
sponses have been conducted
but they cannot predict with cer-
tainty how employers will act
five years in advance of the re-
forms being introduced. Given
the significant impact that em-
ployer behaviour will have on
the outcome of the reforms, it
will be important to continue to
build the evidence base on likely
employer responses in the pe-
riod leading up to the introduc-
tion of the reforms.

Chaﬁ{ 2i1 The r%flornﬁs )
could change the shape o
the pensior%s market P PPI

Change in annual pension contributions to existing ]Erovision
and contributions into personal accounts in 2050, in
in 2006/7 earnings terms (rounded figures)

15

15 -
-20
Existing  Cost control Modelled  Minimum
terms employer terms
response

10
5 -
£bn 0 ‘ ‘ .
5 -
-10

PENSIONS POLICY INSTITUTE

billion,

B Existing provision

M Personal accounts

Split of annual contributions
Employers will have a choice
about whether to auto enrol their
employees into an existing pen-
sion scheme or into the new per-
sonal accounts. Their decisions
will affect the shape of the pen-
sions market in terms of the flow
of annual contributions and size
of assets in existing types of
work-based pension provision
and personal accounts (Chart 2).

If employers decide to auto enrol
their employees into existing
schemes on existing terms, or to
control their costs, then the re-
forms could increase annual
pension contributions to existing
provision by less than £2.5 bil-
lion in 2050. This could benefit
the current pensions industry.
However, the bulk of the new
contributions could be made
from employers who do not cur-
rently offer a work-based pen-
sion scheme, and their employ-
ees. If these employers decide to
use personal accounts, then total
annual pension contributions

into personal accounts could be
around £5 billion a year by 2050.

In the modelled employer response
scenario, some employers main-
tain existing schemes and keep
them open to new members,
while others switch to personal
accounts. If this happens, then
by 2050 annual pension contri-
butions to existing provision
could be £10 billion less than
without reform and contribu-
tions into personal accounts
could reach £10 billion a year.

If employers close their existing
schemes to new members and
enrol employees to personal ac-
counts on minimum terms, then
annual pension contributions
into existing types of pension
provision may be as much as £20
billion lower by 2050 than with-
out reform. In this scenario an-
nual contributions to personal
accounts could be around £10
billion a year by 2050, which
could mean a reduction in the
total size of the pensions market.
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Split of assets under manage-
ment (Chart 3)

The aggregate size of pension
funds under management is im-
portant because many personal
pension providers levy charges
on individual members using an
Annual Management Charge
(AMC), which is expressed as a
percentage of assets under man-
agement. For these providers,
the total amount of revenue col-
lected from charges will depend
on the aggregate size of the pen-
sion fund.

In the absence of reform, the ag-
gregate size of pension funds is
projected to reduce to around
£800 billion by 2050 in 2006/7
earning terms. This is primarily
the result of the assumed decline
in private sector DB schemes. All
of these funds would be held in
existing provision, because with-
out the reforms personal ac-
counts would not exist.

When the reforms are introduced
pension funds will be split be-
tween existing types of provision
and personal accounts, although
the aggregate size of pension
funds in personal accounts will
take some time to build up.

If employers enrol employees on
existing terms or control their costs
by reducing the average level of
their voluntary contributions, the
total size of pension assets held
in existing types of provision
could remain similar in 2050 to
what is expected without reform.
In these scenarios, assets held in

levels by 2050

terms (rounded figures)

Chart 3: Funds in personal
accounts could reach significant

PENSIONS POLICY INSTITUTE

Size of pension funds in 2050, in £ billion, in 2006/7 earnings

| Existing provision

m Personal accounts

£ @
No reform:
Total = £800bn all
£800bn £800bn in existing market
Existing Cost
terms control
Modelled Minimum
employer terms
response £
Note: Size of pies
shows approximate
£350bn relativity only
personal accounts could increase Conclusions

to around £200 billion, represent-
ing around one-fifth of the total
pensions funds under manage-
ment (Chart 3). In the modelled
employer response scenario, per-
sonal accounts could grow to be
one-third of the total assets by
2050. And, if employers auto-
enrol on minimum terms, the pro-
portion of pension assets that are
held in personal accounts could
be a lot greater, representing as
much as half of the total funds
under management by 2050.

Organisations in the private sec-
tor will be contracted to manage
funds in personal accounts as
well as to administer them. This
means that any growth in the
overall size of pension funds un-
der management that results
from the reforms could provide a
range of opportunities for the
private sector.

For more information on this topic, please contact:
Niki Cleal: 020 7848 3744 or niki@pensionspolicyinstitute.org.uk
www.pensionspolicyinstitute.org.uk

The interaction of pension saving
with eligibility for means-tested
benefits and the risk of employ-
ers ‘levelling-down” their pen-
sion contributions both pose real
challenges to the success of the
reforms. This analysis shows that
a range of outcomes is possible
and that individuals’ and em-
ployers’ responses will be crucial
in determining whether the re-
forms deliver both more people
saving and more saving and bet-
ter retirement incomes. Given the
range of outcomes that is possi-
ble, it will be important to collect
further evidence on the likely re-
sponses of individuals and em-
ployers, and for this evidence to
inform the final policy and de-
tailed design of the reforms.

1 DWP (2006 PA) Personal Accounts: a new way to save (p 13)
and the accompanying Regulatory Impact Assessment (p 3)

2 See PPI (2006) Are Personal Accounts suitable for all? for more
on this issue.

3 See PPI (2007) Will Personal Accounts increase pensions saving?
for the detailed modelling assumptions behind each scenario
4 All of the scenarios are based on an overnight introduction
of the reforms in 2012. In reality, the employer contribution
will be phased in at a rate of 1% each year over 3 years.

5 Deloitte (2006) Employer pension contributions and pension
reform: ABI research paper 2




