
    
 

Pensions 

Introduction 

Pensions are important to long term financial security, they are a tax-efficient way to save for 
retirement, or for later life when you are no longer able to earn. 

Types of pension 

Pensions can be either workplace or personal pension schemes. A workplace pension 
scheme is set up by someone’s employer and the saver will nominate a percentage of their 
pay to go into the pension scheme. In many cases the employer will also add to the money 
in the pension scheme while the Government also contributes in the form of tax relief. A 
workplace pension scheme will either be a defined benefit pension scheme or a defined 
contribution pension scheme. 
 
For those without access to a workplace pension scheme, or wanting to start a pension 
independently of their employer, they can start a personal pension through a pension 
provider, as with workplace schemes these benefit from government tax relief. These 
pension plans do not necessarily require employment or earnings and are usually defined 
contribution schemes. 
 
Defined contribution (DC) 
 
A DC pension scheme (also called a money purchase pension scheme), is built up through 
the saver’s own contributions, those of their employer, tax relief from the Government and 
investment growth on this money.  The saver can choose to take a retirement income from 
their defined contribution pension scheme from the age of 55 (further details of the option 
available can be found below). 
 
Defined benefit and final salary 
 
With a defined benefit pension scheme (also called a final salary or career average pension 
scheme) the saver’s retirement income will depend on their earnings; the number of years of 
membership of that pension scheme; and the scheme’s accrual rate (the proportion of salary 
that is received for each year of service). Savers will be able to take their retirement income 
when the scheme rules allow.  

Unlike DC pensions, the amount that savers will receive at retirement is guaranteed, and it 
will be paid directly to the saver. There has been a shift away from defined benefit and final 
salary pensions as the provider takes on all of the risk, while increasing life expectancies 
have further added to the risk, leading to their replacement with DC plans.  



    
 

Reform of pensions and retirement savings 

Automatic Enrolment and NEST 
Following the Turner Commission and the Pensions Act 2008, every employer must 
automatically enrol workers into a workplace pension scheme if they are aged between 22 
and state pension age, earn more than £10,000 a year and work in the UK. This is called 
automatic enrolment; everyone should be automatically enrolled by 2018 or have been given 
the opportunity to opt out. There is a minimum total amount that has to be contributed by the 
employee, their employer, and the government. This total minimum contribution is currently 
set as 2% of the employee’s earnings. In 2017 and 2018, the percentage of the employee’s 
earnings that it is based on will increase. 

Auto Enrolment has the potential to transform retirement savings in the UK and the industry 
is committed to making it a success. The level of contribution and how long someone works 
for remain the most important factors in determining an individual’s overall retirement 
income.  

The opt-out rate for Auto Enrolment has been much lower than predicted at less than 10% 
but this figure could be challenges as SMEs and start-ups, without the same scale of 
involvement in finance or resources as larger companies, are staged into Auto Enrolment. It 
will be important for employers to comply with the new regulations, they will need to know 
their ‘staging date’, engage with their workforce and select a suitable pension scheme before 
this time. At this time support and information will be very important for these businesses. 

The Government has established the National Employment Savings Trust (NEST) to ensure 
that every employer has access to a workplace pension scheme that meets the 
requirements of new pension rules. The scheme, which is run on a not-for-profit basis, 
ensures that all employers have access to suitable, low-charge pension provision to meet 
their new duty to enrol all eligible workers into a workplace pension automatically. 

Automatic Enrolment and NEST are due to be reviewed in 2017. 

Pension freedoms 

New pension freedoms were announced in the 2014 Budget, which came into force in April 
2015. The changes will allow people to access their savings as they wish at the point of 
retirement from age 55 in cash or through other financial services products. To help people 
make the decision that best suits their needs, everyone with a defined contribution pension 
will be offered free and impartial guidance through the Government’s Pension Wise on the 
range of options available to them at retirement 

The main options available to people from April 2015 are:  
 

• Purchase a lifetime annuity that would provide an income throughout retirement as 
before. 

• Designate funds to a drawdown, which will give flexible access to draw income from 
the interest or savings of your investment at a rate you decide. This has benefits and 
risks as it could lead to the savings being exhausted if you draw too much from them.  

• Take the whole of the fund or part of it as cash. Depending on the amount taken as 
cash this could mean paying more tax. 



    
 

 
Tax 
In the 2014 Budget, the Government announced that from April 2015, individuals aged 55 
and over would be able to choose when and how to access their DC pension savings, which 
would be subject to their marginal rate of income tax. The Taxation of Pensions Act contains 
the changes to pensions tax legislation needed to implement this.  

In the UK pensions are subject to an ‘exempt, exempt, taxed (EET) model’. This means that 
pension contributions by individuals and employers receive tax relief when they add to their 
employee’s pension and employer contributions are exempt from national insurance 
contributions. No tax is charged on investment growth from pension contributions so savers 
are exempt from tax whilst they are saving, but once they pay out their pension they are 
taxed.  

If the saver belongs to an employer’s pension scheme, their pension contribution will be 
deducted from their salary before tax is calculated. This means they get full tax relief on their 
contribution at their highest rate of tax straightaway. Tax relief counts for contributions up to 
the lower of either up to 100 percent of your yearly earnings, or £40,000 (in the years 2014-
2015 and 2015-2016).  

The Lifetime Allowance is a limit on the amount of pension benefit that can be drawn from 
pension schemes – whether lump sums or retirement income – and can be paid without 
triggering an extra tax charge. The lifetime allowance was introduced in 2006 at a level of 
£1.5 million. It then increased each year to 2010, reaching a level of £1.8 million. Since 
2010, there have been a number of pension reforms which have led to the lifetime allowance 
being reduced. Its current level in the 2015-16 tax year is £1.25 million and this will reduce 
further to £1m from April 2016. 

Secondary annuities market  

The Department for Work & Pensions has opened a call for evidence and consultations on 
creating a second annuity market, following an announcement in the March 2015 Budget. 
The proposals include removing tax barriers to using annuities that would enable them to sell 
their income stream for a lump sum that would then be taken directly or used to buy an 
alternative product.  The consultation has called for advice to help consider how the market 
should work, the legislative changes that would be required and the measures necessary to 
protect consumers. The consultation will end in June 2015. 

 
 

The ABI wants to help pensions customers make the most of the freedom recent changes 
have brought. To find out pension freedom and retirement choices visit our 
website https://www.abi.org.uk/Insurance-and-savings/Products/Pensions/Pension-freedom-
your-choice/Help  

For more information on pension freedom, please visit https://www.abi.org.uk/Insurance-and-
savings/Products/Pensions/Pension-freedom-your-choice  
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For documents on the open consultation on the secondary annuity market, please 
visit https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/413764/C
reating_a_secondary_annuity_market__web_file_.pdf  

For more information on pensions please visit https://www.abi.org.uk/Insurance-and-
savings/Products/Pensions or email publicaffairsteam@abi.org.uk  

 

The Association of British Insurers is the leading trade association for insurers and 
providers of long term savings. Our 250 members include most household names and 
specialist providers who contribute £12bn in taxes and manage investments of 
£1.8trillion.  
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