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Glossary of terms

Glossary of terms

Annuity A financial services product purchased by
means of a single premium or periodic
payment to provide a regular income
for a specified number of years or for a
remaining lifetime.

Asset management The process of placing, in accordance with
fiduciary responsibilities, available capital
in appropriate financial products and non-
financial investment vehicles.

Contribution A payment made to a pension plan by a
plan sponsor or member for the purpose of
accruing benefits or accumulating capital.

Defined benefit plan Any pension plan other than a defined
contribution plan, including all plans under
which the financial or longevity risk is borne
by the plan sponsor. Benefits are typically
based on a formula including accrual rate,
pensionable salary and length of employment.

Defined contribution plan A pension plan under which benefits are
solely based on the amount contributed to
the plan plus the investment return thereon.
The investment risk is borne by plan members.

Hybrid plan A pension plan that combines features
of both defined benefit and defined
contribution plans.



Xii

Glossary of terms

Individual account

Lump sum

Mandatory occupational
pension plan

Pay-as-you-go financing

Pension

Preservation age

Rate of return

Replacement rate

An arrangement in which capital belonging
to an individual person accumulated from
mandatory or voluntary contributions is
recorded so that it may be withdrawn in the
case of certain specified future contingencies
(e.g. retirement).

A one-off cash payment representing part
or all of the cash value of the beneficiary’s
accrued benefits or accumulated capital.

An occupational pension plan in which at
least one employer is required by law to
participate as plan sponsor.

A pension plan under which current benefits
are financed by current contributions

A regular income stream provided by a
pension plan administrator in line with plan
rules for a specified number of years or for a
remaining lifetime.

In general, individuals can only access their
pension savings when they retire permanently
from the workforce and reach the minimum
age set by law, known as the preservation age.

The income earned by holding an asset or
portfolio over a specified time period.

Pension benefits relative to earnings
when working, either shown net (taking
into account taxes and contributions into
accounts) or gross.
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Summary

The Department for Work and Pensions (DWP) commissioned this review of
international pension schemes and pension reform to draw together evidence,
potential learning points and areas of distinction between the UK and comparator
countries, to inform implementation of the Government's workplace pension
reforms. The review focused mainly on the introduction and implementation of
workplace pension reforms that aimed to encourage private pension saving among
individuals of working age. It centred on eight case study countries, all but one
of which had instituted pension reforms that were similar in some respect to the
proposed reforms in the UK. The review comprised a rapid evidence assessment
and telephone interviews with pension experts in the case study countries.

The main gaps in knowledge highlighted by the review seem to be around attitudes
to pension reform, pre and post-implementation; the effectiveness of incentives
to encourage voluntary employee contributions above and beyond any minimum
requirement; the outcome of pension reforms and pension schemes on incomes
and living standards in retirement (although this may improve over time); and the
wider macro-economic impacts of pension reform, such as the effect on aggregate
savings levels, labour market impacts and the impact on small businesses. With
the exception of New Zealand, there is a dearth of robust evaluation of pension
reform in the case study countries we looked at.

Selection of case study countries

The eight case study countries selected for inclusion in this review were (in
alphabetical order): Australia, Canada, Denmark, New Zealand, Norway,
Poland, Sweden and Uruguay. They represent a range of pension schemes to
promote private pension saving, most (with the exception of Canada) the result of
pension reform instituted in the last 20 years. The desire to increase private pension
saving was generally driven by concerns about the rising cost of public pension
systems in the face of ageing populations, while at the same time wanting to raise
standards of living in retirement. The low coverage of private pension saving was
often an issue as well.
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The aim of pension reform was therefore to encourage widespread participation in
private pension saving among workers, typically through mandatory participation.
It was, however, common for case study countries to have eligibility floors in
terms of the age or income of workers who could participate. Except in Canada,
where Registered Retirement Savings Plans are entirely voluntary, there was also
an element of compulsion in terms of contributions, with employees and/or
employers required to make at least a minimum contribution to pension saving.

The closest comparator country to the planned UK reforms in terms of scheme
design is New Zealand. Even so, there are important differences in relation to
scheme membership and the rules around contributions.

Implementing pension reform

The key implementation challenges faced by some of the case study countries
were the protracted length of the legislative process, opposition from stakeholders
and the logistics of setting up and running a new or reformed pension system.

Three main conclusions seem to flow from the experience of case study countries
with regard to pension reform implementation: First, pension arrangements are
both complex and critical for individuals and society as a whole. Changes ideally
need to be debated thoroughly with the stakeholders involved, such as employees,
employers and the pension industry. This takes time, but the benefits of building
a consensus around the proposed changes are considerable.

Secondly, unless existing systems can be used, it takes time to establish appropriate
and robust administrative systems. The more complex the system and the greater
the volume of business, the longer is the time required.

Finally, three quite different sets of stakeholders need to be managed: individuals,
both potential contributors and those who will be excluded from the scheme;
employers; and the providers of pensions.

Employee outcomes and reactions

The evidence from several of the case study countries indicated higher-than-
anticipated voluntary participation in reformed pension schemes among individuals
who were not required to join. In New Zealand, the large number of people
opting into KiwiSaver (rather than being automatically enrolled) is attributed
primarily to government incentives, with good communications and changes
to the tax system that favoured such saving also playing a role. In Poland and
Uruguay high voluntary take-up of defined contribution pension saving among
groups who were not mandatorily required to participate seems to have been
driven by the expectation of better retirement benefits.

In most of the case study countries included in this review, there was an element
of compulsion for members to save a minimum amount into their pension. It
was relatively uncommon for people to save more than the minimum required



Summary

in pensions, where this was permitted. Where there was no requirement for
individuals to save (as in Australia, Canada and Norway), only a relatively
small proportion of members appeared to make voluntary contributions, even
when there were financial incentives available to do so. Evidence from Australia
indicates that cost, feeling too young, or having other financial priorities such as
a mortgage may prevent voluntary pension saving.

Employer outcomes and reactions

For the most part, there is little evidence to indicate that the costs and burdens
of pension reform are a significant issue for employers. There have been some
concerns, however, about the disproportionate cost and burden of pension reform
for small businesses, though it is unclear how much evidence exists to support
these concerns. In Australia, action has been taken (and further action proposed)
to mitigate the regulatory burden on small business. Likewise, the evidence we
have collected indicates that employer compliance with new pension legislation
has generally been high. There seems to be little hard information about the
impact of pension reform on the labour market.

Pension industry outcomes and reactions

None of the case study countries provided a direct comparator to the planned UK
reforms in terms of how pensions are provided. The range of pension providers
involved in delivering reformed pension schemes varied from one state agency in
Denmark to over 85 pension providers and over 700 funds in Sweden.

There does not seem to be a great deal of published literature about the impact
of pension reforms on the pensions industry or national pension markets. There
is some evidence of a concentration of provision among a small number of large
providers, although whether this had impacted on competition was unclear.
These are often the default funds and are characteristically conservative in their
investment approach. Established providers with networks of offices and large
sales forces have been able to increase market share, but at an increased cost to the
pension saver. While some home pension markets seem to have been stimulated
by an increase in private pension saving as a result of reforms (particularly in
Australia), it seems likely the situation will have changed since the start of the
global downturn in late 2007. The results of evaluations in New Zealand in 2008
and early 2009, suggest that it is still too early to say with confidence what the
effect has been.

Attitudes to reform and the role of communications

The experience in the case study countries seems to suggest that initial attitudes
towards the reforms were positive among individuals, most employers and pension
providers. Communicating enough information about pension reforms, while not
overloading people, is a difficult balance to achieve, not least because information
needs change over time.
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The experience of Poland indicates that the messages and channels of
communications are a key factor in engaging and informing individuals. In
addition, Poland was able to adopt a flexible approach in terms of responding
to poor feedback from the general public. In New Zealand, the work of
informing consumers is largely the responsibility of the Retirement Commission.
With employers and providers, early and dedicated involvement from the Inland
Revenue seems to work well.

Evaluation

In New Zealand, the KiwiSaver scheme has been subject to evaluation from its
introduction in 2007. The evaluation is a joint collaboration between the Inland
Revenue, Ministry of Economic Development and Housing New Zealand and
has five elements: benchmarking, monitoring, communications, process studies
and outcome studies. In Australia, the recent Cooper Review has examined the
structure, operation and efficiency of the compulsory superannuation system.
We were unable to find evidence of any similar evaluation in the other case study
countries.

The key features of national occupational pension schemes

Seven of the eight case study countries (the exception being Canada) offered
examples of national occupational pension schemes, in the form of private pension
saving in either personal or occupational pension schemes. For the most part,
members save for retirement in defined contribution pension schemes.

The fee structures attached to these schemes usually include a mix of fees on
contributions and asset management fees. Poland also has fees for switching funds,
which were not found elsewhere. In some cases, these fees are capped, in others
they are unrestricted. The key issues in relation to fees are their lack of transparency
and the impact they may have on eventual retirement income if unchecked.

Most of the national occupational pension schemes we looked at offered an
element of investment choice to members, ranging from a choice of four funds
in Uruguay to over 750 in Sweden. There is evidence to suggest, however, that
active investment choice is relatively low among pension fund members. As a
result, there is often a heavy reliance on default funds, the investment asset mix
of which varies enormously by country.

Given the recent global economic downturn, it is not surprising to see negative
returns on investment in the national occupational pension schemes we looked
at, a few of which offer minimum guaranteed rates of return. Across the
piece, accumulated pension assets or accrued benefits tend to be taken either
as an annuity and/or a lump sum. There was very little evidence of early access
to pension savings in the schemes we looked at, the exception being New
Zealand’s KiwiSaver.
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1 Introduction

Since the 1990s, there has been widespread reform of pension systems throughout
the world. This has mainly been prompted by two factors: first, the rapid ageing
of populations due to rising life expectancies and declining fertility rates, and
secondly the high costs and financial sustainability of public pension systems
(Schwarz and Demirguc-Kunt, 1999).

Pension reforms are generally classified into two categories: minor adjustments and
major reforms. Minor adjustments are changes made to existing public pension
schemes primarily to delay fiscal problems but sometimes to correct existing
inequities. These include changes to pension eligibility criteria, the contribution
structure, the benefit structure or the administration of the scheme. Major reforms
are those which significantly change a country’s retirement income system, from
defined benefit to defined contribution or vice versa, or from pay-as-you-go to
fully funded or vice versa. Other major reforms might include starting up a new
system or the introduction of mandatory defined contribution schemes as part of
PAYG reforms (Schwarz and Demirguc-Kunt, 1999).

1.1 Workplace pension reform in the UK

The Pensions Act 2008, which achieved Royal Assent in November 2008, sets out a
series of measures that will be put in place from 2012 aimed at encouraging wider
participation in private pension saving. The aim of these reforms is to overcome
the decision-making inertia that currently characterises many individuals’ attitudes
towards pension saving and to make it easier for individuals to save for their
retirement. They are particularly targeted at low to median earners, amongst
whom under-saving for retirement is currently widespread. It is estimated that
these reforms will result in five to nine million people newly saving or saving more
in all forms of workplace pensions.!

There are three key elements of the workplace pension reforms: First, from 2012,
there will be a duty on employers to automatically enrol their eligible employees

! Workplace  Pension  Reforms  Requlations:  Impact  Assessment.
Department for Work and Pensions (DWP), 12 January 2010.
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into a qualifying workplace pension scheme. Eligible employees will be those aged
between 22 and State Pension age?, earning over £5,035 per annum (in 2006/07
earnings terms) who are not already members of a qualifying scheme. Employees
can opt out of pension saving after automatic enrolment if they wish.

Secondly, once the reforms are fully phased in, employers must contribute a
minimum of three per cent of an employee’s qualifying earnings (a band between
£5,035 and £33,540) to their pension pot if the employee chooses to remain in
the workplace pension scheme. Overall contributions should total a minimum of
eight per cent, including one per cent that the Government will contribute in the
form of tax relief. This means that the minimum a participating employee will have
to contribute to their pension will vary from nought to four per cent, depending
on the proportion contributed by their employer. Both employers and employees
can contribute more than the minimum if they wish.

Thirdly, the reforms involve the establishment of NEST (National Employment
Savings Trust), which is the new name for the personal accounts scheme. This will
be a trust-based, occupational pension scheme. Following the reforms employers
will be able to use an existing qualifying scheme or a new scheme that could
include the NEST scheme. The NEST scheme will be run at arm’s length from
Government by an independent body.?

1.2 Aims and scope of this review

DWP commissioned this review of international pension schemes and pension
reform to draw together evidence, potential learning points and areas of distinction
between the UK and key comparator countries, to inform implementation of the
Government's workplace pension reforms. The main audiences for the review
were intended to be DWP’s Enabling Retirement Savings Programme, the Personal
Accounts Delivery Authority and The Pensions Regulator.

The review focused mainly on the introduction and implementation of workplace
pension reforms that aimed to encourage private pension saving among individuals
of working age. DWP required the review to cover the following issues for each of
the selected case study countries:

e Background details, including the key problem(s) pension reform sought to
answer; the challenges that may have influenced or constrained reform at the
time; how the reforms were implemented and managed; the type of pension
arrangements introduced, e.g. mandatory, voluntary or semi-voluntary (such as,
soft compulsion); compliance powers and enforcement policy.

2 State Pension age is currently 65 for men born before 6 April 1959 and 60
for women born on or before 5 April 1950. For women born on or after 6
April 1950, the State Pension age will gradually increase to 65 between 2010
and 2020. Between 2024 and 2046, the State Pension age will increase for
both men and women.

3 http://www.padeliveryauthority.org.uk/
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e Qutcomes and reactions to pension reforms among individuals, employers and
the pension industry, including participation and contribution levels among
individuals and employers; impacts on pensioner incomes and living standards in
retirement; the costs and burdens on employers; compliance among employers;
and the reaction of pension providers and intermediaries.

e Attitudes to reforms among individuals, employers, the pension industry and
other stakeholders.

e Communications, including materials, channels and tools used to convey
information about pension reforms and how effective these have been.

e How pension reforms have been evaluated or monitored and the extent of
published information about the outcomes of pension reform.

e National occupational pension schemes, including how schemes function and
their type (e.g. defined benefit or defined contribution); fee structures and
levels; fund choices and default funds; investment returns; decumulation and
liquidity.

1.3 Research methods

The main element of the review was a rapid evidence assessment in relation to the
eight case study countries that were selected. This approach provides a framework
to structure the literature search and data extraction. We conducted systematic
searches for each of the case study countries between 17 April 2009 and 30 June
2009, from the following sources:

e academic bibliographic databases and libraries (International Bibliography of
the Social Science, Applied Social Sciences Index and Abstracts, Social Science
Research Network (US), EconLit);

e governmentand industry sources in each of the case study countries (government
departments, pension regulators, consumer organisations, scheme-specific
information produced by pension providers, industry trade associations);

e research organisation publication lists and lists of current research;

* web searches (Google, Google Scholar, Intute: Social Sciences).

Full details of the searches are given in the Appendix.

Through the searches that we conducted, we identified approximately 255 items
including research reports, academic journal articles, official statistics, government
consultation documents and consultation responses. These were assessed for their
relevance to be included in the review based on the issues that DWP required
to be covered (outlined above). The quality of research and any limitations (e.g.
sample size or sample design) were also taken into account.
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Information was subsequently extracted from around 100 items that were used
to provide information for this report. We aimed to include only information
that we assessed to be of a reasonable standard. In a few instances, we refer to
information that we considered to have limitations (e.g. relatively small sample
sizes), but which nonetheless provided useful information (or the only information)
on a relevant issue. Where this occurs in the report, we have sought to highlight
the fact. Additional information (e.g. about how schemes operated) was obtained
from government and other websites.

The rapid evidence assessment was supplemented by telephone interviews with
pension experts in the case study countries, which took place between December
2009 and February 2010. The aim of these interviews was to obtain additional (oral)
information and published materials. A total of 14 interviews were conducted with
representatives from seven of the eight case study countries (the exception being
Canada), who were interviewed in a personal capacity. They included academics,
government policy advisers and analysts and autonomous organisations with a
pensions remit. Consent was obtained from the pension experts to use the oral
information they provided (i.e. information that was not available in any published
document) and verbatim quotations in the report. Further details are provided in
the Appendix.

1.4 Report structure

Chapter 2 starts by outlining the process by which the eight case study countries
were selected for inclusion in this review. It continues with descriptions of each of
the eight countries, in terms of the background to pension reforms and the main
features of the pension schemes we looked at.

Chapter 3 goes on to explore the challenges that countries faced in implementing
pension reform. Chapters 4, 5 and 6 examine the outcomes and reactions to
pension reform among individuals, employers and the pension industry respectively.
Chapter 7 discusses the attitudes to pension reform among individuals, employers
and the pension industry respectively. In Chapter 8, we explore the communications
strategies that were employed to disseminate information about pension reforms.
Chapter 9 gives a brief overview of the evaluation of pension reform, specifically
in New Zealand, and explores what published information exists around the
outcome of pension reforms and pension schemes. In Chapter 10 we move on to
look at the key features of the national occupational pension schemes included in
the review. Finally, Chapter 11 draws some preliminary conclusions based on the
review so far.
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2 Case study countries

Reforms to encourage individuals to save for retirement in the form of private
pensions have been widespread. In around 30 countries, individual account
pension schemes now form part of the mandatory pension system.* These include
seven OECD countries (including Australia and Sweden), nine countries in Latin
America and eight in Central and Eastern Europe (Tapia and Yermo, 2007). This
chapter describes the process for selecting the case study countries that were
included in this review, and provides details of the eight countries that were
selected.

2.1 Selection process

We began the selection process by drawing up a long list of possible case study
countries. As the focus of the review was private pension reform, when assessing
possible case study countries we focused on the introduction of private pension
saving either as a substitute for part of the public earnings-related pension scheme
or as an extension to existing pension provision.

The main sources of information we used to draw up the long-list of possible case
study countries were World Bank and OECD publications.> We excluded over 20
countries from the case study selection process from the outset. These were mostly
European countries that had only instituted minor pension reforms. A number of

4 An individual account is an arrangement in which capital belonging to
an individual accumulated from mandatory or voluntary contributions
is recorded so that it may be withdrawn in the case of certain specified
future contingencies (such as retirement) (ISSA/IOPS/OECD, 2008). Individual
accounts are invariably provided on a defined contribution basis.

> ISSA/IOPS/OECD (2008) Complementary and private pensions throughout
the world 2008; OECD (2007) Pensions at a glance: Public policies across
OECD countries; E Whitehouse (2007) Pension panorama: Retirement-
income systems in 53 countries. World Bank; Schwarz and Demirguc-Kunt
(1999) Taking stock of pension reform around the world (Social Protection
Discussion Paper Series No. 9917). The World Bank.
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Case study countries

countries (mainly African) were excluded because their pension reforms related to
the setting up or extending of pay-as-you-go public pension systems.

We identified a total of 25 countries that seemed potentially relevant to this
review. Eight of these were excluded from the long list, mainly because of a lack
of information about their pension reforms or because their workforce profile (in
the form of their old-age dependency ratio) was very different to that of the UK.
This left 17 countries, which were all included in the long list.

2.2 Long-listed countries

The 17 long-listed countries were (in alphabetical order): Australia, Canada,
Chile, Denmark, Germany, Hungary, Iceland, Ireland, Kazakhstan, Mexico, New
Zealand, Norway, Poland, Singapore, Sweden, Uruguay and the US.

In most of the 17 countries included in the long-list, pension reform had been
carried out relatively recently, typically in the last 10 years. Included in the long-list
were some countries that had not experienced any recent major pension reforms:
Iceland, Singapore, US and Canada. Iceland and Singapore were included because
they provided examples of national occupational pension schemes. The US and
Canada were included because there was particular interest in learning more
about these pension systems. The criteria used to long-list these 17 countries are
provided in Box 1.

Box 2.1 Criteria used to long-list countries

1. Structure of the reforms, with the aim of selecting case studies that
resembled the workplace pension reforms taking place in the UK. The
following four elements of the proposed UK reforms were used for
comparison:

a. Is there an employer duty to automatically enroll eligible employees into
a private pension, with employees having the option to opt out?

b. Is there a compulsory employer contribution?
c. Is there a compulsory employee contribution?
d. Is there a national occupational pension scheme?

2. State pension provision for individuals in retirement (with the aim of
selecting case studies that had similar provision to the UK)

3. Workforce profile (with the aim of selecting case studies that had similar
workforce profiles to the UK. We used the Old-Age Dependency Ratio for
comparison)

4. \Whether the reforms had been evaluated.

In terms of scheme membership, of the 17 long-listed countries only New Zealand
requires employers to automatically enroll eligible individuals into a private pension
system, with the option for employees to opt out. In most of the other countries,
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eligible individuals are legally required to become members of a private pension
scheme. The exceptions to this are the US, Canada, Germany and Ireland, where
participation in private pension saving is voluntary.

Pension reform seems only to have been evaluated in New Zealand, where the
Inland Revenue has established a multi-strand programme of evaluation to assess
the impact of the KiwiSaver initiative (Inland Revenue, 2006). In addition, the
Australian Government and key pension industry groups issued a Communiqué
of Principles in April 2009, in which it was agreed to evaluate the compulsory
superannuation scheme (US Social Security Administration, May 2009).

2.3 Selected case study countries

Based on an assessment of the long-listed countries against the criteria outlined
above and further discussions with DWP, the following eight countries were
selected for inclusion in the review:

e Australia;

e Canada;

e Denmark;

e New Zealand;
¢ Norway;,

¢ Poland;

e Sweden,;

e Uruguay.

Figure 2.1 Map of the eight case study countries
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With the exception of Canada, all of the pension schemes we looked at in these
case study countries were national occupational pension schemes. Of the eight
countries selected, New Zealand's KiwiSaver scheme seemed to be the closest
comparator to the proposed UK workplace pension reforms. Canada’s Registered
Retirement Savings Plan scheme was the least similar to the UK’s proposed reforms,
being an entirely voluntary private pension scheme. The remaining six case study
countries provided examples of pension systems that involved mandatory saving
by individuals and/or employers in defined contribution pension plans.

Table 2.1 provides a summary of key features for the case study countries. The
background and key features of pension reform in each of the case study countries
is then described, with comparable information for UK given in Boxes 2.2-2.4.

It is important to note that in most of the case study countries we looked at, the
specific schemes we focused on were part of a wider set of reforms. In Australia,
the introduction of Superannuation Guarantee in 1992 was accompanied by
changes to the preservation rules. In Norway, other reforms introduced at the
same time as the Mandatory Occupational Pensions Act included a switch from
minimum pension benefits into a means-tested guarantee and measures to
improve work incentives among older workers. In Sweden, the reforms comprised
the introduction of the Premium Pension Plan but also a switch of occupational
pension schemes from a defined benefit to a defined contribution basis. Finally,
in both Poland and Uruguay, the introduction of mandatory pension saving into
a defined contribution scheme was part of wholesale reform of these countries’
public pension systems.
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2.4 Australia

The pension system in Australia comprises a means-tested Age Pension; the
Superannuation Guarantee, which is a compulsory employer contribution to a
regulated superannuation fund introduced in 1992; and voluntary superannuation
contributions and other private savings (OECD, 2009a). The focus for this review
was the Superannuation Guarantee.

2.4.1 Background to the introduction of the
Superannuation Guarantee

Prior to 1992, the predominantly defined benefit superannuation system was
restricted to public sector employees and private sector managerial employees
(Drew and Stanford, 2003). As a result, substantial parts of the workforce were
not covered, in particular part-time and service sector workers (Barrett and Tseng,
2007). In addition, there were concerns that the required employer contribution
(three per cent of wages by 1989) would only produce small retirement benefits
(Knox, 1998). Much of the system was unfunded, and retirement benefits were
met on an emerging cost basis (Drew and Stanford, 2003).

The Superannuation Guarantee was introduced in 1992 with the intention of
extending existing superannuation coverage, improving employer compliance and
toestablish amechanism forincreasing employer contributions over time (Australian
Bureau of Statistics, 2009). It was hoped that a combination of means-tested
Age Pension (funded through general taxation) and a tax-assisted Superannuation
Guarantee would provide lower income workers with a better standard of living
in retirement (Drew and Stanford, 2003). Other aspects of the new policy around
Superannuation Guarantee included strengthening preservation requirements
and a phased increase in preservation age (Drew and Stanford, 2003).6

The Australian Government also saw the introduction of the Superannuation
Guarantee as a means of addressing broader areas of macro-economic policy: to
contain inflationary pressures as part of income policy, to reduce pressure on the
sustainability of the Age Pension, and to help boost the historically low level of
national private saving (Barrett and Tseng, 2007).

The main challenge to implementing the Superannuation Guarantee seemed to
be opposition from small businesses on the basis of the cost and administrative
burden involved. In addition, employee choice of Superannuation Fund was only
introduced in 2005 following protracted debate. Both these issues are discussed
in detail in Chapter 3.

6 In general, individuals can only access their superannuation savings when
they retire permanently from the workforce and reach the minimum age set
by law, known as the preservation age.
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2.4.2 Description of the Superannuation Guarantee scheme

The Superannuation Guarantee is a mandatory employer contribution to a private
pension plan, which employers have to pay quarterly either direct to a regulated
superannuation fund or via a commercially operated clearing house. The plans may
be operated by the employer, industry associations, financial services providers or
by individuals themselves (OECD, 2009a).

Since the introduction of Superannuation Guarantee in 1992, member
contributions have been increasingly directed to defined contribution funds and
products (Gerrans et al., 2008). In 2007, just six per cent of people accumulating
superannuation had one or more defined benefit accounts (subject to a maximum
of three accounts). Most had one or more defined contribution accounts (70 per
cent) and/or hybrid accounts (41 per cent) (Australian Bureau of Statistics, 2009).
Looked at another way, it is estimated that 80 per cent of total retirement benefits
are allocated to defined contribution arrangements, and 20 per cent to defined
benefit (Australian Prudential Regulatory Authority, 2008).’

By means of comparison, in 2008 there were nine million active (employee)
members of occupational pension schemes in the UK. Of these, 5.4 million were
members of public sector defined benefit schemes. A further 3.6 million were
members of private sector schemes, 2.6 million in pensions with defined benefit
arrangements and one million with defined contribution arrangements. Overall,
this means that around 89 per cent of active members of occupational pension
schemes had defined benefit arrangements (either public or private sector), the
remaining 11 per cent defined contribution (all private sector) (Levy, 2009). The UK
Government anticipates that once the workplace pension reforms are introduced,
all new members will be enrolled into defined contribution schemes.

Scheme membership

Box 2.2 Scheme membership under the UK reforms

All eligible workers will be automatically enrolled into a qualifying workplace
pension scheme. Eligible workers will be those aged between 22 and State
Pension age earning over £5,035 per annum.

In Australia, the Superannuation Guarantee applies to all employees, with some
exceptions. Employers do not have to contribute for employees earning less than
AUD 450 per month (AUD 5,400 per year) before tax (around £230 per month

/ These figures relate to superannuation funds with more than four members
(i.e. self-managed funds are excluded).
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or £2,710 per year)® but they can choose to contribute for them. In addition,
employers do not have to contribute for employees’ pay above a certain limit.
For each quarter of the year 2005/06, this limit was AUD 33,720 (£16,940). This
is equivalent to around 2.5 times average wages and is indexed to a measure
of average earnings (OECD, 2009a). In the planned UK reforms, employers will
similarly be required to contribute a proportion of employees’ qualifying earnings,
which fall within a specified band (see Box 2.3 for details).

Inaddition, employersin Australiaare not required to contribute the Superannuation
Guarantee if the employee is:

e under age 18 and works no more than 30 hours per week, or over age 70;

paid to do work of a domestic or private nature for 30 hours or less a week;
e a non-resident paid for work done outside Australia;

e a certain type of foreign executive;

temporarily working in Australia for an overseas employer and covered by a
bilateral superannuation agreement (ISSA/IOPS/OECD, 2008).

As is the case with the planned UK reforms, membership is voluntary for self-
employed individuals in Australia.

Contribution levels

Box 2.3 Contribution levels under the UK reforms

Once the reforms are fully phased in, employers must contribute a minimum
of three per cent of an worker’s qualifying earnings (a band between £5,035
and £33,540) to their pension pot if the worker chooses to remain in the
workplace pension scheme. Overall contributions should total a minimum of
eight per cent, including one per cent that the Government will contribute in
the form of tax relief. This means that the minimum a participating worker
will have to contribute to their pension will vary from nought to four per cent,
depending on the amount contributed by their employer. Both employers and
worker can contribute more than the minimum if they wish.

Continued

8 The exchange rates used in this report are the annual average spot exchange
rates at 31 December 2009. With the exception of Uruguay, these rates
were accessed from www.bankofengland.co.uk/mfsd/iadb/Index.asp?firs
t=yes&SectionRequired=I&HideNums=-1&Extralnfo=true&Travel=NIx. =~ The
equivalent rate for Uruguay was taken from www.hmrc.gov.uk/exrate/.
Amounts have been rounded to the nearest £10.
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Box 2.3 Continued

In the UK, individuals receive tax relief on pension contributions they pay,
given at their marginal rate of taxation®. It is expected that the vast majority
of new savers will be in the basic tax rate band (earnings of less than £43,875
in 2009/10) so will receive tax relief of 20 per cent. Individuals in the higher
tax bands receive tax relief of 40 per cent. This means for lower earners,
for example, an individual contribution of 12 per cent would be boosted by
additional three per cent tax relief. For those in the higher tax band, tax relief
would contribute a further eight per cent.

When the Superannuation Guarantee was first introduced in Australia in 1992,
the mandatory contribution rate was three per cent of qualifying employee
earnings (four per cent for employers with a payroll greater than AUD one million,
or around £500,000), rising to six per cent from 1 July 1996 and eight per cent
from 1 July 2000. Since 1 July 2002, employers have been required by law to
pay nine per cent of employee earnings (Australian Bureau of Statistics, 2009),
similar to the overall total contribution proposed in the UK of eight per cent of
qualifying earnings.’® The Australian Senate Select Committee on Superannuation
has noted, however, that leakages such as contributions tax, death and disability
premiums, and fees and charges mean that fund members may receive less than
the full nine per cent (Senate Select Committee on Superannuation, 2002).

When the Superannuation Guarantee was originally introduced by a Labour
Government, the policy included plans to increase the contribution rate from nine
per centto 15 per cent (with the increase made up of three per cent from employees
and three per cent from government co-contributions). This was abandoned in
1997 by the Coalition Government, although the trade union movement and the
superannuation industry have continued to lobby for such an increase (Gallery
and Gallery, 2005). A recent review of Australia’s future tax system recommended
(among other things) that the Superannuation Guarantee be maintained at nine
per cent (Australia’s Future Tax System Review Panel, 2009).

Employees are not obliged to contribute to the Superannuation Guarantee
scheme'", but from 2003 low to middle income workers have been encouraged
to do so by means of government co-contributions (or matched savings), up to
a maximum entitlement. There are no equivalent incentives in the planned UK
reforms. Up to 1 July 2009, the government match rate had been 150 per cent
(AUD 1.50 for every AUD 1.00 saved), up to a maximum entitlement of AUD 1,500

o There are two caveats to this: Individuals who do not pay income tax can
still claim basic rate pension tax relief on contributions of up to £3,600 per
year. Individuals with total remuneration of over £150,000 do not receive tax
relief at their marginal rate, but rather at a reduced rate.

1 This will be made up of both employers’ and employees’ contributions.
""" There are some occupational superannuation schemes (e.g. the scheme for
Australian universities) where employers contribute an amount greater than

the nine per cent required by the Superannuation Guarantee, and which may
be matched by a required employee contribution (Drew and Stanford, 2003).
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(around £750). From 1 July 2009, however, the match rate and the maximum
entitlement were temporarily reduced, as follows:

e 100 per cent (AUD 1.00 for every AUD 1.00) for the financial years 2009/10 to
2011/12, with a maximum co-contribution of AUD 1,000 (£500);

e 125 per cent (AUD 1.25 for every AUD 1.00) for the financial years 2012/13 to
2013/14, with a maximum co-contribution of AUD 1,500 (£750);

® 150 per cent (AUD 1.50 for every AUD 1.00) from 2014/15 onwards, with a
maximum co-contribution of AUD 1,500 (£750)."

The Treasurer Wayne Swan reported in his 2009 Budget speech that these cuts
were part of ‘major structural savings to support the long term sustainability of
our pension system and the budget more broadly’."?

In addition, the Government in Australia provides tax incentives to encourage men to
make provision for stay-at-home wives and for women who make contributions for
their low-income spouses (Parr et al., 2007). Tax concessions are also offered to self-
employed individuals who choose to contribute to a fund (ISSA/IOPS/OECD, 2008).

Regulation and compliance

Box 2.4 Compliance regime for the planned UK reforms'

In the UK, the compliance regime will be supported by a number of sources.
The registration process will require all employers to provide information on
how they have met their auto-enrolment duties. The Pensions’ Regulator (TPR)
will check this information with employers’ chosen pension schemes, where
possible, to confirm employer engagement and follow up on any employers
who have failed to register.

Trustees and managers of pension schemes and pension providers will be
required to keep certain records to enable TPR to check employer compliance
at a more detailed level. TPR may require these records to be produced on
request. This will enable TPR to check compliance in a cost-effective way
while minimising employer burden and reflecting good regulatory practice.

TPR will run a risk-based, graduated and proportionate compliance regime.
This will consist of first educating and enabling employers to comply.
Only if an employer ignores TPR's initial efforts or fails to take action will
enforcement action be taken. A series of escalating enforcement steps will
be available including formal and informal notices, penalties and finally
criminal prosecution.

12 Information accessed from: www.ato.gov.au/individuals/content.asp?doc=/
Content/42616.htm

13 www.ato.gov.au/budget/2009-10/content/speech/html/speech.htm

4 Any references in this document to the role and impact of the Employer
Compliance Regime reflect DWP’s current understanding at the date of
writing. Such references do not bind the Regulator to any particular course
of regulatory action.
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The 1992 Superannuation Guarantee Act (Administration) forms the basis for
Australia’s mandatory superannuation system and established the Superannuation
Guarantee. The Australian Tax Office (ATO) administers the Superannuation
Guarantee legislation.

Like the compliance regime for the planned UK reforms (see Box 2.4), employers
that do not comply with the Superannuation Guarantee legislation are subject
to a penalty in the form of the Superannuation Guarantee Charge, payable to
the ATO. The penalty charge comprises the shortfall of the minimum level of
superannuation contributions in addition to interest (charged at a statutory interest
rate) and an administrative cost component. The penalty charge is not a tax-
deductible business expense (unlike the Superannuation Guarantee contribution)
(ISSA/IOPS/OECD, 2008).

The system operates on a self-assessment basis, subject to supervision by the
ATO (ISSA/IOPS/OECD, 2008), which is rather different to the monitoring regime
planned for the UK (Box 2.4). The ATO reviews employer compliance (in relation to
the Superannuation Guarantee and other obligations) by means of data matching
to detect cases that appear incomplete or inconsistent. It also receives complaints
about potential cases of non-compliance. The subsequent review carried out by the
ATO aims to bring the employer’s reporting up-to-date and make arrangements
for them to pay any outstanding amounts. Compliance monitoring continues
post-review (ATO, 2008a).

2.5 Canada

The pension system in Canada comprises a universal flat-rate benefit (the old age
security pension), which can be topped up with an income-tested benefit (the
guaranteed income supplement) and earnings-related public schemes (provided
by the Canada Pension Plan/Quebec Pension Plan). In addition, in 2006 around
57 per cent of people were covered by voluntary private pensions, including both
personal and occupational plans, a similar proportion to the UK (59 per cent)
(OECD, 2009a). The focus of this review was Registered Retirement Savings Plans
(RRSPs), which are voluntary personal pension plans.

2.5.1 Background to the introduction of RRSPs

Unlike the other case study countries included in the review, Canada’s Registered
Retirement Savings Plans are not an example of recent pension reform. RRSPs
were first introduced in 1957, to provide workers who were not members of a
company pension fund with a comparable vehicle for saving for retirement. The
main difference between RRSPs and employer-based retirement pension plans
was that RRSPs offered more flexibility: there was no maximum withdrawal limit
on the amount that could be taken out of the post-retirement account and funds
could be withdrawn at any time, subject to the payment of deferred tax liability
(Fried, 2001).
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2.5.2 Description of RRSPs

Unlike the planned UK reforms, RRSPs are entirely voluntary personal pension
plans, so there are no requirements for mandatory contributions by individuals
or employers. Tax concessions aim to encourage individual to contribute, up to a
maximum amount, as in the UK (see Box 2.3 for details).

Legislative changes in the early 1990s allowed Canadians to increase their
participation in RRSPs, by permitting eligible taxpayers to contribute more money
to an RRSP during a given year and to carry unused ‘room’ forward to subsequent
years (Palameta, 2003). The maximum RRSP contribution limit for the financial year
2009 was CAD 21,000 (£12,400), rising to CAD 22,000 (£13,000) in 2010. There
is a tax penalty on over-contributions that exceed a lifetime over-contribution limit
of CAD 2,000 (£1,200)."

2.6 Denmark

The pension system in Denmark has a number of elements. A public old age
pension (folkepension) consists of a basic amount and an income-tested pension
supplement. On top of this, a means-tested supplementary pension benefit is
paid to the most financially disadvantaged pensioners. In addition, there are two
compulsory schemes based on individual’s contribution records: the labour market
supplementary pension (ATP) is a collective insurance-based defined contribution
scheme; the Special Pension (SP) savings scheme is a statutory savings-based scheme
where contributions are paid to individual accounts. Compulsory occupational
schemes negotiated as part of collective agreement cover about 90 per cent of
the full-time employed workforce. By way of comparison, in the UK around half
(47 per cent) of all employees are members of an occupational pension scheme
(OECD, 2009a). The focus of this review was the Special Pension (SP).

2.6.1 Background to the introduction of the Special Pension

The SP was introduced in 1998, as a temporary forced savings arrangement to
dampen economic activity and increase savings (Andersen and Skjodt, 2007). It
became a permanent element of the pension system in 1999.

2.6.2 Description of the Special Pension scheme

The SP is a defined contribution pension scheme that is administered centrally by
ATP (Andersen and Skjodt, 2007).

Scheme membership and contribution levels

From the introduction of the SP up to 2004, all employees, self-employed
individuals and recipients of unemployment and sickness benefits aged between
16 and 64 were required by law to contribute one per cent of gross earnings

> Accessed on 20/11/09 from www.tax-services.ca/rrsp-canada.html
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to the SP. In contrast to the planned UK reforms, there were no lower or upper
earnings thresholds for the scheme and there was no requirement for employers
to contribute to the scheme (OECD, 2009a).

Contributions to the SP were suspended between 2004 and 2008. In 2009 it
was decided to allow members to take out their SP savings in order to boost
the Danish economy. The total value of the Special Pension at the beginning of
2009 was approximately DKK 45 billion (about £5.4 billion). It is reported that the
vast majority of SP members have withdrawn their savings, with the remaining
accounts expected to be paid out in spring 2010." The Danish Government
presented draft legislation in November 2009 regarding the closure of the SP,
which as noted already was a savings-based scheme where contributions were
paid in to individual accounts.

Regulation and compliance

The Danish Financial Supervisory Authority supervises pension funds and insurance
companies. We were unable to identify any information about compliance
monitoring in relation to the SP scheme.

2.7 New Zealand

The public pension in New Zealand is a flat-rate pension (known as New Zealand
Superannuation) based on a residency test. There are relatively low levels of
coverage of private pension plans, either occupational or personal (OECD,
2009a). A new national occupational pension scheme, the KiwiSaver scheme,
was introduced in 2007, and was the focus of this review.

2.71 Background to the introduction of KiwiSaver

KiwiSaver was introduced to address concerns about inadequate saving for
retirement among New Zealand’s population. A study carried out by the New
Zealand Treasury concluded that about 20 per cent of the population aged 45-64
needed to save more for retirement (Hosking 2007, cited in Kritzer 2007). It was
felt that middle-income New Zealanders were at particular risk of a substantial
drop in their living standards at retirement unless they saved more (Toder and
Khitatrakun, 2006). There were also fears that younger workers may have lower
standards of living in retirement than current retirees and those approaching
retirement, due to high levels of debt, student loans, child-bearing at later ages
and potentially fewer mortgage-free homes (IBIS 2004, cited in Kritzer 2007).

The situation was exacerbated by the fact that New Zealand ha