
Not only is there an entirely new state pension system 

coming soon, but a central feature since 1978, contracting 

out, will disappear.  Sponsors of contracted out schemes 

have only two years to plan for and implement this.   There 

are also a number of other significant legislative changes.

This guide, published shortly after the Pensions Act 

received Royal Assent, sets out and comments on the 

Act’s key provisions, with the aim of assisting trustees, 

employers and scheme managers when considering 

their pensions goals over what is likely to be a period of 

significant change.

The Pensions Act 2014 
is radical legislation that 
transforms the pensions 
landscape.  
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Single-tier state pension

Reform of the state pension system is at the heart 

of the Act; which is necessary as several decades 

of policy change have combined to create the 

complicated state pension system currently in place 

in the UK.  For those reaching State Pension Age 

(SPA) on or after 6 April 2016, the Act provides for 

the replacement of the current two-component 

state retirement pension (basic state pension (BSP) 

and additional state pension (SERPS/S2P)) by a 

single-tier state pension which is officially called the 

“state pension”.  This pension will be set above the 

basic level of means-tested support  

(£148.35 pw for a single pensioner in 2014/15), 

but the precise level will be dependent on “fiscal 

conditions around implementation”.

Those whose SPA falls before 6 April 2016 will 

be unaffected, retaining their state pension 

entitlements as the system currently stands.

Although the single tier pension is a significant 

increase on the current BSP (£113.10 per week in 

2014/15), it is being financed to a large degree 

through it subsuming S2P and the savings element 

of the pension credit, both of which come to an end 

for those reaching SPA on or after 6 April 2016, as 

well as the increased national insurance contribution 

(NIC) inflow as a result of the ending of contracting 

out.

The single tier pension will accrue through the 

payment of 35 years of NICs or equivalent credits; a 

minimum of 10 such years will be required to accrue 

any pension. The single-tier pension will be an 

individual qualification, so spouses will not be able 

to inherit or derive rights to this state pension from 

their partner’s NICs record – there is no equivalent 

to the “married person’s addition” available under 

the current system.  The initial method for pension 

increases has yet to be decided and future decisions 

on increases will rest with future Governments, but 

the Act provides that the increase must be at least 

in line with average earnings.

As with the current state pension regime, overseas 

residents are not entitled to up-rating increases 

in payment (although residents in the European 

Economic Area and certain other countries will 

receive them).

Whilst the single-tier design is considerably simpler 

than the current state pension system, there will be 

complex transitional protections for those who are 

below SPA at 6 April 2016 and have built up state 

pension entitlements prior to this date.  On  

6 April 2016 a pension in respect of  

“pre-commencement qualifying years” will be 

determined which not only will result in no-one 

seeing an immediate drop in their entitlements, but 

will boost the entitlements of some.  To this will be 

added, over time, the pension in respect of “post-

commencement qualifying years”, but with one 

exception the two combined cannot exceed the full 

rate of the single tier pension.  That exception is 

where the first pension already exceeds the full rate 

of the single tier pension in which case that amount 

will be paid.

LCP comment

The new state pension gives rise to a number of winners 

and losers when compared against the current system 

had it continued unaltered.  The winners include 

the self-employed and some of those with fractured 

employment records (many women will fall into this 

category).  Losers include most workers who might 

have expected to accrue more through S2P than the 

uplift they will achieve from the BSP to the new state 

pension and those who do not have qualifying years 

of their own, but would have benefitted from their 

spouse’s NIC records.

An individual right at the end of a contracted in career 

having enjoyed good earnings will be protected.  But 

a mid-career individual in the same circumstances 

may find that with hindsight being contracted in was 

a bad decision as they can only build their entitlement 

back to the full amount of the new state pension and 

would have done better overall had they contracted 

out.  Almost in reverse of the contracted in situation, 

someone at the end of a long contracted out career 

could see themselves lose out in respect of their future 

pension increases.

There will be individuals who reach SPA just before 

6 April 2016 who will lose out compared to had 

they been born a few weeks later – the most extreme 

example being someone who has been self-employed 

for their entire working life. (If their SPA had fallen 
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after 5 April 2016 they could have received the full 

new state pension.)  

Pension scheme trustees and managers will need to 

check that any reference (whether explicit or implicit) 

to a state retirement pension in their scheme rules 

remains appropriate.  Such references are usually 

found as deductibles used for defining the earnings 

amount used for contribution and/or benefit purposes 

as well as bridging pensions.  These references need to 

be reviewed because from 6 April 2016 they might 

take on a new meaning; become indeterminate or just 

stay the same with unexpected results for past and 

future service and for future contributions resulting 

in windfall gains or losses to members.  We hope the 

Government will provide a mechanism to help deal 

with these unintended consequences in, for example, 

cases where schemes cannot make changes due to 

restrictive modification powers.  Whatever happens, 

member communication material that makes reference 

to the state retirement pension will need to be reviewed.

State Pension Age changes

The Act brings forward the date at which State 

Pension Age (SPA) increases to 67 and also lays 

down the framework for SPA to be reviewed 

regularly.

SPA will now gradually rise from 66 to 67 between 

2026 and 2028.  Individuals born between  

6 April 1960 and 5 March 1961 will have a SPA 

between these ages.  The increase from 67 to 68 

remains (for now) scheduled to take place between 

2044 and 2048, although the Government has 

indicated that this transition is more likely to take 

place in the mid-2030s with a new further transition 

to 69 in the late 2040s.

The Act requires the Secretary of State to 

periodically review the rules governing planned 

increases to SPA and consider whether they are still 

appropriate, having regard to life expectancy and 

other “relevant” factors.  A report of the review must 

be published.  The first report must be published 

before 7 May 2017 and each subsequent report must 

be published within six years of the publication 

of the previous report.  The intention is that SPA 

should be set so that up to one-third of expected 

adult life (from age 20) is spent above SPA and that 

any change to SPA should be announced at least 10 

years in advance.

Ending of contracting-out

The Act will abolish the remaining salary-related 

method of contracting-out with effect from  

6 April 2016 (the same date the single tier state 

pension is introduced), thus finishing the job 

started by the Pensions Act 2007 which abolished 

contracting-out on a money purchase basis from 

6 April 2012.  However, these soon to be former 

contracted-out benefits should retain a higher 

level of protection than former money purchase 

contracted-out benefits.

The ending of contracting out will increase 

the potential NIC savings that can be made by 

converting a member contribution into one made 

by the employer (through a process commonly 

called salary sacrifice, salary exchange or SMART 

pensions).  However, care should be taken where 

earnings could fall below the Lower Earnings Limit 

(£111 pw for 2014/15) as this could adversely affect 

state pension accrual.

Employers may, for various reasons, intend to 

anticipate this change and cease contracting-

out prior to 6 April 2016.  However, this will 

trigger notification and consultation processes 

which, by contrast, appear not to apply when all 

contracting-out certificates are revoked on that 

day.  On a similar topic, but separate, the ending 

of contracting-out does not trigger any disclosure 

requirements by itself but related changes being 

made at the same time could.

Treatment of previously contracted-out rights after 
6 April 2016

This is a complicated area but in summary schemes 

formerly contracted out on a salary related basis 

will, after 6 April 2016, be required to continue to 

provide broadly the same protection to contracted-

out benefits because the statutory requirements will 

continue to apply without any material alteration.  

For example, GMPs will continue to exist.  This is 

different from the cessation of money purchase 
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contracting-out where Protected Rights were by 

and large simply removed from legislation.

Power to amend schemes to reflect the abolition of 
contracting-out

This power gives employers an override to amend 

the rules of private sector occupational pension 

schemes to recoup the cost of the increase 

in employer NICs as a result of the ending of 

contracting-out by reducing future service benefits 

and/or increasing member contributions.  The 

power may not be used in a way that would or 

might adversely affect the subsisting rights of a 

member of their scheme, or their survivors.  This 

power will expire on 5 April 2021 (unless extended 

by the Secretary of State).

Employers can use the override power more 

than once, so long as any increased member 

contributions and reduced future benefit accrual, 

in aggregate across all changes, does not exceed 

the one-off increase in employer NICs.  Further, 

whilst the power can be used before the ending of 

contracting-out, the amendments made by it must 

be framed so as not take effect before that time.  

Amendments made before that time do not take 

effect in relation to any relevant members who have 

ceased to be contracted-out under the scheme 

before contracting-out actually ends.

The override can be used in respect of any active, 

deferred, pensioner or pension credit member 

and in particular the override applies to all active 

scheme members including future active scheme 

members.  There will be a calculation framework set 

out in regulations; and trustees can be required to 

provide certain scheme information to the employer 

to enable the work to be undertaken.  Actuarial 

certification will be required to demonstrate that 

the proposed amendments will comply with the 

requirements.  Details of this will be set out in 

regulations.

The power cannot be used to amend a public 

service pension scheme (or other schemes 

specified in regulations); nor can it be used to make 

amendments that apply to a member who is a 

“protected person” in certain formerly nationalised 

industries, whose ability to change scheme rules 

was limited by legislation made at the time of their 

privatisation.

GMP conversion guidance

The Act requires that “The Secretary of State 

must give such guidance (if any) as he or she 

thinks appropriate about GMP conversion”.  It is 

anticipated that this guidance will be published to 

help schemes deal with inequalities arising from 

GMPs by using the GMP conversion mechanism in 

existing legislation.

Class 3A voluntary national insurance contributions

The Act enables those who have reached SPA prior 

to 6 April 2016, and who have an entitlement to 

a UK State Pension, to make “Class 3A voluntary 

contributions” in order to purchase an immediate 

additional state second pension of up to potentially 

£25 per week.  Class 3A is intended to help 

individuals who have a low S2P entitlement, 

particularly women and those who have been self-

employed.  The pricing will be age dependent but 

on a gender neutral basis; but for those with gaps in 

their NIC record it will be much better for them first 

of all to plug this using the pre-existing  

Class 3 voluntary contribution facility which offers 

more favourable terms.

Class 3A contributions may be paid on more 

than one occasion but will only be possible for 

18 months starting from October 2015 and the 

pension provided will have the same characteristics 

as SERPS/S2P as regards increases, inheritability, 

deferment, effect on means-tested benefits and 

being subject to a pension sharing order on divorce.

LCP comment

This is an interesting development.  It could be a win-

win situation, with Government receiving cash it very 

much needs now and pensioners receiving an annuity 

at better terms than they would receive from an insurer.  

The take-up will be key to the success of this proposal, 

but at this stage it is far from clear at what level this 

is likely to be, or who could or would want to go the 

whole hog and pay over up to £20,000 to secure an 

additional weekly income of £25.

Automatic transfer of small pension pots - “pot 
follows member”

The Act sets out the legislative framework to 

realise the Government’s vision for consolidation of 
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small money purchase pension pots.  Regulations 

must be made so that where an active member 

of an automatic transfer scheme (which can be a 

money purchase occupational pension scheme or a 

personal pension scheme) has benefits in another 

money purchase scheme, then the cash equivalent 

of those benefits, if less than £10,000 (this figure 

is subject to review every five years), must be 

transferred to and used to provide benefits from it.  

These requirements will apply to pension pots which 

started to accumulate after a date to be specified in 

regulations and there will be specified procedures 

for schemes to follow.

The Act creates regulation-making powers to 

impose quality requirements as to governance 

administration and also to limit charges in the 

receiving scheme.  The old scheme may also have its 

charges capped in respect of the transaction.

There is also provision to consolidate pension pots 

belonging to one member in the same scheme, 

for example where the member had two separate 

periods of employment in a multi-employer scheme.

LCP comment

The idea behind this is to consolidate small pension pots 

into a meaningful fund to buy an annuity at a decent 

rate.  However, the recent Budget announcements 

arguably negate this rationale.

The regulations made under the Act will need to 

be “watertight” to avoid future complaints from 

transferred members who might end up in schemes 

which are worse than their original scheme.  

Predictably this will increase costs for pension schemes 

both from an administrative viewpoint and also as the 

cost of a new database to facilitate these transfers will 

end up being met by schemes eventually.

Abolition of refunds from DC trust-based schemes 
and “immediate” vesting

At a date yet to be announced the current two year 

vesting period will be cut to 30 days for money 

purchase contributions to trust-based schemes.  

Leavers with at least 30 days qualifying service 

will no longer be entitled to a refund of their 

contributions.

LCP comment

Given that in the future there will be no possibility 

of the “release” of employer contributions when 

employees leave, many employers may question why 

they should continue with a trust-based DC scheme.  

This may tilt the DC marketplace in favour of contract 

based schemes, where immediate vesting has always 

applied, and less employer involvement may be needed.

Trustees of existing trust-based money purchase 

schemes will need to consider the implications.  They 

may have to change their communications material 

and procedures at relatively short notice.

Power to prohibit incentives to transfer benefits 
from a salary-related scheme

The Act enables the Secretary of State to make 

regulations prohibiting a “financial or other 

advantage” being offered to a member of a 

salary-related occupational pension scheme to 

transfer their rights into another pension scheme.  

Regulations made under this power can also 

introduce penalties.  The power lapses if the 

regulations are not made within seven years of this 

power commencing.  

LCP comment

This is a clear marker that if the Government thinks the 

voluntary Code of Good Practice introduced in 2012 

is not providing protection to members then it will take 

strong action.

The Pensions Regulator’s new statutory objective: 
minimising adverse impact on the sustainable 
growth of sponsoring employers

The Pensions Regulator will have an objective:  

“…to minimise any adverse impact on the sustainable 

growth of an employer” when applying any of 

its scheme funding powers.  During debate in 

the House of Lords the Government stated that 

“sustainable growth” would be interpreted widely to 

ensure it was appropriate for all employers.  
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LCP comment

This is a case of a short number of words in legislation 

potentially having a large impact.  What it actually 

means will be decided by the Pensions Regulator’s 

policy on regulating scheme funding for defined benefit 

schemes.  Last winter’s consultation by the Regulator 

may give an indication of what to expect, but the 

results of this are not yet known.  The new Code of 

Practice is expected to apply to schemes undertaking 

valuations from July 2014.

Charge cap and administration/governance 
standards

The Act contains new powers that will allow the 

Government to restrict the administration charges 

that can be applied to a scheme member, as well 

as demand certain standards of administration or 

governance.  (The new powers potentially apply 

to all pension schemes as the phrase “work-based 

schemes” was removed during the Parliamentary 

process.)

Originally these controls on charging were part of 

the “qualifying schemes” requirements for schemes 

that are to be used for automatic enrolment.  

However, the final powers potentially give a greater 

scope to the charging restrictions, whilst introducing 

new governance requirements; so all work-based 

schemes might find themselves subject to these 

new standards.  

The Pensions Regulator will be given powers to 

issue compliance notices and potentially penalty 

notices if schemes do not comply with the 

requirements.  Details of the standards expected will 

be set out in regulations at a future date. 

The Government has made clear that it intends 

to take action to control charges in default funds 

used for auto-enrolment before the 2015 General 

Election.  However, wide use of this power remains 

deferred until at least April 2015.

LCP comment

This has proven a real political hot potato with 

consumer groups in favour of a simple charge cap (eg 

set at 0.5%), whereas other commentators have said 

this will just lead to a cost-driven pension market with 

no account being taken between a higher charge but 

higher returning pension scheme and a low cost, low 

return scheme.

Disclosure of transaction costs and administration 
charges

The Act requires the Government to make 

regulations and the Financial Conduct Authority to 

make rules to force disclosure (on a general basis; 

not just to scheme members) of “some or all” of 

the transaction costs and administration charges of 

money purchase schemes.  Consultation is promised 

before the regulations are made.  The intention 

is that all the costs are intended to be disclosed, 

appropriately itemised.  Part of the consultation 

could be to examine whether to extend this 

disclosure to defined benefit schemes.

LCP comment

Again, this measure is in response to calls from 

consumer groups for better transparency in pension 

costs.

Pension Protection Fund (PPF) measures

PPF compensation cap

The Act increases the PPF compensation cap for 

those who have more than 20 years’ service with an 

employer.  The intention is to introduce this reform 

from 6 April 2015.

All those receiving PPF compensation will have their 

payments reassessed and uplifted as necessary from 

6 April 2015, but only in respect of compensation 

falling due after this time.  Payments that fall due 

prior to 6 April 2015 will not be revisited.   

The Act ensures that whilst members of a scheme 

undergoing a PPF assessment period at the 

time the legislation is introduced will see their 

payments increase in line with the service-related 

compensation cap, any valuation of the scheme will 

remain based on the current cap.  They also provide 

that a scheme that is winding up outside the PPF 

when the legislation comes into force will allocate 

its assets against the current cap structure.

PPF levies for schemes with Crown guarantees

The Act enables the Government to recover 

payment of PPF levies due from 2005/06 to 
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2009/10 in respect of those schemes covered by a 

Crown guarantee where non-payment may be held 

to be unlawful State aid.

Auto-enrolment changes

Simplified certification requirements for DB 
schemes

The Act will make it easier for defined benefit (DB) 

schemes to be used as auto-enrolment vehicles 

through setting “alternative quality requirements for 

UK defined benefit schemes”.

These enable regulations to be laid that can provide 

that a DB scheme having its main administration in 

the UK satisfies the quality requirement in relation 

to a jobholder if any one or more of the following is 

satisfied:

 � the scheme is of a prescribed description and 

satisfies the defined contribution (DC) quality 

requirement in relation to that jobholder;

 � the cost of providing the benefits accruing for or 

in respect of relevant members over a relevant 

period would require contributions to be made 

of a total amount equal to at least a prescribed 

percentage of the members’ total relevant 

earnings over that period;

 � in the case of each of at least 90% of the relevant 

members, the cost of providing the benefits 

accruing for or in respect of the member over 

a relevant period would require contributions 

to be made of a total amount equal to at least 

a prescribed percentage of the member’s total 

relevant earnings over that period.

The first route will make it possible for schemes that 

are regarded by the auto-enrolment legislation as 

DB, but have a DC-type structure, to be assessed 

against the DC quality requirements.  For such 

schemes it may currently be difficult to show 

how the test scheme standard applicable to DB 

schemes is met.  The new route should benefit 

a scheme that provides guaranteed conversion 

terms for contributions, such as through running an 

internal with profit deferred annuity structure, or a 

scheme that provides a guarantee on investment 

performance during the accumulation phase.  Such 

DB schemes will also be able to take advantage 

of the phasing of contributions allowed to DC 

schemes.  However, any scheme that qualifies 

under the first route will not be able to utilise the 

deferral of entry option (until 1 October 2017) that is 

generally available to DB schemes.

For the second and third route the prescribed 

percentage must be at least 8%.  Regulations will 

set out further detail such as the method and 

assumptions to use, the benefits that should be 

ignored and certification by the scheme actuary.  

These are intended to be simpler tests than the test 

scheme standard and may be of particular use to 

currently contracted-out schemes that come  

April 2016 would otherwise be subject to 

unnecessary complex and burdensome assessments 

against this standard, having prior to this point been 

more than adequate by virtue of being allowed 

to contract out.  In the fullness of time they could 

also benefit DB schemes that are modified to 

enable some risk sharing to take place between 

the employer and scheme members, once enabling 

DWP legislation is in place for such changes.

Under the second route the benefit accrual for 

the scheme as a whole is tested to see whether it 

is worth at least a prescribed percentage of the 

members’ total relevant earnings.  Under the third a 

similar test is carried out for each individual member 

and at least 90% must pass.

LCP comment

This is very good news.  Not only does this hold out 

the promise of easing the compliance burden for good 

quality DB schemes that cease contracting out in 

April 2016, but it also lifts unnecessary regulatory 

requirements on certain risk-sharing schemes that 

currently class as DB but whose benefit structure does 

not fit naturally with the test scheme.  The regulations 

cannot come soon enough.

Power to exclude certain categories of person from 
the employer duty

The Act gives the Secretary of State a wide power 

to exclude various categories of person from the 

employer’s auto-enrolment duty.  This is aimed at 

groups where auto-enrolment could be detrimental 

to the individual, or create extra administration 

costs for no real benefit.  Groups this will be applied 

to include those with tax protection, members 

working out a notice period and “contract joiners” 

who have opted-out.  However, this power is 
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constrained so that the regulations may not provide 

for an exception for employers of a particular size.  

This has been put in because of concerns that the 

regulations could be used to turn off the auto-

enrolment duty for smaller employers who have yet 

to reach their staging date.

LCP comment

These exclusions seem sensible and should both 

save schemes unnecessary administration and stop 

detrimental effects to members.

Transitional period for defined benefit and hybrid 
schemes

The transitional period for defined benefits and 

hybrid schemes under which the auto-enrolment 

duty can be deferred to 1 October 2017 is adjusted 

so that, in relation to hybrid schemes, this provision 

applies only to a “defined benefits member” of such 

schemes.

LCP comment

However, we cannot see that the other half of the 

problem – that money purchase sections of hybrids will 

not be able to avail themselves of the phasing in of the 

minimum contributions – has been fixed.  And the new 

definition seems sufficiently open that an individual 

eligible for money purchase benefits only, other than 

some minor defined benefit such as life cover, can 

continue to be deferred until 1 October 2017.

Other changes

Suspension and prohibition of corporate trustees

A corporate trustee company is prohibited from 

being a trustee of a trust scheme at any time when 

an individual who is a director of the company 

(or a partner in a Scottish partnership) has been 

prohibited from being a trustee by the Pensions 

Regulator due to not being a fit and proper person.

Scheme return easement for micro schemes

“Micro schemes” which have no more than four 

members have been given an easement where such 

schemes only have to complete a scheme return 

every five years.  For other occupational pension 

schemes this is required every three years.

Conclusion

Even before the Pensions Act 2014 put in place the Government’s ambition to recast the state pension 

system from April 2016, the 2014 Budget built on this through the announcement of vastly increased 

flexibility in the means by which those with DC savings can access them when they come to retire.  It is 

clear that we are, once more, in a period of hugely important changes to the legislation and regulatory 

oversight applied to pensions and savings – all now to take place over a compressed timescale.
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