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Introduction

The UK pension system is currently
undergoing reform in response to
the challenges posed by an ageing
population and widespread under-
saving. The Government has intro-
duced reforms to require employ-
ers to automatically enrol employ-
ees into pension schemes from
2012. The Government expects
these reforms to result in 6 to 9 mil-
lion more people saving into a
work based pension scheme.!

Currently in the UK, people cannot
withdraw any money, or access any
portion of their pension fund be-
fore the age of 50 (rising to 55 from
2010). Some stakeholders have sug-
gested that allowing early access
(withdrawing money from a pen-
sion fund before a defined age) to
pension savings, for example, for
first-home purchase or in situations
of financial hardship, could further
increase the number of people sav-
ing into a pension fund and the to-
tal amount saved.

Some potential savers in the UK
have cited a lack of early access to
pension saving as a barrier to sav-
ing. In a survey in 2007,24% of re-
spondents cited the lack of early
access options as their reason for
not taking out a pension and 7%
said they would save more in their
current pension if they were al-
lowed to withdraw money early.?

This note summarises the findings
of a report published by the PPL
The original report was commis-
sioned by B&CE Benefit Schemes
and Legal & General as an initial,
independent assessment of a poten-
tial policy of early access to pension
saving in the UK.

Chart 1: Summary of earl
access policy models Y PPI
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Loans and Withdrawals

Based on the 401(k) model of early access to pension savings that
is used in the US. People are permitted to take loans from their
own pension funds, which they must then pay back with interest.
In cases of hardship they can also take permanent withdrawals
from their pension fund

Permanent Withdrawals

Based on the KiwiSaver model of early access to pension savings
that is used in New Zealand. People can withdraw funds
permanently under certain circumstances with no obligation to
repay.

Feeder Funds

A combination of a pension fund and an individual savings
account. Any contributions a saver makes to their feeder fund go
first into the liquid/savings element of the account and when that
reaches a fixed limit any subsequent contributions divert into the

pension fund.

The Early Access to
Lump Sums Model

of 50.

Permits early access to 25% of people’s pension pot at any age if
the pot size is above a pre-set floor amount and below a pre-set
ceiling amount. This model is based on the existing provision for
people to access 25% of their pension savings tax free from the age

Advantages and disadvantages of
early access

The arguments for and against al-
lowing early access to pension sav-
ings centre around a trade-off be-
tween making pension saving more
attractive to encourage greater sav-
ing levels, but discouraging exces-
sive access which could leave less
money available to provide retire-
ment income.

Some studies have indicated that
allowing early access to pension
saving might encourage savers to
contribute higher percentages of
their income even if they do not
necessarily intend to withdraw
money.* This is evident in the US
401(k) system where people who
save in 401(k) plans which permit
early access voluntarily contribute
from 0.6% to 3%5 more salary to
their pension fund than those in
plans without early access.

Early access could also help with
home buying, encourage people
who don’t already save to start sav-
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ing, assist with job training and
education, it could appeal to be-
havioural economics or provide
cash-flow advantages to savers.

However, early access also has the
potential to reduce individual’s
income in retirement:

o If early access is not regulated
carefully;

o If the funds are accessed later on
in life, since this would leave less
time to repay the loan;

e If the funds are taken as a loan,
and individuals do not continue
to contribute to their pension
fund whilst repaying their loan;

e If individuals don’t contribute
greater percentages of their in-
come to their pension fund as a
result of being allowed early ac-
cess to their pension fund.

Furthermore, permitting early ac-
cess to pension funds could also
increase the scope for tax avoid-
ance and generate greater com-
plexity in pension fund admini-
stration which could lead to higher
management charges.
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models of early access to pension sizes
savings (Chart 1): Ranges of increase and decrease in individual Pot
e The ‘loans and withdrawals’ sizes from what they would have been withou

model is based on the 401 (k) early access (at retirement age)

model of early access to pension s 2/ > o .

savings that is used in the US. In P trepaid "

the “loans and withdrawals’
model people are permitted to
take loans from their own pen-
sion funds, which they must pay
back with interest. In cases of
hardship they can also take per-
manent withdrawals from their
pension funds.

The ‘permanent withdrawals’
model is based on the KiwiSaver
model of early access to pension
savings that is used in New Zea-
land. In this model people can
withdraw funds permanently
under certain circumstances
with no obligation to repay.

The “feeder funds’ model is a
combination of a pension fund
and an individual savings ac-
count. Any contributions a saver
makes to their feeder fund go
first into the savings element of
the account and when that
reaches a fixed limit any subse-
quent contributions divert into
the pension fund. Therefore peo-
ple saving into a pension fund
also have access to a certain
amount of liquid savings.

The “early access to lump sums’
model permits early access to
25% of people’s pension pot at
any age if the pot size is above a
pre-set floor amount and below
a pre-set ceiling amount. This
model is based on the existing
provision for people to access
25% of their pension savings tax
free from the age of 50.
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Analysis of Policy Options

To assess the possible impact of
early access options, four hypo-
thetical individuals were consid-
ered for each of the policy models.
The potential effects on the aggre-
gate size of pension funds were
also looked at for two of the pol-
icy models.¢

All the models of early access
have the potential to increase or
decrease individual pension pot
sizes (Chart 2).
The “loans” model has the most
potential for increase in indi-
vidual pension pot sizes in the
most optimistic scenarios; how-
ever, if individuals don’t repay
their loans then it has the po-
tential to decrease the size of
individual pension pots at re-
tirement age by around 30% in
the most pessimistic scenarios.
The ‘permanent withdrawals’
model has the most potential
for decreasing individual pen-
sion pot sizes, and the least po-
tential for increase. However,
the extent of decrease can be
reduced by limiting the

amount available for withdrawal.
Two scenarios have been consid-
ered; one where individuals are
allowed to withdraw up to 50%
and the other up to 88%.

¢ The ‘feeder funds’ and ‘early ac-
cess to lump sums’ models have
the least variation in outcomes,
with potential reductions in indi-
vidual pot sizes at retirement age
limited to around 15% and poten-
tial increases of up to 9%, in the
most optimistic scenarios regard-
ing higher contribution rates.

Early access effects on the aggregate
size of pension funds
Implementing a ‘loans and with-
drawals” model of early access could
potentially increase the aggregate
size of pension funds up to 30% by
2050, around £400 billion (in 2008
earning terms) in the most optimistic
scenario regarding additional par-
ticipation and contribution rates.
However, if people stop contributing
while repaying their loans, then a
‘loans and withdrawals” model of
early access could decrease the ag-
gregate size of pension funds by up
to 7%, a fall of around £70 billion.
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drawals’ policy model could po- Chart 3: Early access could reduce or
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size of pension funds by around funds _ .
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(in 2008 earnings terms) in the E%E%)would have been without early access (in
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contribution rates. However, im- 7% ._ 30% %(i)taﬁlgr:&i 15’
plementing a “permanent with- model
drawals” policy model also has
the potential to reduce the aggre-
gate size of pension funds by 1% -- " ;{,)ietrhn&i;‘&r;ﬁ &
11%, around £100 billion, in the model
most pessimistic scenario.
It haS not been possible to analyse -20% -10% 0% 10% 20% 30% 40%

the potential effects of the ‘feeder
fund’ and “early access to lump
sums’ models on the aggregate
size of pension funds due to data
limitations. More research on the
possible effects of implementing
these models in the UK would
need to be done in order to deter-
mine whether these models have
the potential to reduce or increase
the aggregate size of pension
funds to greater or lesser degrees
than seen in the ‘loans and with-
drawals” and “permanent with-
drawals” models.

Policy objectives

The most suitable model to be
used depends on the policy objec-
tives of the Government. This
could be to increase pension pot
sizes for individuals, to increase
contribution rates or to increase
the aggregate size of pension
funds. If the Government’s over-
riding policy objective is to in-
crease the amount that individu-
als save for retirement, then the
‘loans” model might be the most
appropriate choice as it seems to
offer the greatest scope for a posi-
tive impact on individual’s retire-
ment income.

If the policy objective is to imple-
ment an early access policy model
which has little potential for a
negative impact on individual’s
pension pots then either the ‘loans’,
‘feeder funds’ or “early access to
lump sums’ models might be the
most appropriate choice as all three
models have less potential for re-
ductions than the “permanent with-
drawal’ model. However, if people
do not repay their loans then the
‘loans” model could put individ-
ual’s pension funds at risk of re-
ductions similar to the levels seen
in the “permanent withdrawals’
model.

The “loans and withdrawals” model
also has the most potential for in-
creasing the aggregate size of pen-
sion funds (when accompanied by
higher contribution levels), and the
least potential for decreasing the
aggregate size of pension funds.

The ‘permanent withdrawals’
model only has the potential to in-
crease the aggregate size of pen-
sion funds when accompanied by
higher contribution levels.

However, both run the risk of re-
ducing the aggregate size of pen-
sion funds if people do not con-
tribute more to their funds as a
consequence of being allowed
early access to their pension sav-
ing, or if they cease to contribute
to their funds whilst repaying
their loans, or do not repay their
loans at all.

It is important to remember that
the illustrations of the ‘loans and
withdrawals” and ‘permanent
withdrawals” policy models use
data from the US on participation
and contribution rates. Imple-
menting a similar model of early
access in the UK may produce
very different outcomes. If, for
instance, people in the UK repaid
their loans at a higher or lower
rate than seen in the US, or did not
contribute a higher percentage of
their salary to their pension fund,
then the aggregate size of pension
funds could be higher or lower
than seen in some of these illustra-
tions.
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Policy implications of early access
What the illustrations indicate is
that permitting early access to pen-
sion saving could reduce or increase
the aggregate size of pension funds.
Because of the potential for early
access to decrease savings, it would
be important for the Government to
think very carefully about how any
early access policies were designed.

In order to attempt to minimise the
reduction that an early access model
could have on the aggregate size of
pension funds, there are a few op-
tions which could be considered.
Firstly, a possible minimum, manda-
tory contribution level, for people
whose plans offer early access op-
tions, of 1% above the standard rate
(i.e. 5% minimum employee contri-
bution rather than 4%) could miti-
gate the potential reduction in the
aggregate size of pension funds
which early access could cause. Al-
ternatively, there could be a require-
ment that people contribute at 1%
over the standard rate for a period of
time (e.g., 5 years) before being al-
lowed early access to their fund.

Conditions could be placed on the
circumstances in which a loan or
withdrawal would be allowed, for
instance, loans or withdrawals might
only be permitted in the case of fi-
nancial hardship, unemployment or
disability. This could limit the ac-
cess most people have to their pen-
sion funds and minimise the nega-
tive impact on retirement income.
Conditions could also be placed on
the time an individual would have
to save for in order to be allowed
early access, thereby ensuring that a
certain level of savings is built up

For more information on this topic,
please contact
Chris Curry

before any loan or withdrawal is
taken.”

To ensure that as many loans
were repaid as possible (if a
‘loans and withdrawals” policy
model is used) a system for en-
suring repayment of loans could
be implemented that did not
negatively impact on people with
low incomes or people experienc-
ing financial hardship. One pos-
sibility could be mandatory de-
duction of loan repayments from
salaries once a person reaches a
certain income.

It may also be worth considering

some policy options for dealing

with the tax issues that are

thrown up by early access:

¢ Applying a penalty tax, as is
done in the US, could prevent
people from using early access
to avoid paying taxes, but may
impact heavily on people with
lower incomes.

¢ Another option would be to
limit withdrawals strictly to
situations of financial hardship
where tax evasion is least likely
to be an issue, and to write off a
small level of tax revenue.

Conclusion

Allowing early access to pension
saving could increase or decrease
the aggregate size of pension
funds under management in the
UK. The overall effect will de-
pend on the extent to which al-
lowing early access encourages
individuals to save more and the
extent to which individuals actu-
ally exercise their right to with-
draw funds early. A ‘loans and
withdrawals” model seems to of-
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fer greater scope for a positive over-
all impact on levels of pension sav-
ing than a model which permits per-
manent withdrawals only.

If it is decided that early access if
desirable, the most appropriate pol-
icy option to adopt will depend on
what is the Government’s policy
objective. If the policy objective is
to increase the amount that indi-
viduals save for retirement, then
allowing loans might be the most
appropriate choice as it seems to
offer the greatest scope for a posi-
tive impact on individual’s retire-
ment income.

If the policy objective is to minimise
the potential reduction in the value
of individual pension funds, then
allowing loans, feeder funds or
early access to lump sums seems to
have less potential for reduction in
individual pension fund size than
allowing permanent withdrawals.

Overall, whilst allowing loans has
slightly more potential for increas-
ing individual pension pot sizes
than allowing feeder funds or early
access to lump sums, if people do
not repay their loans then allowing
loans could put individual’s pen-
sion funds at risk.
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