Title:
Increase in employee contributions to the NHS Pension Scheme ImpaCt Assessment (IA)

from 1 April 2014 (Year 3 of a three year change stemming from .
the SR 2010) Date: 21/02/2014

Stage: Final

IA No: 8057 Source of intervention: Domestic

Lead department or agency: Type of measure: Secondary legislation

Department of Health Contact for enquiries:
NHS Pension Policy Team,
Other departments or agencies: 2W09 Quarry House, Quarry Hill,
Welsh Assembly Government Leeds, LS2 7UE
Summary: Intervention and Options RPC Opinion: Not Applicable

Cost of Preferred (or more likely) Option

Total Net Present Business Net Net cost to business per | In scope of One-In, Measure qualifies as
Value Present Value | year (EANCB on 2009 prices) One-Out?

£0m £0m £0m No Zero Net Cost

What is the problem under consideration? Why is government intervention necessary?

Deciding how to best to implement the third of three successive years of employee contributions for
members of the NHS Pension Scheme for England & Wales with effect from 1 April 2014. This is a
requirement to deliver savings by raising employee contributions in 2014-15. In the Spending Review 2010,
the Government announced that an additional £2.8 billion would be raised from employee contributions
across public service pension schemes by 2014-15. This is to address rising costs of life expectancy, with
increases to be staged over three years. The Department is therefore required to develop and implement an
approach to applying the third year of increases.

What are the policy objectives and the intended effects?

Each public service pension scheme is required to deliver savings equivalent to an average increase of
3.2% in employee contributions by 2014-15. Active members of the NHS Pension Scheme for England &
Wales are therefore affected. The Government established three principles that Departments are expected
to follow in designing how to apply the increases to individual schemes - protect the low paid, apply
increases progressively, and limit the level of opt-out that higher contribution rates may generate. The third
year of increases are to be effective from 1 April 2014.

What policy options have been considered, including any alternatives to regulation? Please justify preferred
option (further details in Evidence Base)

In year 1 (2012-13) an initial DH proposal and an NHS Employers proposal received during consultation
was considered against a do-nothing option. The NHS Employers proposal was adopted as it was
demonstrated to be more progressive. This was valued for equality reasons and to minimise the risk of
affordability-driven opt outs from the pension scheme. This year's proposal, as with last year’s, reflects the
same objectives around progressiveness and minimising opt-outs and has been developed in conjunction
with the Technical Advisory Group. During this process the presented option was adopted as the preferred
option as it extends the option that was evaluated as preferred in years 1 and 2, and has in retrospect been
considered a success. It is considered appropriately progressive and has not created opt-out concerns
(which have been monitored using Electronic Staff Record and NHS BSA data).

Will the policy be reviewed? It will not be reviewed. If applicable, set review date: N/A Month/Year

Does implementation go beyond minimum EU requirements? N/A

Are any of these organisations in scope? If Micros not Micro <20 Small Medium | Large
exempted set out reason in Evidence Base. No No No No No
What is the CO, equivalent change in greenhouse gas emissions? Traded: Non-traded:
(Million tonnes CO, equivalent) 0 0

I have read the Impact Assessment and | am satisfied that, given the available evidence, it represents a
reasonable view of the likely costs, benefits and impact of the leading options.

Signed by the responsible Minister: Dan Poulter Date:  04/03/2014




Summary: Analysis & Evidence

Policy Option 1

Description:

FULL ECONOMIC ASSESSMENT
Price Base | PV Base Time Period Net Benefit (Present Value (PV)) (£m)
Year Year Years Low: Optional High: Optional Best Estimate: 0
COSTS (£m) Total Transition Average Annual Total Cost

(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)

Low Optional Optional Optional
High Optional Optional Optional
Best Estimate 0 0 0

Description and scale of key monetised costs by ‘main affected groups’

In terms of the cash flows, increased contributions from pension scheme members (cost) will equal the
increased revenue that HM Treasury receives (negative cost) by same amount — so the net effect is zero

Other key non-monetised costs by ‘main affected groups’

e Changes necessary to administration of contribution collection — this will be minimal

e The effect of pushing pension scheme members into poverty — this should be modest because of the
protection for the low paid

e Effects on recruitment and retention — these should be small since NHS pay and reward will remain
attractive compared with market competitors

e There may be some effect of members leaving the scheme and consequently an impact on social
security; again this is neutral in terms of the cash flow (government pays out, individuals receive)
although may result in hardship

e Reduction in cost of additional borrowing by central government to fund pensions — much of this would
be matched by the loss of opportunity for UK investors purchasing (e.g. UK gilts)

BENEFITS (£m) Total Transition Average Annual Total Benefit

(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low Optional Optional Optional
High Optional Optional Optional
Best Estimate 0 0 0

Description and scale of key monetised benefits by ‘main affected groups’
All benefits have been treated as negative costs in the above

honoured

Other key non-monetised benefits by ‘main affected groups’
e Protection for low earners from an increase — negating impact on lower income households and
avoiding further opt-out from scheme amongst this group

e Assurance from HM Treasury that pension benefits built up in existing pension schemes will be

normal pension age

Key assumptions/sensitivities/risks
The pension benefits accrued by scheme members remain the same. There is no change in accrual rate or

Discount rate (%) N/A

BUSINESS ASSESSMENT (Option 1)

Costs: 0

Direct impact on business (Equivalent Annual) £m: 0
‘ Benefits: 0

Net: 0

No

In scope of OI0O?

Measure qualifies as
Zero net cost




Approach

The approach to the economic assessment of the options has been guided by HM Treasury’s ‘Green
Book’ on Appraisal and Evaluation in Central Government. The following points should be noted:

The issue concerns determining how the NHS Pension Scheme would meet an existing
requirement to deliver savings by raising employee contributions in 2014-15. The Government
had announced in the 2010 Spending Review that savings from increasing employee
contributions in each public service pension scheme (except the Armed Forces) would be sought
over three years to 2014-15. This is why it is not proposed that this policy be reviewed; as it
covers a finite one year period in advance of the introduction of a new pension scheme from 1%
April 2015.

The options considered concern changes to the cash flow between pension scheme members
and the Exchequer. There are no goods or services provided, other than the pension benefits
which are the same in all options. This therefore falls into the Green Book categories of being
‘transfer payments’ which ‘do not give rise to direct economic costs’. This is why the net present
value for all options is zero.

Showing the increased contributions as a cost and the increased receipts to the Exchequer as a
benefit would have required insertion of equal numbers, which subsequently cancelled each
other out in the net benefit calculation. This would have been an unnecessary complication so the
rule of proportionality has been applied, with the increased receipts being considered as a
negative cost.



Evidence Base

Problem under consideration

Context

The Government announced in the 2010 Spending Review that public sector workers would be asked to
contribute more towards their pensions. The Spending Review set out plans for savings across all public
service pension schemes of £2.8 billion per year (including £1bn planned by the previous Government)
to be realised by 2014-15. As part of this, the NHS Pension Scheme is required to provide £1.2 billion in
savings, given the size of its membership relative to other public service pension schemes.

To achieve these targets, each public service pension scheme is required to deliver savings equivalent
to an average increase of 3.2 percentage points in employee contributions staged over three years from
2012-13 to 2014-15.

Issue

Deciding how to achieve the required increases in employee contributions with effect from 1
April 2014

In year 1 we considered an initial DH proposal and an NHS Employers proposal received during
consultation against a do-nothing option. The NHS Employers proposal was adopted as it was
demonstrated to be more progressive. This was valued for equity reasons and to minimise the risk of
affordability driven opt outs from the pension scheme.

This year's proposal, as in years 1 and 2, reflects the same objectives around progressiveness and
minimising opt-outs and has been developed in conjunction with the Technical Advisory Group. This
Group considers in detail the technical aspects of how the scheme operates and the impact on
members. During this process the presented option was adopted as the preferred option as it extends
the option that was evaluated as preferred last year and has in retrospect been considered a success. It
is considered appropriately progressive and has not created opt-out concerns (which have been
monitoring using Electronic Staff Record and NHS BSA data). More details of the progressive impact of
the proposal and the information considered by the Technical Advisory Group is considered below.

Rationale for intervention

Expenditure on public service pensions over the last decade has increased by a third to £32bn. The
costs of pensions are increasing as people live much longer than previous generations — the average 60
year old is living ten years longer now than they did in the 1970s. More of people’s lives are now being
spent in retirement — between 40 to 45% of adult life compared with around 30% for pensioners in the
1950s. Pensions are therefore in payment for longer.

These additional costs have generally fallen to the taxpayer to underwrite. The view of the Government
is that this is unfair and unaffordable. There needs to be a fairer balance between what employees pay
and what other taxpayers contribute towards a public service pension. As an employer, the NHS
currently contributes 14% towards pensions, whilst employees contribute an average of 6.5%.

The Government therefore asked the Independent Public Service Pensions Commission (IPSPC)
chaired by Lord Hutton to consider the case for delivering savings on public service pensions within the
current spending review period. The Commission concluded in its Interim Report (7 October 2010) that it
would be more effective to increase member contributions rather than alter the level and range of
benefits provided by pension schemes.

The Government therefore announced in the 2010 Spending Review that public sector workers would be
asked to contribute more for their pensions. The Spending Review set out plans for savings of £2.8
billion per year (including £1bn planned by the previous Government) to be realised by 2014-15. Each
public service pension scheme is required to deliver savings equivalent to an average increase of 3.2
percentage points in employee contributions over the same period.

4



Within this context, the Department of Health and a representative from the Welsh Government have
been discussing the approach to increasing the level of contributions made by members of the NHS
Pension Scheme towards their pension in 2014-15.

Policy objective

The Chief Secretary to the Treasury issued a Written Ministerial Statement on 19 July 2011 that
confirmed the Government’s intention, further to the IPSPC conclusions, to propose and consult on
scheme-specific approaches to raising the first year savings of £1.2 billion across all public service
pension schemes through increasing employee contributions with effect from 1 April 2012.

This would be led by the respective Departments who have responsibility for individual pension
schemes, such as the NHS Pension Scheme. Further increases in 2013-14 and 2014-15 necessary to
deliver the remainder of the £2.8 billion savings would be subject to discussion with Trade Unions.

The Government set out a series of parameters for Departments to follow in developing their preferred
approach to achieving the required savings by increasing contributions:

® no increases for the lowest paid;

e additional protection for those earning under £21k;

e restricting overall increases to a maximum of 1.5%, and a maximum increase of 6%.

The intention of this is to reduce the likelihood of staff opting out of the NHS Pension Scheme. Staff who
opt out are predominantly lower paid. The progressive rate of contributions also reflects the fact that
higher rate taxpayers get 40% tax relief on contributions not 20% and that Lord Hutton found that the
highest earners in final salary schemes often get twice as much pension for every pound of
contributions, than the lowest paid.

Within these parameters, the Department has flexibility to propose how the increases should be
distributed across NHS Pension Scheme members relative to their income levels.

Main affected group

The group affected by this policy are members of the NHS Pension Scheme, earning more than £15,431
full-time equivalent per annum from 1 April 2014. The increases for 2014/15 range from nothing for
those earning up to just over £15,431, 0.3% for those earning up to £49.472 and the maximum of 1.2%
for those earning £49,473 or higher. This will mean that gross contribution rates will range from 5% for
the lowest paid, 9.3% for middle earners and 14.5% for the highest paid. However, after tax relief, net
contribution rates range from 4% for the lowest paid, 7.5% for middle earners and 8.7% for the highest
earners.

The NHS Pension Scheme is a statutory, occupational scheme; both members and their NHS employers
are generally required to pay a contribution to cover the cost of paying benefits.

Membership of the Scheme is not compulsory. Persons who are eligible to join the scheme are:

Staff directly employed by the NHS,

Self employed General, Dental and Ophthalmic Practitioners,

General Medical Practice Staff, and

Staff of organisations that are granted access to the NHS Pension Scheme via a Direction by the
Secretary of State, for example, staff working in hospices, social enterprises and other third
sector organisations providing health care.

The Scheme currently has approximately 1.3 million active members who already pay a range of
contributions to the pension scheme according to the level of their full-time equivalent pensionable pay.

Description of options considered

As part of Government spending plans (Spending Review 2010), HM Treasury announced the
requirement to raise £2.8 billion (including £1bn planned by the previous Government) from increasing
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employee contributions across public service pension schemes by 2014-15. This means that the ‘do
nothing’ option is unavailable.

The design parameters described in the policy objectives section above reflect the Government’s
commitment to protect the lower paid. This means that increases should be applied progressively, so
that the higher paid contribute at a higher rate.

The Independent Public Service Pensions Commission concluded in its interim report (7 October 2010)
that in final salary schemes, which still dominate the public service pension landscape, high flyers tend to
do better from schemes:

“Final salary schemes are often criticised on the basis that high flyers (those people who receive late
promotions or large increases in salaries) receive far higher effective pension benefits than those who have
few or no salary increases. Final salary schemes can reinforce lifetime income inequality between members,
since in addition to higher salaries during working life, they can receive a pension that is a higher proportion of
pension contributions than low flyers. High flyers can receive almost twice as much in pension payments per
pound of employee contribution than do low flyers. In addition, evidence on life expectancy suggests that high
flyers can expect to live for longer and therefore receive pension payments over a longer period.”

It is for this reason that the NHS Pension Scheme introduced tiered contributions from April 2008. This
based contribution rates on the full-time equivalent (FTE) pensionable income of a member. When
moving to the year one of increased employee pension contributions, the Department considered that
increasing the number of tiers from four to seven allowed for better mitigation of the effect of ‘cliff edges’
as members move between paybands as a result of pay progression. It also allowed a starting band of
‘up to £15,278’ (for year 3, up to £15,431) to be created in order to achieve the Government design
parameter for protection of low paid staff.

As such, the Technical Advisory Group adopted the presented option as the preferred option as it
extends the option that was evaluated as preferred last year and has in retrospect been considered a
success. It is considered appropriately progressive and has not created opt-out concerns.

Option 1

Table A presents estimates from the Government Actuary’s Department as to the number of NHS
Pension Scheme members in each of the contribution rate tiers, based upon active membership data as
at 31 March 2008, and for comparison, as at 31 March 2012. There have been changes in the numbers
of active scheme members at both the lower and higher ends of the pay scales. The Department
believes that taxation policy may explain the difference at the highest point of the pay scale. At the lower
end of the pay scales it is believed that exempting staff earning below £21,000 from the pay freeze has
led to some “pay creep”, meaning that active members have shifted upwards through the paybands. This
is borne out by the fact that numbers in the middle tiers have increased.

Table A: Estimated number of scheme members in each pay band

Full Time Equivalent | Estimated no. of scheme | Full Time Equivalent Estimated no. of scheme

pensionable pay members by ‘000 pensionable pay members by ‘000

(31 March 2008) (31 March 2008) (31 March 2012) (31 March 2012)
Up to £15,278 110 Up to £15,431 83
£15,278 to £21,175 320 £15,432 to £21,387 295
£21,176 to £26,557 200 £21,388 to £26,823 222
£26,558 to £48,982 540 £26,824 t0 £49,472 571
£48,983 to £69,931 55 £49,473 to £70,630 64
£69,932t0 £110,273 60 £70,631 t0 £111,376 55
Over £111,273 35 Over £111,376 17

The following Table B illustrates the effect of tax relief on the level of contributions individuals would
actually pay based on the proposal.




Table B: Proposed increases in contribution rates (net of tax relief)

Full-time pay 2013/14 2014/15 Contribution
contribution contribution increase
net of tax net of tax relief (percentage
relief points) net of
tax relief
£15,000 4.00% 4.00% 0
£20,000 4.24% 4.48% 0.24%
£25,000 5.44% 5.68% 0.24%
£30,000 7.20% 7.44% 0.24%
£40,000 7.20% 7.44% 0.24%
£60,000 6.78% 7.50% 0.72%
£80,000 7.38% 8.10% 0.72%
£130,000 7.98% 8.70% 0.72%

Table C below shows the impact of the year 3 increase in terms of the increased monthly cost to
members based on their full-time salary.

Table C: Additional cost to members

Full-time pay Additional cost
(£ per month)
£15,000 0
£20,000 4
£25,000 5
£30,000 6
£40,000 8
£60,000 36
£80,000 48
£130,000 78

A detailed Equality Analysis has been prepared (available via the Department’s website —
www.dh.gov.uk). That evidence is based on analysis of the active membership data provided for NHS
Pension Scheme valuation as at 31 March 2008 which has been uprated in the same way as for
valuation purposes to take account of incomplete data. In addition, the Technical Advisory Group
including representatives from the Department of Health, Trades Unions, NHS Employers and HM
Treasury have been reviewing the available opt-out data from the Electronic Staff Register and the NHS
Pension Scheme administrator, BSA. A full copy of the opt-out reports for data up to May/July 2013, are
attached at Annex A and B. The Governance Group and Technical Advisory Group will continue to
monitor the opt-out data as it becomes available. The Equality monitoring covers gender, part-time/whole
time, age, race, disability, sexual orientation, religion or belief, gender reassignment (including
transgender). The analysis concludes that the proposals to increase member contributions for year 3 do
not give rise to equality issues.
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2. Purpose

The purpose of this document is to demonstrate management information available about those
members who opt-out of the NHS Pension Scheme.

3. Background and scope

Every employee who is eligible to join the NHS Pension Scheme is automatically
enrolled and becomes a member unless they opt-out. A member may opt-out of the
NHS Pension Scheme at any time.

NHSBSA Pensions is currently able to produce very little management information
about those employees who opt-out of the NHS Pension Scheme within the first pay
period of employment and therefore never become members. This is largely due to
the fact that the form to opt-out (SD502) only records the decision to opt-out and this
is the only information received by NHSBSA Pensions for employees who opt-out on
commencement of employment. The information concerning this group is therefore
currently restricted to the volume of opt-out forms received.

NHSBSA Pensions does not collect or hold any information concerning a member’s
reason for opting-out.

Where an employee opts-out of the NHS Pension Scheme after the first pay period
they become a member of the NHS Pension Scheme. NHSBSA Pensions therefore
holds much more reportable information about this group.

4. Context

In order to put the opt-out management information into context, some management
information about the scheme membership is included. Whilst the management
information about opt-out is useful in its own right it is important to view it in the
context of the scheme to aid correct interpretation of the data. For example the opt-
out information shows the majority of members who opt-out fall into two job types
and therefore one may conclude that the high incidence of opt-out may be due to job
type. However, when viewed in context of the scheme it can be seen that the opt-
outs correlate to the scheme job type profile and a higher number of opt-outs would
be expected in the job types with the higher population of members.
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5. Timeliness of reports

The information at point 5 Opt out Forms Received is generally available within one
week of the end of the previous month. No further analysis is carried out on these
forms and it is most important to note that the figures show only the numbers of
forms received by the NHSBSA in each month. Many of those forms will have been
signed in earlier months; the NHSBSA has no control over when employers submit
these. Nevertheless, the report is an indicator of the level of opt-out activity. (Note
that historical information is held for several years. This will be provided as soon as it
has been extracted.)

Every person who opts out of the NHS pension scheme must complete one of these
forms, so these figures are a true record of the total number of opt-outs, including
those in the first pay period. This is particularly significant because those who opt out
in the first pay period, in other words before receiving their first pay, do not appear
on the NHSBSA database as a scheme member. Therefore these people do not
appear in any of the other analyses.

The analyses at point 6 Opt out Analysis show only scheme members who have
opted out and exclude new employees who opted out in their first pay period. The
information is submitted by employers through ESR or Pensions Online and the time
lag for receipt is up to six weeks. This is outside NHSBSA control. Additionally, many
opt-outs are processed retrospectively by employers, meaning that the true number
for a given month will only be known some time later.

For example, people opting out of the scheme in April 2012 might have their
paperwork processed by their employers in April, May or June. The opt-out
paperwork, ESR or Pensions Online notification could arrive at the NHSBSA in April,
May, June or July. Assuming that reports are generated every month, the numbers
of opt-outs shown for April will increase each time. The picture will become
progressively more complete, but we would not expect to see a fuller picture for April
until July or even August.
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