
In Chapter 6 we recommended two elements of reform:

■ The replacement over time of the present limited degree of earnings-related
compulsory pension provision, with a more extensive National Pension Savings
Scheme (NPSS) into which people will be auto-enrolled but with the right to opt-out.

■ Changes over time to the state flat-rate system to make it less means-tested, better
designed to cope with increasing life expectancy, and fairer to people (particularly
women) with caring responsibilities.

We believe that reforms of this nature are essential given the gaps and deficiencies in present
state provision, and given that employers will not voluntarily for reasons of 
self-interest perform as extensive a role in pension provision as they have in the past.

But there should and will continue to be a significant role for voluntary pension provision, by
employers and by individuals. This reflects the facts that:

■ The proposed auto-enrolment system is designed strongly to encourage people up to
a certain level of income (e.g. £35,000) to achieve at least a base load of income
replacement in retirement (e.g. 45% at the median earnings level of £22,000), but it is
not designed to ensure that all people achieve the replacement rates they will on
average want.

■ We start with extensive voluntary pension provision. While we have pointed out in
this report that about one-sixth of present private pension saving is compulsory (i.e.
deriving from the contracted-out rebate) the converse is that five-sixths is voluntary.
And while Defined Benefit (DB) final-salary schemes are in decline, 3.6 million people
are still accruing new rights under private-sector DB schemes, and another 5 million in
the public sector.

■ Looking forward, our base case projections suggest that the NPSS may produce
additional pension savings of about of about 0.6% of GDP. But voluntary private
pension saving, even given the decline of DB schemes, is likely to account for a higher
percentage. (Our base case estimate is 3.1% [see Figure 6.39].)

It is therefore essential that the changes proposed are introduced in a way which does not
undermine existing voluntary pension provision and that we identify any other measures
required to maintain and encourage the voluntary system.

Preserving and encouraging 
the voluntary system:
opt-outs and tax relief 7



This chapter therefore considers:

1. Alternative provision from the national auto-enrolment scheme:

opt-out arrangements.

2. Tax relief as an incentive to employer and individual pension saving.

1. Alternative provision from the National Pension Savings
Scheme: opt-out arrangements

We have proposed that there should be a National Pension Savings Scheme

(NPSS) into which individuals are auto-enrolled, and while the precise level of

contributions will require further detailed consideration by government, we have

indicated that a minimum default contribution of about 8% (4% net contribution

from the employee, 1% tax relief plus 3% employer minimum contribution) is

likely to make sense. For the 9 million employees with earnings above the Primary

Threshold who are currently not members of an employer-based pension scheme,

this would clearly increase pension saving. But it would represent a lower level of

pension saving than that provided voluntarily under many existing schemes.

■ It would deliver significantly smaller pensions than those provided by 

almost all DB schemes, which typically have an underlying cost of around

20% of salary.

■ And we estimate that for nearly half of existing Defined Contribution (DC)

scheme members combined employer and employee contributions are in

excess of this indicated minimum level [Figure 7.1].

It will therefore be important to design detailed arrangements of the NPSS which

ensure that:

■ We do not disrupt existing attractive pension arrangements.

■ We minimise any dangers that there will be “levelling down” to the default

contribution level (for employees) or to the minimum compulsory matching

contribution (for employers).

Three specific issues need to be resolved:

(i)  Individual opt-out into non-saving or into individual pension

arrangements 

On this issue the way forward is clear. The principle of the auto-enrolment

scheme is that while people are strongly encouraged to participate, they can, if

they deliberately choose, opt-out. And there is no need for the technicalities of

opt-out (discussed in Chapter 10) to make a distinction between those opting-

out into no savings, and those opting-out into personal pension arrangements.
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Figure 7.1 Estimated distribution of combined employee and employer contribution rates in occupational DC

schemes adjusted for contracting-out
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Source: Estimates based on data from occupational pension schemes 2004, GAD 

Note: Results are not directly comparable to the data presented in the First Report.
GAD have been able to apply the contracting-out rebate adjustment at the respondent level rather than at the aggregate level which was
necessary previously.
A better response rate in the 2004 survey will also have affected the results.

(ii) Employer contributions to alternative schemes 

We are proposing that there should be a relatively modest level of

compulsory employer contributions (e.g. 3%) to the national auto-enrolment

scheme whenever an individual contributes. Clearly employers would be

completely free and would be encouraged to provide other additional pension

benefits. And clearly employees would be free to opt-out of auto-enrolment

into the NPSS and join an alternative employer pension scheme (or remain in

one of which they were already a member) if this gave better value. The issue

is whether employers should be allowed not to apply the NPSS auto-

enrolment procedures, instead auto-enrolling individuals into their own

schemes without giving employees the option of receiving a matching

employer contribution into the NPSS. There are two arguments against:

■ The first is administrative complexity. The more “opt-outs” are allowed, the

more complex the administration of the NPSS becomes.



■ The second relates to the problems of individual pension fund proliferation

during the course of working life. If an individual becomes a member of the

NPSS during employment with a specific company, and receives a

matching employer contribution, and then moves to another job, contract

proliferation is limited by requiring a new employer to make contributions

to the NPSS rather than to a pre-existing scheme.

The counter argument is that we should not interfere with existing good

quality pension provision, and in particular should not force companies

presently providing DB pensions to switch to a DC system, thus accelerating

still further the DB to DC shift.We believe that these arguments for allowing

employer opt-out are stronger, and that the arrangement shown in Figure 7.2

will be workable.

■ Employer opt-out would be possible into DB schemes. Any employer

providing DB benefits which, as assessed by the Government Actuary’s

Department (GAD), are worth more than the expected value of the default

contributions to the NPSS, would be free of the requirement to auto-enrol

any employees into the NPSS, provided they apply an auto-enrolment

mechanism within their DB scheme and provided all employees can join

that scheme. (Where auto-enrolment is applied only to a subset of

employees, other employees would still have to be auto-enrolled into the

NPSS.)  Almost all DB schemes would pass the contribution level element

of this test. We therefore anticipate that the proposed introduction of an

NPSS need have no adverse effect on existing DB provision.

■ Employer opt-out would also be possible into DC schemes if the

employer’s contribution is at least the same level or greater than the

minimum compulsory match in the NPSS, if the combined employer and

employee contribution exceeds the combined level in the NPSS (taking

into account the level of charges), and if auto-enrolment is applied.

Contract proliferation could be constrained by allowing anyone leaving

such an employer to request a fund transfer into the NPSS (the issue of

whether there should be any maximum limit to such transfer is considered

in Chapter 10 Section 2). Many but not all DC schemes will pass this

“superior contribution” test.

(iii)  Contributions above the default level to the NPSS

Our proposal is that there should be a default level of contributions into the

NPSS and a minimum level of employer contribution if the employee

contributes at the default level. Two issues then arise:

■ Whether contributions below this default level should be allowed (this is

discussed in Chapter 10).

■ Whether contributions above this level should be allowed, whether by

employees or employers.
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Figure 7.2 How employers could opt-out of the National Pension Savings Scheme

DB, DC or hybrid schemes could be eligible to opt-out of the NPSS if:

1. Overall benefits in/contributions to the scheme equal to or above NPSS levels

■ DB scheme benefits accrued by most members to exceed estimated default level NPSS benefits.

■ For DC scheme contributions:

– Employer contributions of at least the level of compulsory match in NPSS.

– Total employer and employer contributions, net of all costs and fees, at least at the level of default

contribution in NPSS (net of costs).

2. Auto-enrolment

■ To opt-out the company must either:

– auto-enroll all employees who would otherwise qualify for NPSS into the occupational scheme;

– or, if the occupational scheme has restricted access (e.g. a waiting period), the employer must

operate two schemes. Employees eligible to join occupational scheme must be auto-enrolled into it.

Employees not eligible for the occupational scheme must be auto-enrolled into the NPSS.
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Clearly any such “additional contributions” would be voluntary. An argument

against could however be made that allowing additional contributions might

tend to increase the likelihood of the wind-up of existing pension schemes.

We believe however that the arguments in favour are compelling, and that

the ability to make contributions above the default or minimum would reduce

the dangers of "levelling down", since it will enable employers as well as

employees to maintain generous pension contributions while, if they wish,

gaining the simplification benefits of concentrating pension provision within

the national scheme.

Given these arrangements, we believe it will be possible to introduce a NPSS

without interfering with existing voluntary pension arrangements, and that

many employers will continue to provide more extensive voluntary provision

than is required by the national minimum, whether via the maintenance of

existing schemes or through “above minimum” contributions to the national

scheme. One of the reasons why they should logically do so is that

remunerating people via pension contributions carries significant tax

advantages. The next section therefore considers whether any reforms are

appropriate to improve the effectiveness of tax relief, or to improve

understanding of its advantages.

2. Tax relief as an incentive to employer and individual
pension saving

This section makes four points:

(i) Tax relief and employers' National Insurance (NI) relief significantly

improve employers’ incentives to remunerate most employees through

pension contributions.

(ii) But the benefits of tax relief are poorly understood, unevenly distributed,

and the cost is significant. Proposals are often therefore made that the

system of pension tax relief should be significantly reformed.

(iii) Major reform would however create huge implementation complexities,

and it would be extremely difficult to get rid of some existing inequalities

without introducing others. We do not therefore recommend any reform

of the overall system of tax relief in the short term (e.g. next five years at

least). But a specific simplified tax regime to apply only to the NPSS

should be considered.

(iv) The primary focus of policy initiatives should be on ensuring that

individuals and employers are aware of the significant benefits of tax relief,

and on reducing the adverse impact of anticipated future means testing

which currently undermines the benefits of tax incentives for some lower

and middle income people.
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(i)  Tax and National Insurance relief improves incentives for pension

provision/saving 

Pension saving in the UK is significantly favoured by the tax and NI system.

The panel at the end of this chapter explains the current system of taxation

for pension savings and compares it with that which applies to Individual

Savings Accounts (ISAs) and to non-tax-advantaged saving. The overall effect

of this treatment for the median earner paying basic rate tax is illustrated in

Figure 7.3. Under reasonable assumptions their pension is increased by 8%

over that which could be obtained by saving out of post-tax earnings into an

ISA, and by 17% over that which could obtained if they saved out of post-tax

income into accounts subject to the normal rate of tax on investment

income. This 17% advantage versus the “normal” tax treatment arises from

three effects: the absence of tax on investment income during the

accumulation period: the fact that the lump sum is tax free: and the fact that

tax relief on contributions will for the average earner be at a marginal rate of

22%, while the pension received will in the case illustrated be taxed at an

average rate of 17% [Figure 7.4].

Such a person would however be even better off if she could persuade her

employer to make employer pension contributions on her behalf, reducing

cash wages but keeping the total labour cost to the employer unchanged.

Figure 7.5 illustrates that in this case she is 30% better off saving through a

pension than through an ISA, and 40% better off than saving in a non-tax

privileged form. This additional advantage arises because employer pension

contributions, unlike cash wages, are not liable to employer NI.

The economic rationale for a company voluntarily to provide pensions is

therefore that paying workers via pensions is far more tax-efficient than

paying them via cash wages. Figure 7.6 illustrates the very large impact of

this on the rate of return which people can receive on consumption foregone.

An average earner who could achieve a pre-tax real rate of return on savings

of 2.7% (across both the accumulation and decumulation phases) would,

if they saved outside an pension scheme, make a total net return of about 

1.6% real after taxes and charges and means-testing effect. If their employer

instead made a contribution into a pension scheme, and if both the total

labour cost to the employer was unchanged and the individual’s net pay after

pension contributions, tax and NI was unchanged, the same person could

achieve a post-tax real rate of return (across both the accumulation and

decumulation phases) of 3.2%. For anybody whose required rate of return on

saving was 3.2% or less, this lower cash wage but higher pension package

would be more attractive: and the employer would gain more recruitment and

retention advantage in the labour market for the same overall cost (if actual

and potential employees understood the trade-off).
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Figure 7.3 Impact of tax relief on retirement income: basic rate taxpayer
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Source: Pensions Commission analysis

Note: Assumes individual saves 15% of salary from age 25. Real rate of return is 3.5% and the Annual Management Charge is 1% during the
accumulation phase for all savings products. For more details on the modelling see Appendix F.

Figure 7.4 Breakdown of tax relief on retirement income: basic rate taxpayer
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Source: Pensions Commission analysis

Note: Assumes individual saves 15% of salary from age 25. Real rate of return is 3.5% and the Annual Management Charge is 1% during the
accumulation phase for all savings products. For more details on the modelling see Appendix F.
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Figure 7.5 Impact of salary sacrifice on retirement income: basic rate taxpayer
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Note: Assumes individual saves 15% of salary from age 25. Real rate of return is 3.5% and the AMC is 1% for all savings other than the employer
salary sacrifice pension and 0.5% in employer based pension. Salary sacrifice means that the individual takes a cut in gross pay so that take
home pay after tax, NI and pension contributions remains constant and the employer puts that pay and the relevant National Insurance
contributions into the pension fund as an employer contribution. For more details on the modelling see Appendix F.

Figure 7.6 Effective rate of return on non-pension and pension saving: basic rate taxpayer on salary 

sacrifice scheme
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Source: Pensions Commission analysis

Note: Assumes individual saves 15% of salary from age 25. Real rate of return is 3.5% and the Annual Management Charge is 0.5% during the
accumulation phase in other saving products. For more details on the modelling see Appendix F.
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(ii)  Tax relief benefits costly, unevenly distributed, and poorly understood

These important incentives to pension provision are however expensive. It is

therefore concerning that the benefits are not focused on those most in

danger of under saving, and are not well understood.

■ The total cost of pension tax relief is estimated by the HM Revenue 

and Customs (HMRC) at £12.3 billion per year. As the panel at the end

of the Chapter explains the calculation is complex and it is possible to

argue that the figure is an overstatement since it fails to reflect fully the

timing differences between tax relief given (on contributions) and tax

imposed (on benefits). But it is clear that the cost is significant, as it must

be since many people benefit in the fashion illustrated above. The cost of

employer NI relief meanwhile is about £6.8 billion given the current level

of employer pension contributions.

■ The benefits of this significant cost to the Exchequer are however

extremely unequally distributed, and do not flow primarily to those most

in danger of under-saving. Thus:

– Figure 7.7 illustrates the increase in pension resulting from the tax relief

system given reasonable assumptions about contributions and

investment return rates, at different levels of earnings during working

life. The precise slope of the overall effect line reflects the combination

of the three effects already mentioned: investment return tax relief; the

tax free lump sum; and the “tax rate step down effect” (i.e. the fact that

people generally pay a lower tax rate on pension income than the rate

at which their contributions were received, since their total income is

lower in retirement). The latter effect has a complex relationship to

rising earnings, first falling and then increasing as Figure 7.7 shows. This

pattern derives from the fact that the value of the “tax rate step down

effect” is determined by the difference between the marginal rate of tax

relief during working life and the marginal tax rate on private pension

income during retirement. As Figure 7.8 shows this difference first

diminishes with rising income, then rises once working life income goes

above the higher rate tax threshold, before then slowly declining again.

But the overall message is clear: the beneficial impact of tax relief on the

rates of return of savings is much higher for higher-rate taxpayers than

for basic rate or lower-rate taxpayers. And this is not simply because tax

relief undoes the higher detrimental effect on rates of return which

higher tax rates would impose on non-tax privileged saving: higher tax

rate payers can achieve through pension savings higher post-tax rates of

return than those enjoyed by basic-rate taxpayers [Figure 7.9].
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Figure 7.7 Impact of tax advantages across earnings bands
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Figure 7.8 Difference in tax rates during working life and retirement
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accumulation phase for all savings products. For more details on the modelling see Appendix F.
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Figure 7.9 The impact of tax and of tax relief on returns on investment
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Note: Assumes individual saves 15% of salary from age 25. Real rate of return is 3.5% and the annual management charge is 0.5% during the
accumulation phase. For more details on the modelling see Appendix F.



A New Pension Settlement for the Twenty-First Century

315

Figure 7.10 Effective rates of return on saving for someone who ends up on Pension Credit in retirement
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– Inevitably therefore, a large proportion of all tax relief (over 50%) is

received by the 12% of employees who pay higher rate tax. This focus of

some of the benefits of tax relief on higher-rate taxpayers could be

justified if in principle we favour a tax system based on expenditure tax

principles (i.e. one in which people are only taxed on consumption and

not on saved income or investment return). But if pension tax relief has

been introduced in order to achieve the social objective of encouraging

people to make adequate provision for retirement, it is clear that the

current skew towards higher-rate taxpayers is not optimal. The biggest

problems of pension under-saving lie not among higher earners but

among average and below average earners.

– It is moreover average and lower earners who are most likely to see the

beneficial effects of tax relief on pension saving returns offset by the

means-tested withdrawal of the Savings Credit. Thus for instance, as

Figure 7.10 demonstrates, it is possible that for a basic rate taxpayer in

working life, whose private pension income in retirement fell within the

Savings Credit thresholds, the combined effect of the tax relief and

means-testing can be negative, reducing the rate of return well below

that achievable in a zero tax and zero benefit environment. And while it

is true that for some lower income people at some stages of their life,

this effect may be in turn offset by the impact of the Working and Child

Tax Credit (which make some people effectively subject to a 59%

marginal tax rate, and thus able to receive 59% tax relief on pension

contributions) this is understood by a very few individuals and very few

financial advisers.

■ More generally indeed the potential benefits of tax relief on pension saving

are poorly understood. Surveys reveal that only a minority of either basic

rate taxpayers or higher rate taxpayers can correctly identify the tax relief

rate which they can receive and in many cases are already receiving. Both

categories of taxpayer tend to underestimate the scale of tax relief and

many people saving for a pension seem unaware of the benefits of the tax

free lump sum [Figure 7.11 and 7.12].
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Figure 7.11 What do you think is the level of tax relief you are personally entitled to receive on your 

pension contributions?

Source: Pensions and Savings Index, Survey 1 (Sept 2003), by YouGov for the ABI

Notes: Results are percentages of the relevant population.
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Figure 7.12 Was the option of the tax free lump sum an incentive to save into a pension for you?
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(iii)  Implementation complexities make major reform impractical

Pension tax relief is costly, poorly focused and not well understood.

Unsurprisingly therefore the Pensions Commission received many submissions

suggesting that it should be reformed to make its benefits both better

focussed and clearer. A common proposal was that tax relief should be at an

equal rate for everyone and therefore higher than at present for basic rate tax

payers and lower for higher rate tax payers. Some submissions also suggested

it could be recast as a government “matching contribution”. This would mean

that for all pension savers, up to some level of contributions, the tax benefit

would have the same percentage effect on the rate of return achieved. If the

present £12.3 billion spent on tax relief was recast in this fashion, and at

current levels of pension contribution, it would be possible to provide a

matching contribution of 43%.1

This proposal clearly has significant attractions in principle. It would improve

rational incentives to save via pensions (individually or via employer

contributions) for many lower income people who are currently accruing

inadequate pensions. It would also make these incentives much clearer;

people would be far more likely to understand the benefit offered. But our

analysis has suggested that there would be enormous difficulties in actually

implementing this principle.

■ The difficulties relate primarily to DB schemes. As the panel opposite

explains they arise because in a DB environment the true economic cost of

the pension rights accrued in any one year as a percentage of salary;

(i) varies hugely between individuals, reflecting both their lifetime average

earnings, their year-by-year salary progression and their life expectancy;

(ii) is not directly related to the level of cash contributions flowing into the

pension fund in each year; and (iii) is only currently calculated each year for

the fund members who are directors of public companies or who are close

to the annual limit. As a result any economically sound and fair

implementation of the principle of “an equal rate of tax relief at all earnings

levels” would require DB funds to make new calculations each year for all

members (about 9 million in total across the public and private sectors).

It would also require people who receive significant salary increases (for

instance on promotion) to pay in the relevant year additional taxes which

could significantly reduce their post-tax cash income.
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1 A pre-match contribution of £100 would attract a match of £43. This is equivalent to a 30%
rate of tax relief.
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The complexities of reforming tax relief in DB schemes

DB pension schemes accrue individual rights to future
pensions based on formulae linked either to final or
average salaries over the whole of working life.
Contributions are made by the employer and the
employee to keep the pension fund in balance, but the
contributions made in any one year do not bear any
necessary relationship to the value of the rights accrued
that year: for instance in the 1990s, combined employer
and employee contributions in many funds were far
below the value of the rights accrued. Contributions
made cannot, therefore, be used as the basis on which
to calculate the increase in value for the purpose of
calculating tax relief.

This does not create a problem for the operation of tax
relief as long as unlimited tax relief is granted at each
person’s marginal rate. No tax is payable on the
increase in the accrued value of the pension rights in
each year (which for most people is not calculated), but
even if we did calculate this increase, still no tax would
be payable, since all of the increase would be deductible
from taxable income. Nor does it create a problem in
limiting the total amount of tax relief given, which can
be limited in two ways:

(i) By limiting the salaries in respect to which it is
possible to accrue pension rights within a tax-
privileged pension scheme (this was the approach
taken for new members of DB pension schemes
under the post 1989 tax regime for pensions).

(ii) By limiting the total value of tax exempt pension
rights which can be accumulated. This requires
calculations for people later in life who have
accumulated significant pension rights and who may
be close to or over the limit, but it does not require
an accurate calculation for all employees.

It does, however, create a problem in applying a “single
rate of tax relief” to people of different marginal tax
rates each year. A single relief rate will be higher than
the individual’s marginal tax rate for some people, but
lower than the marginal tax rate for others. In the DC
environment this creates only small operational
complexities: employee contributions would effectively
be made out of post-tax earnings, with the tax relief

then given as a “government match”. Employer
contributions are, by their nature, paid out of pre-tax
earnings and they would either attract additional relief
(for people whose marginal tax rate is below the
unified matching rate) or attract some tax (for those
people whose marginal tax relief is above the single
matching rate).

Applying the same principle on a fair and equivalent
basis to the DB environment is however very complex.
It requires that the increase in the value of pension
rights accrued during the year is calculated not just for
a few high earners (for the purpose of remuneration
reports or to check that people have not exceeded the
annual limit on contributions) but in principle for all
employees. And it is not easy to design “rules of
thumb” which produce accurate approximations to the
correct figures. This is because the underlying value of
a steadily accruing DB pension right varies hugely
according to an individual’s salary progression.
Someone who joins an organisation promoting a final
salary scheme who starts on £15,000 per annum and
remains at that relative earnings level through working
life, receives a benefit worth around 15% of annual
salary. Someone who progresses steadily to the top of
the organisation, ending with a salary of say £150,000,
enjoys a benefit worth about 30% of annual salary.
Allowing for this in a precise rather than a rule of
thumb fashion would however be administratively very
complex. And it could require that some individuals
who received major salary increases in a particular
year would have to pay very high tax rates as a
percentage of their cash remuneration.

It is these complexities which led the Inland Revenue
(now HMRC) in the course of its recent analysis of 
tax simplification options to conclude that the only 
way of unifying and making more equitable the tax
treatment of DB and DC pensions, was through a 
limit that applies to the total aggregate sum
accumulated, are increasing significantly the annual
limits on contributions. The same logic however
suggests that introducing a unified tax relief rate
would be extremely complex as long as a significant
element of DB provision remains in the system.
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■ The pension tax relief system has developed in ways which respond to these

difficulties. Originally, prior to 1989, there were no limits on the salary in

respect to which you could accure DB rights, or out of which you could

make DC contributions which enjoyed tax relief. When limits on relevant

earnings were introduced in 1989, these took two different forms (though

with several sub-variants for different forms of DC schemes). For DC funds,

they limited the value of contributions that could receive tax relief in any

one year: for DB funds they limited the salary in respect to which future

pensions could be accrued on a tax relieved basis. This distinction reflected

the fact that while the level of contributions is a known fact in a DC

scheme, the value of rights accrued each year is not a known fact in the 

DB case. And it was a feasible distinction because tax relief was given at

each person’s marginal rate. If a single rate of relief had been applied,

“implicit contributions” would have had to be calculated for members 

of DB schemes.

■ This system however had the disadvantages that it was potentially unfair in

its different treatment of DB and DC schemes, and that the existence of

multiple different tax regimes increased complexity and made it more

difficult for people to aggregate different pension rights earned under

different schemes and tax regimes. A major tax simplification is therefore

now being introduced which unifies the treatment of DB and DC schemes

(and of all the different types of DC scheme) placing the key limit not on

contributions nor on relevant salary, but on the capital sum accumulated

(which in turn determines the pension likely to arise in retirement). The

Pensions Commission’s analysis has led us to agree that focusing on the

tax relievable capital accumulated is the simplest approach to limiting tax

relief in a way which treats all schemes in an equivalent fashion. While it

does require some calculations of the value of DB rights accumulated in

any year, it limits the number of those calculations, since they will only be

required for people with significant accumulated funds. This new system,

moreover, is being introduced at considerable implementation cost in April

2006: very strong arguments in favour of a clearly feasible alternative

would be required to justify a further change in the foreseeable future.
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■ No such feasible alternative has been suggested to us which could cover

both DB and DC schemes, and it would not be reasonable to introduce a

new "unified rate" system for DC schemes alone, since this would

disadvantage higher rate tax payers in DC schemes versus those in DB

schemes, at a time when one of the key features of the present

environment is the huge advantage that DB scheme members (at all

earnings levels) already enjoy over people in DC schemes.

The Pensions Commission has therefore reached the conclusion that major

reform of the tax relief system along the “equal rate of tax relief” principle is

simply not practical in the near future and as long as DB plays a major role

within the system, whether in the private or public sector. The chosen system

for constraining the total level of tax relief which people can enjoy is and will

be in the near future the final capital sum system, with the cap currently set

at £1.6 million (rising to £1.8 million in 2010).

That implies that the only practical way to limit tax relief to higher earners in

order to redistribute it to lower earners, would be to reduce the value of the

£1.8 million limit, either relative to earnings (by price indexing it rather than

earnings indexing it) or in real terms (by leaving it fixed in nominal value).



Present government plans are to review the limit every five years. If the limit

is linked to prices this will very slowly over time erode its value relative to

average earnings, and thus in the very long term reduce the effective tax relief

available to some high earners. The pace at which this occurs will however be

extremely slow, and it is possible that tax relief to high earners will increase in

the short term, as the new arrangements make it easier for people to utilise

to the full the tax reliefs potentially available to them [Figure 7.13]. Over the

long term further scope for rebalancing tax relief in favour of lower income

earners could be created, if for instance the £1.8 million cap was fixed in

nominal terms for a number of years. But any improvements in the pensions

tax treatment of lower earners over the medium term (say up to 10 years)

would entail net cost to the Exchequer and their effectiveness in stimulating

pensions savings would therefore have to be assessed relative to the

alternative of higher public expenditure on state pensions.

There may however be scope to introduce a simplified tax regime within the

National Pension Savings Scheme, while leaving the tax regime for all other

pension saving unchanged. The feasibility of such a scheme specific tax

regime is analysed in Chapter 10 Section 9. Whether or not such a scheme

specific arrangement is possible, the tax relief required for the NPSS should

mirror the approach currently used for Stakeholder Pensions, which ensures

that starting rate (i.e. 10%) tax payers, and the economically inactive can

attract tax relief on pensions contributions at the basic rate of 22%.

(iv)  Improving understanding of existing tax and NI reliefs: reducing the

impact of means-testing

Since radical simplification of the tax treatment of pensions is not feasible,

the key priorities are instead to ensure that people and companies are more

aware of the benefits which already exist.

The launch of the NPSS will in itself create a natural opportunity for that

communication. Publicity around the launch and communication with

employers and with individual members should make plain the significant

impact which the combination of tax relief and the compulsory matching

employer contribution will have on the returns achieved on fund investment.

This communication will only be effective, however, if simultaneous steps are

being taken, as described in Chapter 6, to ensure that the future evolution of

the state system entails less means-testing than would apply if current

indexation arrangements continued. Without these steps, the benefits of tax

relief (and of the matching employer contribution) will for some people be

offset by the impact of means-testing which Figure 7.10 demonstrated.
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Figure 7.13 “A” Day tax simplification

From April 2006 the eight existing tax regimes will be unified into one regime with the following key features:

Two key limits within the system

■ Annual allowance: pension contributions are limited to £215,000 per year (up to 100% of annual earnings).

In DB schemes the contribution is measured as the increase in capital value of DB rights (on a simplified basis).

■ Lifetime allowance: limits the accumulation of tax advantaged pension saving. The limit is £1.6 million at

introduction in 2006 increasing to £1.8 million in 2010. Funds above this limit will be subject to taxation on

withdrawal to reclaim the excess tax relief given.

Greater flexibility in investment

■ Investment allowed in most categories of assets (through Self Invested Personal Pensions), including residential

property, although subject to limits on borrowing.

Single set of rules in payment

■ Allowing scheme members to take a tax-free lump sum of as much as 25% of their pension fund up to the 

value of the lifetime allowance, subject to the rules of their scheme.

■ Flexible retirement: allowing those people in occupational pension schemes, where the scheme rules allow it,

to continue working whilst drawing retirement benefits. The minimum pension age is being raised from 

50 to 55 years by 2010.

Impact of the new regime

■ Individuals will be able to save more flexibly for retirement. For instance people will be able to save in ISAs 

and then transfer relatively large amounts into their pension once they are confident that they no longer 

need access to it prior to retirement, gaining tax relief at the time of transfer.

■ Individuals will also be able to move from work into retirement with greater flexibility. Subject to occupational

pension scheme rules, individuals will be able to work for the same employer while drawing some of their pension.

This should facilitate and encourage phased retirements.

■ The overall impact on pensions contributions is unpredictable. But it is possible that greater flexibility may 

result in some people being able to increase the proportion of their saving which accrues within a pension 

scheme and this may increase the total cost of tax relief.
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How tax relief on pensions works, compared to other methods 
of saving

The overall impact of a tax relief regime results from the
tax treatment of initial contributions, of investment
income during the accumulation stage, and of income in
the withdrawal stage. Figure 7.14 shows how pensions
are currently treated in the UK compared to other
forms of saving.

The overall pattern is that while non-tax advantaged
savings are TTE in form (i.e. are made out of taxed
income, with the investment return taxed, but with
withdrawal of income not subject to tax) ISA's are TEE
and pensions are EEt (the small t representing the fact
that withdrawals are not 100% taxed due to the 25%
tax free lump sum).

Pension contributions made by individual employees,
are effectively paid out of pre-tax (but post-National
Insurance) salary. Compared with the non-tax
advantaged savings route, or the ISA route, tax relief is
therefore received at the individual’s marginal tax rate.
There are differences in the administrative mechanisms
by which this effect is achieved as between
occupational and personal pensions but the net effect 
is the same.

Employer pension contributions, however, are further
advantaged by the fact that National Insurance (NI)
(either employer NI or employee NI) is not payable on
them. This means that employer contributions are
always more tax and NI efficient than employee
contributions. This creates the economic rationale for
“salary sacrifice” schemes. If the total net cost to the
employer is unchanged, paying someone via employer
pension contributions can result in the contributions
entering the pension fund being 20% higher than 
they would be if a higher cash salary was paid and 
the individual made an employee contribution into a
pension or 40% if into non-tax advantaged saving.

Investment income within a pension fund, whether it
takes the form of interest income, dividend income,
or capital gain, is not subject to either Income Tax or
Capital Gains Tax. Return on investment, is however,
subject to taxation at the business level (Corporation
Tax). Prior to 1997, this business level taxation was
partially offset by the fact the tax treatment of 
dividend income treated Corporation Tax payments in
part as pre-payments of personal Income Tax, with
pension funds not only exempt from taxation on
dividend income but receiving an Income Tax credit.

Figure 7.14 Tax treatment of different savings vehicles

Pension ISA Non-tax advantaged

Contributions Exempt from Income Tax Made from taxed income Made from taxed income

Investment Exempt from Income Exempt from Income and Subject to Income Tax 

and Capital Gains Tax Capital Gains Tax and Capital Gains Tax

Withdrawal Subject to Income Tax, Exempt from Income and Exempt from Income and 

apart from tax free lump Capital Gains Tax Capital Gains Tax

sum of 25% of fund
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The post-1997 regime, however, still leaves investment
income within pension funds more favourably treated
than investment income received in a non-tax
advantaged saving vehicle. ISAs also enjoy the
equivalent advantage.

Pension income, unlike income from non-tax
advantaged saving vehicles, or from ISAs, is primarily
taxed at the individual’s marginal tax rate in retirement,
except for the benefit of a 25% tax-free lump sum.

If it were not for this tax free lump sum in retirement
and if an individual faced the same marginal tax rate in
retirement as in working life, the more favourable
treatment of pensions contributions and the less
favourable treatment of pension income (compared
with the non-tax advantaged and ISA routes) would
cancel each other out, leaving no net advantage to
pension saving.

The advantage of pension savings, therefore derives
from three effects in the case of employee contributions
and four if employer contributions are made.

■ The benefit of the tax-free lump sum. This is a
benefit both against non-tax advantaged savings,
and against ISAs.

■ The benefit of the tax exemption of investment
income. This is an advantage which both pension
funds and ISAs enjoy against the non-tax 
advantaged vehicles.

■ The benefit of the fact that an individual may have 
a lower marginal tax rate on pension income in
retirement than they paid during working life and
therefore received as tax relief on contributions.
This is an advantage against both ISAs and non-tax
advantaged saving.

■ And in the case of employer contributions but not
employee contributions, the benefit of relief on the
National Insurance payments.

How much does tax relief on pensions cost?

HMRC estimates of the cost of tax relief in 2004/05 are
set out in Figure 7.15

The investment income of funds measured is interest
and rent payments, the exemption from capital gains
tax is not calculated due to difficulties in identifying 
the counter-factual as the level of Capital Gains Tax
depends on the length of time the asset was held and
whether people have capital gains in excess of their tax
free allowance.

The calculation is done on a cash flow basis, i.e. taxes
paid on pensions received this year are deducted from
tax relief granted on contributions. This could either
under or over estimate the long-term underlying cost 
of tax relief, depending on the relationship between
current contributions and current private pensions,
and their long-term average levels.

In addition there is the cost of the National Insurance
relief on employers’ contributions; this is estimated to
be £6,800 million or 0.6% GDP in 2004/05. Therefore
the total cost of the tax relief on pensions on a cash
flow basis is 1.6% of GDP in 2004/05.
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Figure 7.15 Costs of tax relief in 2004/05

£ million 2004/05 Percentage of 

GDP 2004/05

Employee contributions 4770 0.4%

Employer contributions 12,160 1.0%

Contributions by the self-employed 850 0.1%

NI rebates to Approved Personal Pensions 214 0.0%

Investment income of funds 2,600 0.2%

Lump sum payments from unfunded schemes 300 0.0%

Total relief 20,894 1.8%

Tax on pension payments 8,600 0.7%

Tax on refunds to employers from surplus 23 0.0%

Net cost of tax relief 12,300 1.0%

Source: HMRC


