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THE UNITED KINGDOM PENSION DESIGN

STRUCTURE OF THE PENSION SYSTEM

p— Public pensions ———————

eTier 1

eUnfunded - pay as you go system that is paid through National Insurance contributions

eRedistributes money throughout the population to provide all individuals with a minimum standard
of living

eIncludes the basic State Pension and the new State Pension.

eTier 2 is also provided by the state and aims to provide pension income that is more closely related
to employees' earnings level. Tier 2 is less distributive (from higher income to lower income) than
Tier 1. Tier 1 and Tier 2 operate on an unfunded "pay-as-you-go" contributory basis, through the
National Insrance (NI) system.

=l Private pensions : occcupational (voluntary)

eTier 3 include pensions arising from automatic enrolment, a policy requiring employers to enrol
eligible employees into a qualifying workplace pension scheme. The primary aim of private pension
is to redistribute income across an individual's lifetime, and not to redistribute income from higher
to lower income people.

=l private pensions : personal (voluntary)

eTier 3 includes voluntary pension arrangements that are not directly funded by the state. Private
pension contribution, from the employer and/or the individual, fund designated pensions for the
individual.

Source: The Pensions Primer: A Guide to the UK Pensions System. Updated as of June 2017, Pensions Policy Institute
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https://www.statistics.gov.rw/publication/rphc4-population-projections

THE UNITED KINGDOM: THE PENSION SYSTEM’S KEY CHARACTERISTICS

THE BASIC STATE PENSION

The basic State Pension changed on 6 April 2016. It is designed to be simpler than the older state
pension system. The new flat-rate State Pension is a regular payment from the government most
people can claim when they reach State Pension age. It's not means-tested, but the amount payable
depends on the number of qualifying years of National Insurance contributions or credits a person
has built up. The State Pension age is the earliest age a person can start receiving their State
Pension.

State Pension age for women has been rising since 2010: by November 2018, women’s State
Pension age will have increased to age 65, the same as men’s. From November 2018 onwards,
State Pension age for both men and women will continue rising and it will be age 66 by October
2020. State Pension age will then be increased again from April 2026 onwards and will be at age
67 by 2028. Under the Pensions Act 2007 the State Pension Age will increase from 67 to 68 between
2044 and 2046. The Pensions Act 2007 also introduced the ability to replace price inflation with
earnings inflation as the link for increases to the basic State Pension.

The Government also changed the way in which the increase in State Pension age is phased so
that rather than reaching State Pension age on a specific date, people born between 6 April 1960
and 5 March 1961 will reach their State Pension age at 66 years and the specified number of
months. The Pensions Act 2014 provides for a regular review of the State Pension age, at least
once every five years.

Peaople who reached State Pension age before 6 April 2016 and are already in receipt of the State
Pension are not affected by the changes. For these people, the full basic State Pension is £122.30
per week and they must have 30 qualifying years of National Insurance contributions to get the full
amount. They may also qualify for an Additional State Pension depending on their contributions.
This is sometimes known as State Second Pension although this has been replaced by the new
State Pension for those reaching state pensionable age after 5 April 2016. The ability of Defined
Benefit (DB) schemes to contract-out of the State Second Pension ended on 6 April 2016, following
the introduction of the single tier state pension. For employers with DB schemes which remain open
to future accrual, this will increase National Insurance (NI) costs for employers and members.

The age at which someone can claim the new State Pension is based on gender and date of birth.
Men born on or after 6 April 1951 and women born on or after 6 April 1953 are eligible to claim the
new State Pension. The age at which someone can claim the new State Pension may be different
to the age when they get their workplace or personal pension. The ‘Default retirement age’ (a forced
retirement age of 65) no longer exists which means people can continue working after they reach
State Pension age.

A person will build up their entittement to the State Pension by making National Insurance (NI)
contributions during their working life. National insurance is paid by some people over the age of 16
in order to qualify for certain benefits including the State Pension. There are different types of
National Insurance — known as ‘classes’ — and the type of NI paid depends on employment status,
the salary earned, and whether someone has gaps in their National Insurance record. For the tax
year 2017/2018 the full new state pension is £159.55 per week. However, some people might be
entitled to more than this if they have built up entitlement to ‘additional state pension’ under the old
pre-April 2016 system, or less than this if they were ‘contracted out’ of the additional state pension.
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To be eligible for the full new State Pension a person will need 35 years National Insurance (NI)
record and at least 10 ‘qualifying years’ on their national insurance record to qualify.

People who reach state pension age on or after 6 April 2016 do not have to claim their State Pension
when they reach State Pension age. If they wish they can defer their claim and receive extra pension
when they do eventually claim. If they have already claimed their pension they can cancel it so that
they can receive an increased pension later on, but they can only do this once.

People who reached state pension age before 6 April 2016 and who are now in receipt of the State
Pension can decide to stop getting it for a time in order to build up extra pension for the future. This
is known as deferring the State Pension which can only be done once. People wishing to defer their
State Pension have two options:

get the extra pension paid as an increase to their weekly rate of State Pension - for every 5 weeks
deferred, their pension will be increased by 1% which works out at 10.4% for every full year
get a taxable, lump sum payment by putting off getting the State Pension for at least a year

One of the first acts of the Coalition Government in 2011 was to introduce the triple lock to guarantee
a minimum increase in the State Pension each year. Under the triple lock, the basic State Pension
or the new State Pension is increased each April by the higher of the growth in average earnings,
the Consumer Price Index (CPI), or 2.5%. The triple lock only applies to the State Pension.

In addition to the new State Pension there are several means-tested benefits that pensioners may
be eligible for, depending on their circumstances. Pension Credit is a benefit paid to people who
have reached the qualifying age and have a low income. Pension Credit is not the same as the
State Pension, which is based on National Insurance contributions paid during a person’s working
life.

Pension Credit can be paid on top of retirement and other pensions. It has two parts — the Guarantee
Credit and the Savings Credit. — and can be paid singly or together if a person qualifies. To claim
Guarantee Credit a person needs to have reached the Pension Credit qualifying age. In 2017/18,
Guarantee Credit tops up a person’s weekly income to a guaranteed level of £159.35 if single or
£243.25 if married or in a civil partnership. Savings credit is an extra amount for those people who
have made some provisions for their retirement, such as contributing to a personal pension or
building up a modest amount of savings. The additional income provided by Savings Credit is up to
£13.20 a week for a single person, and £14.90 for married couples and civil partners. People must
be over 65 or over to be eligible for Savings Credit. People reaching State Pension age on or after
6 April 2016 may not be eligible for Savings Credit.

SCHEMES FOR PUBLIC SERVICE EMPLOYEES

In March 2011 the Independent Public Service Pensions Commission recommended that the
government should introduce primary legislation to provide greater transparency, simplicity and
certainty around Public Service Pensions. The Public Service Pensions Bill was introduced to
Parliament in September 2012. The House of Commons and House of Lords reached agreement
on the wording of the Bill on 24 April 2013, with Royal Assent granted the following day.

The Public Service Pensions Act (2013) introduced the framework for the creation of schemes for
persons in public service (as set out in s1(2) of The Act) and also the governance and administration
of such schemes. It also provides for extended regulatory oversight by The Pensions Regulator.
The Act is intended to provide a common framework for ‘responsible authorities’ to create these
schemes. In general, the responsible authority is the relevant Secretary of State or appropriate
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Scottish or Welsh Ministers. With some exemptions for schemes relating to certain Scottish or Welsh
public servants, the Act requires that HM Treasury consent to scheme regulations before they are
made.

The Public Service Pensions Act 2013 relates to schemes established under the Act, which includes
civil servants, the judiciary, local government workers, teachers, health services workers, fire and
rescue workers, members of police forces and members of the armed forces. It also relates to new
public body pension schemes and other statutory pension schemes which are connected to the
newly established schemes. It does not apply to schemes in the wider public sector, nor to any
scheme which is excluded from being a public service pension scheme within the meaning of the
Pensions Act 2004.

Each public service scheme has scheme regulations which set out details of the membership and
benefits to be provided under the scheme. They also identify scheme managers, and provide for
pension boards and scheme advisory boards to be established. The regulations form the scheme
rules. A number of different types of people are involved with governing and administering public
service schemes and scheme managers must comply with a number of legal requirements,
including provide benefits information to members, publishing information on pension boards,
keeping certain records, ensuring that pension boards members don’'t have conflicts of interest,
establishing and operating adequate internal controls, and reporting late payment of contributions

All people involved in governing and administering public service schemes should have the
appropriate skills and expertise. However, there’s a specific legal obligation on pension board
members to have knowledge and understanding of their scheme rules, their scheme’s documented
administration policies and pensions law.

WORKPLACE PENSION SCHEMES

Defined benefit schemes
The landscape of private pensions in the UK is varied and changing in terms of its overall size. Private
pensions are generally provided through the workplace though private pensions can be arranged by
anyone directly with the insurance provider. Schemes provided by employers (or a group of
employers) to provide retirement and other benefits to, or in respect of, their employees are known as
workplace pensions, or occupational schemes.

Workplace pension schemes in the UK are usually defined by the type of benefit they provide. There
are three main types:

o defined benefit schemes (sometimes known as 'final salary' schemes);
o defined contribution schemes (sometimes known as 'money purchase' schemes); and
e hybrid schemes (mixture of final salary and defined contribution benefits).

Benefits payable under a traditional defined benefit scheme are calculated by reference to a fixed
formula, which is usually based on the value of a member’s salary and the length of their pensionable
service. Members generally pay a fixed rate of contributions with the employer funding the balance of
costs (and therefore bearing all the risks). Under the Pensions Scheme Act 2015 a pension scheme
is a ‘defined benefits’ scheme if:

(@) the scheme provides for all members to be paid retirement income beginning at normal
pension age and continuing for life,

(b) there is a full pensions promise in relation to the retirement income and any other retirement
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benefits that may be provided to members,

(c) the normal pension age in relation to the retirement income and any other retirement benefits
that may be provided to members is fixed, and

(d) such other requirements as may be specified in regulations are met.

A career average revalued earnings (CARE) scheme is a type of defined benefit scheme that
calculates retirement benefits using earnings throughout an employees’ career. The accrued
retirement benefits for each year are revalued from the year of accrual to retirement age using an
appropriate index. A cash balance scheme is a type of defined benefit pension under which members
build up lump sum benefits on either a final salary or career average basis.

The Pension Protection Fund (PPF) was set up by the Government in 2005 to pay compensation to
members of eligible defined benefit schemes where there is a qualifying insolvency event in relation
to the sponsoring employer and where there are insufficient assets to the levels of compensation
payable by the PPF.

Defined contribution schemes
Defined contribution pension schemes invest the contributions made by the individual and their
employer in a range of different investments. The individual may have a choice about how the
contributions are invested. The benefits payable at retirement depend on:
e contributions paid into the scheme
e the length of time the contributions were invested
¢ how the investments performed over the period before retirement

Under the Pension Schemes Act 2015, a defined contribution scheme is one where ‘there is no
pensions promise in relation to any of the retirement benefits that may be provided to the members.

Hybrid schemes
There are many varieties of hybrid schemes, but they can broadly be classed as either mixed
benefit or dual-section:

e a mixed benefit scheme offers one set of benefits which has elements of both defined
benefit (DB) and DC schemes, such as a DC scheme with an underpin on a DB basis

¢ adual-section scheme has two sections, one offering DC benefits and the other offering DB
benefits

Group personal pensions

Group personal pensions (GPPs) are pensions arranged by an employer for the benefit of its
employees. Even though GPPs are arranged by the employer, the contract is held between the
employee and the pension provider. Group personal pensions may have lower charges than
individual personal pensions, because the provider may offer the employer a discount for the volume
of policies. The employer may also choose to contribute to its employees pensions, but there is no
obligation that they do so, unless the GPP is being used for automatic enrolment purposes.

From October 2001 until October 2012, every employer with five or more staff was required by law
to provide a stakeholder pension scheme. Stakeholder pensions are very similar to personal
pensions but they must meet specific criteria set by the government as to transfers and fees. This
requirement to provide a stakeholder pension scheme was removed by the introduction of automatic
enrolment on 1 October 2012 which requires employers to enrol staff into a pension scheme that
meets specific automatic enrolment rules.
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PERSONAL PENSION SCHEMES

Personal pensions are a type of Defined Contribution pension scheme. They are provided by
insurance companies (or other financial institutions) to help individuals save for their retirement. They
are set up as contracts between the provider and the individual and there are no limits on the number
of pension schemes an individual can have (although there are limits on the total amounts across all
schemes that can be contributed).

A self-invested personal pension (SIPP) is a type of personal pension arrangement which allows the
member to choose how their scheme is invested. They offer much wider investment powers than are
generally available for other personal pensions, including group personal pensions and are therefore
classed as ‘investment regulated pension schemes’. A scheme is an investment regulated pension
scheme if at least one of the members (or someone connected to them) is able to influence how their
own pension pot is invested. An occupational pension scheme with less than 50 members is also an
investment regulated pension scheme if at least one of the members (or someone connected to them)
is able to influence what the pension scheme invests in.

DEFINED CONTRIBUTION MASTER TRUSTS

The Pension Schemes Act 2017 introduces a definition of 'master trust'. A master trust is defined
as an occupational pension scheme that:

e provides money purchase benefits
is used, or intended to be used, by two or more employers

e is not used, or intended to be used, only by employers which are connected with each
other

e isnotapublic service pension scheme

A master trust may also be a group of schemes, none of which are already master trusts, which
provide money purchase benefits, and where each scheme in the group is under '‘common control'
with other schemes in the group. To operate as a master trust, the scheme must be authorised by
TPR. To secure and maintain authorisation as a master trust, duties as set out in The Pension
Schemes Act 2017 must be complied with.

COLLECTIVE DEFINED CONTRIBUTION

Since August 2022, employers are able to make an application with TPR for the
authorisation of a Collective Defined Contribution (CDC) scheme. These schemes will allow
employers and trustees to offer a target level of benefits to members, although the actual
level of benefits is not guaranteed.

The authorisation process for CDCs will be similar to that for Master Trusts - applicants will
need to provide sufficient evidence to satisfy the decision-maker (TPR’s Regulatory
Decisions Committee) that they meet the requirements in the Regulations.

It is anticipated that there will be very few applications in the early years of the CDC regime.
It is expected that the CDC offering will draw significantly more interest from commercial
pension, benefits and investment providers.
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DB SUPERFUNDS

A DB superfund is a pensions model that allows for the severance of an employer’s liability
towards a DB scheme and one of the following conditions applies:

the scheme employer is replaced by a special purpose vehicle (SPV) employer. This is, to all intents
and purposes, a shell employer and is usually put in place to preserve the scheme’s PPF eligibility
the liability of the employer to fund the scheme’s liabilities is replaced by an employer backed with a
capital injection to a capital buffer (generally created by investor capital and contributions from the
original employers)

The replacement employer backed by a capital buffer will usually support a consolidator
scheme. Some of the important features of a consolidator scheme are as follows:

a bulk transfer of a ceding scheme’s liabilities to a consolidator scheme, which is prepared to accept
the liabilities of a number of schemes from unconnected ceding employers

it will have its own governance and administration (these functions may be in-house, or outsourced)
there will usually be one trustee board

The market in the UK for DB superfunds, generic consolidation vehicles and other business
models facilitating risk-transfer is developing rapidly. At this stage, there is no specific
statutory framework for such schemes over and above what applies to occupational pension
schemes. In the interim period before specific legislation is in place, TPR developed
guidance which sets out the standards expected to be met in the period before longer-term
legislation is in place. For further information, please see Guidance for DB superfunds | The
Pensions Requlator .

THE PENSIONS LANDSCAPE

We are in a period of rapid change in the UK pension market, in terms of the overall market size, types
of scheme and the coverage of provision. The membership profile of schemes has undergone huge
expansion since the start of AE in 2012. Active occupational scheme membership is now at its highest
ever level. The vast majority of the 7.3m new members have joined DC workplace pension schemes.
DC memberships have consequently overtaken that of DB. Within the private sector there are now
more memberships in DC schemes than in DB schemes. However, coverage is only around 40% of
the working population as worker groups such as the self-employed and multiple job-holders are
generally not, as yet, participants in AE.

Although the majority of new members have joined multi-employer DC schemes — master trusts and
group personal pensions — there remains a long ‘tail’ of around 32,000 micro occupational DC
schemes (with 2-11 members each), covering about 91,000 members in total. Few workers have been
newly enrolled into DB schemes in the private sector, which is now largely a closed book of business
in run off (only 15% of DB schemes are now open), but the same pattern of a tail of small schemes
has emerged — a third of all DB schemes have fewer than 100 memberships, and 80% have fewer
than 1,000 members — although in total these schemes hold £130bn in assets.

The table below represents the private pension landscape in the UK, showing at a high level the
different forms of employer-sponsored provision available within the private sector, and giving an
overview of the size of each type of provision.
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https://www.thepensionsregulator.gov.uk/en/document-library/scheme-management-detailed-guidance/db-superfunds
https://www.thepensionsregulator.gov.uk/en/document-library/scheme-management-detailed-guidance/db-superfunds
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DB Hybrid: mlxed Hybrld:_ dual- DC (trust) DC (workplace
benefit section contract)

ISchemes | 4,800 ][220 1650 27,0650 |[1,870 |
lOpen schemes || 640 |20 280 |23,110  [1,490 |
Total . 6,478,000(/1,040,000 4,422,000 21,859,000 N/A
memberships
Total active 505,000 |[243,000 931,000 9,473,000 5,363,000
members

Sources: The Pensions Regulator's data based on scheme returns 31 December 2021, Annual survey of hours and
earnings (ASHE) 2020 (published March 2021).

Changes in the law which took effect from 6 April 2015 gave many members of occupational pension
schemes increased flexibility over how to take their DC benefits. On reaching the minimum pension
age (normally 55) members of DC schemes have the option to:

e |eave their pension ‘pot’ untouched

enter drawdown, thereby taking some of their pension money whilst leaving the remainder
invested

withdraw cash in one or a number of lump sums

purchase an annuity to provide an income for the rest of their life
mix their options

or take their entire pension pot in one go

When taking income from a pension, the first 25% is usually tax-free with the remainder subject to
income tax. The tax-free amount should not use up an individual's personal tax allowance, which for
2022/23 is £12,570. The amount of income tax payable depends on an individual’s total income for
the year and their tax rate.

Automatic enrolment

To support the millions of people in the UK not saving enough for retirement, legislation was
introduced in the Pensions Acts 2007, 2008, and updated as part of the Pensions Acts 2011 and 2014,
and the packages of associated regulations, with the aim of increasing private pension saving in the
UK. They form part of a wider set of pension reforms designed to ensure that the UK has a pension
system that enables individuals to save towards achieving the lifestyle they aspire to in retirement,
while minimising the burden on employers and the industry.

The reforms require employers to automatically enrol eligible workers into a qualifying workplace
pension scheme and make a minimum contribution. The automatic enrolment duties are being staged
in between October 2012 and February 2018 by employer size, starting with the largest employers.
Workers will be eligible provided they: are aged at least 22 and under State Pension age; earn over
£10,000 per year in 2016/17 terms (these thresholds are reviewed annually); normally work in the UK
and do not currently participate in a qualifying workplace pension scheme. Current legislation specifies
total minimum contributions are 2 per cent of a band of workers’ earnings, of which at least 1 per cent
must come from the employer. This will rise to 5 per cent from April 2018, of which at least 2 per cent
must come from the employer. It will then rise to 8 per cent from April 2019, of which at least 3 per
cent must come from the employer.
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In 2016 the government announced a review of automatic enrolment to consider the success of the
policy to date, and explore ways in which it can be further developed. Through automatic enrolment
almost 7 million people have been enrolled into a pension scheme by nearly 500,000 employers. This
is expected to lead to around 10 million people newly saving or saving more by 2018, generating
around £17 billion a year more in workplace pension saving by 2019/20. The government is keen that
as many people as possible can benefit from their own long-term saving, topped up with employer
and government contributions, to give them greater financial security in retirement. The review will
gather evidence on groups such as people with multiple jobs who do not qualify for automatic
enrolment in any single job. It will also consider how the growing numbers of self-employed people
can be helped to save for their retirement.
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REFERENCE INFORMATION
Key Legislation

e The Pensions Act 2004 sets out The Pensions Regulator’s (TPR) statutory objectives in
exercising its functions.

e The Finance Act, which laid down relevant rules concerning the role of HMRC (the UK’s tax
revenue collector) in enforcing tax-related aspects.

e The Pensions Act 2007 made a number of major changes to the State Pension system mainly
affecting those reaching State Pension age on or after 6 April 2010. Many of the measures in
the Act have largely been superseded by subsequent legislation, such as the Pensions Act
2011 on the timetable for increasing State Pension age and the Pensions Act 2014 on state
pension generally.

e The Pensions Act 2008 imposed the requirement for every employer in the UK to put certain
staff into a pension scheme and contribute towards it.

e The Pensions Act 2011 amended the timetable for the increase of the state pension age to 66
and included some minor amendments to existing automatic enrolment legislation.

e Public Service Pensions Act 2013 introduced the framework for the governance and
administration of public service pension schemes and provides for an extended regulatory
oversight by The Pensions Regulator.

e The Pensions Act 2014 contains provisions to roll-out the single tier State Pension and bring
forward the increase of the State Pension Age to 67.

e The Pensions Schemes Act 2015 introduced new flexibilities for people saving into defined
contribution pension schemes.

e The Pension Schemes Act 2017 places duties on those involved with operating defined
contribution master trust pension schemes. The Pension Schemes Act 2017 also introduced
measures and powers for authorising and supervising defined contribution master trusts as
well as setting out reporting duties to TPR.

e The Pension Schemes Act 2021 brings in a number of changes including:

o A stronger set of standards for the funding of DB Schemes.

o hew notifiable events to provide early warnings to TPR about corporate activity that
could adversely impact DB savers.

o significantly strengthened TPR powers including, including new criminal offences
specifically related to DB pension schemes, new penalties, and stronger information-
gathering powers.

o new climate-related reporting duties for trustees.

o the statutory framework for a new type of pension scheme known as a Collective
Defined Contribution (CDC) scheme which will be authorised and supervised by TPR.
These schemes will allow employers and trustees to offer a target level of benefits to
members, although the actual level of benefits is not guaranteed.
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Key regulatory and supervisory authority of pension scheme:

Department for Work and Pensions (DWP)

The Department for Work and Pensions (DWP) is responsible for welfare, pensions and child
maintenance policy. As the UK’s biggest public service department it administers the State Pension
and a range of working age, disability and ill health benefits to over 22 million claimants
and customers. https://www.gov.uk/government/organisations/department-for-work-pensions/about

The Pensions Regulator

The Pensions Regulator (TPR) regulates UK work-based pension schemes.
www.thepensionsregulator.gov.uk.

The Pension Protection Fund

The Pension Protection Fund (PPF) protects people with an eligible defined benefit pension should
an employer becomes insolvent.

www.ppf.co.uk
The Financial Conduct Authority
The Financial Conduct Authority is the conduct regulator for 56,000 financial services firms and

financial markets in the UK and the prudential regulator for over 18,000 of those
firms. hitps://www.fca.org.uk/

The Prudential Regulatory Authority

The Prudential Regulation Authority (PRA) was created as a part of the Bank of England by the
Financial Services Act (2012) and is responsible for the prudential regulation and supervision of
around 1,500 banks, building societies, credit unions, insurers and major investment firms. The PRA’s
objectives are set out in the Financial Services and Markets Act 2000 (FSMA).
http://www.bankofengland.co.uk/pra/pages/default.aspx#

Her Majesty’s Revenue and Customs (HMRC)

HMRC is the UK’s tax, payments and customs authority.
https://www.gov.uk/government/organisations/hm-revenue-customs/about

Key statistical reference and sources on pension schemes:

OECD, Global Pension Statistics project, www.oecd.org/daf/pensions/gps.

Source map: Central Intelligence Agency, The World Factbook, the United States
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