PENSIONS FPOLICY INSITIUILE

PRESS RELEASE
EMBARGOED UNTIL 00.01 Thursday 9th February 2012

“Increasing pension contributions and delaying
retirement can significantly increase private pension
income” says Pensions Policy Institute

A new report published today by the Pensions Policy Institute (PPI) and
sponsored by the National Association of Pension Funds (NAPEF),
highlights the impact that a range of different choices made by individuals
and employers can have on future levels of private pension income.

Commenting on the research findings, Niki Cleal, PPI Director, said

“Of the choices and factors considered in this research, increasing the level
of pension contributions being paid into the private pension increased
future private pension income the most significantly. For example, a
median earning man who started saving from age 30 whose pension
contributions increased from a combined 8% of band earnings to a
combined 12% of band earnings could expect his private pension income to
increase by 50% under reasonable assumptions.”

She continued:

“Decisions about when to retire are also significant in determining the final
level of private pension income. A median earning woman who decided to
delay her retirement by two years after State Pension Age could increase
her private pension income by around 20%.”

“While decisions to pay more into a pension or to delay retirement clearly
involve sacrifices on the part of the individual, there are other options that
individuals can consider to boost their private pension income which may
not require the same level of self-sacrifice. For example, a median earning
man who shops around for his annuity and receives the best available
annuity rate rather than an average annuity rate could boost his private
pension income by 5%.”

ENDS
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The Executive Summary of the report follows on the next page.

For further information please contact -
Niki Cleal, PPI Director on 020 7848 3744 or 07834 275083.
email: niki@pensionspolicyinstitute.org.uk

Martin Campbell, Beacon Strategic Communications: 07802 634695
email: martin@beaconstrategic.com

Paul Platt, NAPF Head of Media and PR on 020 7601 1717 or 07917 506 683
email: paul.platt@napf.co.uk

The full report can be downloaded from
www.pensionspolicyinstitute.org.uk

1.

Notes for editors

The Pensions Policy Institute (PPI) is an independent research
organisation, with a charitable objective to inform the policy debate on
pensions and retirement provision. Its aim is to improve information
and understanding about pensions and retirement income through
research and analysis, discussion and publication. It does not lobby for
any particular policy, but works to make the pension policy debate
better informed.

The National Association of Pension Funds (NAPF) is the UK’s leading
body providing representation and other services for those involved in
designing, operating, advising and investing in all aspects of pensions
and other retirement provision. We speak for 1,200 pension schemes
with some 15 million members and assets of around £800 billion.
NAPF members also include over 400 businesses providing essential
services to the pensions sector.

NAPF O

Securing the future of pensions
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3. The report examines the impact that a range of choices made by
individuals can have on the final private pension income that an
individual can expect to receive under reasonable assumptions. The
individual choices considered include: making additional pension
contributions, opting-out of pension saving, retiring early or late and
shopping around for the best annuity deal and taking a tax free lump
sum. The research also considers the impact that choices made by
employers can have on the final level of private pension income. Such
factors considered include what level of employer contribution to offer
in a pension and the level of fees that the pension provider charges.

4. The case studies considered include a median earning man and a
median earning woman. The implications for private pension income
would be different for higher and lower earners.

5. The analysis assumes a single tier flat-rate state pension system, as
broadly described in the DWP Green Paper on state pension reform.
This assumes that, from SPA, a flat-rate pension is payable of £140 a
week (in 2010 earnings terms) increased in line with the higher of
earnings, prices or 2.5%, with no Savings Credit and no contracting-
out. However, it should be stressed that the Government has not yet
announced firm plans to introduce a single tier state pension.

6. From 2012, in a staged process, employers must start to automatically
enrol their eligible employees into a pension scheme which can either
be a qualifying existing pension scheme or the new National
Employment Savings Trust (NEST). The first wave of large employers
must start to auto-enrol their employees from October 2012. Under the
Government’s new timetable, all existing employers will be required to
auto enrol their employees by April 2017. Employees have the option
of opting-out of saving in a pension. The modelling assumes that the
individuals in our case studies are auto-enrolled into a pension scheme
from 2012.

7. The scheme into which into the employees are enrolled is subject to a
minimum level of employer contributions which will be phased in up
to an eventual level of 3% of band earnings: by October 2018. The
modelling in this paper assumes that contributions are at the eventual
minimum level of 8% of band earnings, and that the employer makes
the eventual minimum employer contribution of 3% of band earnings,
the employee contributes at 4% with further contributions of 1% of
band earnings from the Government in the form of tax relief.

1 Band earnings denotes the minimum level of earnings that must be eligible for contributions in order to
satisfy the auto enrolment legislation. The Pensions Act 2011 set the earnings threshold above which every
worker should be auto-enrolled at £7,475 in 2011/12. Contributions become payable on band earnings over
£5,715 in 2010/11 and up to a limit of £38,185.
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Executive Summary

When saving for retirement in a Defined Contribution (DC) pension scheme
there are a number of choices that an employee and their employer will make.
These choices can have an impact on the final income received in retirement
by the employee. Employee choices include: increasing employee
contributions; whether to opt out of pension provision; when to retire; how
much of the pension fund to convert into an income and which retirement
income product to use to convert a pension fund into an income in retirement.
Other factors include employer choices regarding the level of employer
contributions and the level of charges of the pension scheme.

The individual impact of positive and negative choices and factors

The research shows the impact of certain specific choices and factors for a
median earning man and woman, and their potential to either reduce or
enhance private pension incomes.

The modelling shows that making sacrifices earlier on in life such as
increasing contributions into a pension, or later on in life by working and
saving for longer, or annuitising some or all of the 25% tax free lump sum, can
significantly enhance your pension (Chart 1). For example:
Saving a total of 12% of band earnings? (rather than the 8% of band
earnings minimum under auto-enrolment, and above the current average
for a DC occupational scheme of 6% employer contributions and 3%
employee contributions®) into your private pension can increase private
pension income by 50%;
Retiring 2 years after state pension age and continuing to save in that time
has a positive two-fold effect through saving more and deferring annuity
purchase and can enhance private pension income by 20%;
Opting out between the ages of 30 and 40 and starting to save ten years
later can reduce private pension income by 32%;
Retiring 2 years before state pension age and starting to draw down your
pension can reduce private pension income by 18%.

The research also demonstrates the adverse impact of an individual being a
member of a pension scheme with higher charges, or from an individual not
‘shopping around” for the best annuity rate available on the market. These are
choices and factors that, if changed, could increase individual’'s private
pension income. However, they rely on the employer securing access to a
lower charging scheme, which may not be possible especially for smaller
schemes, or on an individual shopping around at retirement to find an
annuity on the market offering a better rate.

? Band earnings is the earnings range over which employee and employer pension contributions are made.
Under auto-enrolment, band earnings will be earnings between £5,715 and £38,185 in 2010/11 earnings
terms for those earning over the auto-enrolment threshold which is equal to the standard personal tax
allowance (£7,475 in 2011/12).

3 ONS (2011) The occupational pension schemes survey 2010
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Chart 1:
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On charges, even the difference between a low charget and a charge set at the
level of the stakeholder cap’ is significant. Compared to the National
Employment Savings Trust (NEST) combined charges, a lower annual
management charge (AMC) at a flat rate of 0.3% increases a male median
earner’s private pension income by 2%, whilst charges in line with stakeholder
caps reduce private pension income by 13%.

Securing the best single life, level annuity rate on the Money Advice Service
tabless compared to a mid-range annuity rate can increase private pension
income by 5%, whilst locking into the lowest annuity rate on the Money
Advice Service tables can reduce private pension income by 7%. The example
used in the modelling is for a median level annuity. In practice the variation
observed for specific individuals, particularly those eligible for an enhanced
annuity, can be much greater.

Opting out of pension saving from age 30 until age 40 has a smaller impact on
private pension income for the median earning woman than it does for the
median earning man. This is because the median earning woman is already
assumed to care for children from age 30 to 35, so opts out from fewer years of
pension saving than the median earning man.

The cumulative impact of positive choices and factors

The research also demonstrates the cumulative impact that such choices and
factors can have on an individual’s private pension income in retirement. For
example, a median earning man who remains opted-in to pension saving from
age 30; contributes an extra 1% of band earnings and receives an extra 1%
contribution from their employer; is in a scheme with low charges; works an
extra year after their state pension age; and who annuitises their lump sum
and shops around for an annuity could have a private pension income that is
three times higher (£7,710 a year compared to £2,200 a year) than a median
earner who makes different choices and is subject to different factors (Chart 3).

® In line with a long-term NEST rate of 0.3% AMC

7 An AMC of 1.5% for the first ten years falling to 1.0%.

8 A 1.8% contribution charge and a 0.3% AMC

9 Money Advice Service annuity comparison tables are available at
tables.moneyadviceservice.org.uk/Comparison-tables-home/ Annuities/ Compare-Annuities/
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Chart 3v
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The case for an individual to not take their tax-free lump sum at retirement
and annuitise it instead is not clear cut - given the beneficial tax treatment of
the lump sum and the resulting impact on overall income and capital at, and
during, retirement. However, even if the impact of not taking the lump sum is
stripped out of the modelling, annual private pension income is still two and a
half times higher under the high income scenario at £5,780 a year instead of
£2,200 a year (Chart 4).

10 PPI modelling
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Cumulative impact of factors
and choices on income in

retirement
Annual private [{)gnsion income for the median earning man
on reaching SPA in 2055, £ dper year in 2011 earnings terms if

lump sum is not annuitise
£7,000

PENSIONS POLICY INSTITUTE

£6,000 £630 £5,780

£550
£5,000 - £630

£4,000 £390 £39
£990 -
£3,000 - B

£2,200
£2,000 -

£1,000 -

£0 -

Optoutuntil  Optin from 30 1% higher 1% higher  Lower charging Work one year Purchase best Resulting
age 40 employee employer scheme after SPA annuity pension
contributions  contributions

Overcoming the impact of opting out, higher charges, and lower annuity
rates

Finally, the research shows the potential implication to the individual of some
of the negative choices and factors by considering what increase in
contributions would be needed, or how much longer the individual would
need to work and save, to reinstate levels of private pension income.

The modelling finds that:

- Opting out until age 40, instead of starting to contribute into a pension
from age 30, could reduce the available pension pot at retirement from
£59,500 to £40,600. So starting to save at age 30 could have produced a
private pension income in retirement nearly 50% higher. To make up for
these lost 10 years the individual might need to contribute an extra 4%
of their band earning into their pension for the rest of their working life.
Being in a scheme with charges in line with the stakeholder charge cap,
instead of a scheme with charges in line with the long-term NEST rate of
an annual management charge of 0.3%, could reduce the available pension
pot at retirement from £60,600 to £52,000. Being in a scheme with lower
charges could have produced a private pension income in retirement
around 17% higher. To compensate for this difference in charges the
individual might need to save an extra 1.5% of their band earnings into
their pension every year or could retire 3 years after state pension age.

11 PPI modelling
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Converting the pension fund to an income using the lowest annuity rate
on the Money Advice Service tables, instead of securing the highest
annuity rate available on the Money Advice Service tables, could reduce
the pension income by around 12%. To compensate for the lower annuity
rate the individual might need to save an extra 1% of their band
earnings into their pension every year or could retire 2 years after state
pension age.
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