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Part One
The Politics of Pension Reform

Richard Brooks and
John Denham MP



‘On pensions, our aim is a system that provides security and decency for all,
which encourages and rewards saving, and is financially sustainable. And
because, more than anything, people need certainty to plan for the future we
will seek a national consensus—cross-party, cross-generation—for long-term

reform.’

"We need to forge a national consensus about how we move from a pension
system designed for today’s pension problems to one that is right for
tomorrow’s. We appointed the Pensions Commission to look into the future
of pensions and its second report is due in autumn 2005.We are clear about
the goals of a reformed system. It must tackle poverty, provide everyone with
the opportunity to build an adequate retirement income, and be affordable,
fair and simple to understand. In particular it must address the disadvantages

faced by women.’

Labour Party Manifesto 2005



Introduction

he politics of pension reform is just as important as the policy

itself. This autumn, Adair Turner’s Pensions Commission will

provide its analysis of the options in what will be a critical
moment for the debate. But even the best technical analysis will not
guarantee that the right choices will be made. Only if we get the politics
right as well as the detail of the reform package can the government
achieve what has eluded its predecessors and achieve a pensions settle-
ment which endures for future generations.

Consensus needs to be built among the expert stakeholders—and
most importantly among the public—around some key issues. But what
do we mean by ‘consensus?” There will never be a perfect consensus
about the right pensions system for the UK, and consensus does not
mean everyone agreeing about everything. What is crucial is that there
is enough consensus to make reform politically possible in the short
term and politically durable in the long term. We are some way from
that point at the moment.

Government has a key role in developing such a consensus. The first
step is for ministers to be clear in their own minds about how much
agreement they require and on which issues. The government then has
a unique role in building consensus by bringing together the major
stakeholders—employers, employees, pension providers, pensioners
and other representative groups—and focusing them on the key issues.
Individual organisations promoting their own ideas in competition with
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each other give us a healthy debate. However, government needs to
bring these organisations together so that they can try to make the
necessary trade-offs that will bring this process to a resolution. The
stakeholder organisations, for their part, need to commit to the process
of achieving consensus through the prioritisation of their objectives and
ultimately compromise.

But consensus among the expert stakeholders is not enough to create
a durable pensions settlement. That requires broad and deep public
consent of the kind that sustains institutions such as the NHS. The
pensions system must meet a set of "technical” objectives including the
prevention of poverty, the provision of incentives to save, and afford-
ability to the public purse in both the short and long term. But it must
also meet a set of subjective tests by which the public is likely to judge
it, including: "Does it work for me?” “‘What do I get out for what I putin?’
‘Is it fair to me and to others?” ‘Does it reward responsibility and
discourage irresponsibility?” ‘Do I understand it?” These tests are just as
important as any others.

Our assessment of the current debate leads us to make two central
recommendations to government about how it should prioritise the
issues. Firstly, it should build on the existing consensus that the Basic
State Pension is inadequate. Secondly, for this to be an effective founda-
tion of a comprehensive package government must get stakeholders to
focus on two issues where they have considerable disagreements: what
sort of further support the state should make for second pensions; and
how the overall package should be financed. We see these as the two
most important and most contentious issues to be resolved at this stage.
But focusing on these issues depends on keeping the controversial but
secondary debate about compulsion in context.

One of our central conclusions is that a revitalised first tier state
pension, currently provided by the Basic State Pension, should be at the
heart of a new pensions strategy. This would be set at the poverty-
prevention level of the Guarantee Credit, currently £109.45 per week for

a single pensioner, and would be indexed to earnings and not prices.
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Such a reform would dramatically cut pensioner poverty, improve
incentives to save and radically simplify the system. It is supported by
a wide range of stakeholder groups and even more importantly is in
tune with public expectations. Nonetheless it is hugely ambitious.

This kind of reform would be very expensive. There are a range of
options for how to pay for it, including tax or National Insurance rises,
diverting other public spending, and diverting other state pensions
spending. However, there is little consensus about the appropriate
funding mechanism. The first key building block of consensus is thus to
confirm the level of support for an enhanced first tier state pension, and
seek views about how to pay for it. Consensus around first tier reform
would be a solid foundation for wider agreement.

The other key issue concerns what sort of second pension and other
support for pension saving the state should provide in addition to an
adequate first tier. In the current pensions debate, a number of commen-
tators argue that if the state could guarantee an adequate basic state
pension, it could withdraw from any responsibility (other than pruden-
tial regulation) for second pension provision. Others argue that, for
most people, even a much more generous basic pension is so far below
their aspirations for retirement that the state will have to maintain some
interest in their second pensions.

There are strong arguments on either side. If the state only provides a
tirst-tier pension, it could divert all other pension resources into its
funding. This could include the resources that are currently earmarked
for National Insurance rebates and, in the future, monies that would
have to be paid out through the State Second Pension. It could also
include the very significant sums of money foregone on tax relief for
pension contributions.

On the other hand, even with an enhanced basic pension many people
might expect the state to continue to assist in the provision or at least the
funding of their second pension. There is a particularly strong case for
helping people who may find it difficult to make pension savings
because they are on modest incomes or have periods of caring, but for

3
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whom a pension of £109.45 per week would represent a poor proportion
of their typical earnings. Many of these people are women and as the
Government has recognised there is an increasingly vocal lobby that
wants to tackle past and current discrimination against women in the
pension system. It would be politically very difficult to withdraw the
State Second Pension which has been introduced precisely to assist this
group and those whose working lives are interrupted by caring respon-
sibilities without making some equally generous provision.

Any state support for second pensions should meet some key tests.
Building on the basic pension it should enable most people to retire on
a reasonable proportion of their working income. It should clearly
incentivise personal responsibility and saving. It should target more
support on those people with low incomes who find it difficult to make
additional savings, including carers and others with intermittent
working lives. Most importantly of course, it should be seen to be fair.
The current system of tax relief achieves none of these objectives and
should be overhauled.

Pensions policy is bedevilled by fashion, and the issue around which
the debate is currently focused is that of compulsion. Yet compulsion
may be a means but can never be an end in itself. Compulsion is also a
confused issue with many aspects—compulsion could apply to
employers or individuals to join, provide or contribute to a pension
scheme. There is a good degree of consensus that individuals should be
required to opt out of their employer pension scheme rather than opt in
as at present.

But there is little consensus about the desirability of additional
compulsion on either employers or individuals to contribute to a second
pension. With the important exception of bringing the self-employed
properly into the National Insurance system, we believe that additional
compulsion on individuals would be undesirable in the absence of a
reform to the first tier which addressed the current incentive problems.
However, we do not think that additional compulsion to save should be
ruled out indefinitely. The time scale of the problems it is meant to
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address means there should not be an artificial sense of urgency over
this issue.

At the moment there is not sufficiently broad consensus to allow the
government to undertake the necessary radical reform of our pensions
system. Neither is there sufficiently deep consensus to make a set of
reforms durable over the long term. Nonetheless, we believe that such a
consensus can be built, and once this has been done it would be possible
to introduce some independent oversight of the reformed system.
Government needs to focus the debate on the critical issues, and the
stakeholders need to commit to the process in a meaningful way. All
parties need to remember that the ultimate arbiters of pensions policy
are the public. In the long term, theirs is the only consensus that matters.
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1 | Political and Policy Context

he pensions debate in the UK is at a critical point. Labour’s

general election manifesto made it clear that the party intends

to undertake a serious reform of the UK pensions system in its
third term. It also explicitly recognised the need to seek consensus if
such reform is to be durable. For anyone concerned with pension
provision in the UK this should be a very welcome starting point.

The government has indicated its willingness to engage in a national
debate on reform of the pensions system. The new Secretary of State,
David Blunkett, has said that he wants to build consensus about the
way forward. The Pensions Commission will report in autumn 2005
with its analysis of policy options to improve pension provision.

It is important to recognise that there is no short-term pensions crisis
in the UK. Although there have been serious problems with a number
of occupational pension schemes, and a significant group of
pensioners still live in poverty, a crisis is by definition unstable and
unsustainable, and those are not the characteristics of our present situ-
ation. Instead there are a number of serious and interrelated longer
term problems with the pensions environment in the UK. These
include the level of overall pension provision and future pensioner
incomes; current and future pensioner poverty; complexity in the
pensions environment; and poor incentives for low to middle income
savers.
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The UK has an ageing population. Not only are people living longer,
but the large cohorts of 50s and 60s ‘baby boomers” will start retiring in
bulk from the end of this decade. Meanwhile UK fertility rates remain
below the replacement level, where they have been since the 1970s. The
combined effect of these trends will be a sustained increase in the
proportion of older people in the population over the next 30 years. It is
a simple arithmetical truth that if average pensioner incomes are to
maintain their current position relative to the rest of the population,
then pensioners’ share of national income must rise in line with their
share of the population. However, incomes are already too low for many
pensioners, with half a million pensioner households living in poverty
and average pensioner incomes distorted by the fact that the richest fifth
of pensioners do much better than the rest. If we want pensioner living
standards to improve relative to the rest of the population then the share
of national wealth going to pensions will need to rise even faster than
their share of the population.

In the last eight years the government has made a number of major
changes to the pensions environment in the UK, including the introduc-
tion of the Minimum Income Guarantee and its replacement with the
Pension Credit; the replacement of the State Earnings-Related Pension
Scheme with the State Second Pension; the introduction of the Pension
Protection Fund; and a range of regulatory reforms to private and occu-
pational pensions.

This programme has been motivated by a concern to focus public
resources on the poorest pensioners, and it has achieved real improve-
ments for many people. However, it has further increased the
complexity of the pension system and has increased pensioner incomes
at the costs of extending means testing to much larger numbers of
pensioners. It has proved difficult to reduce the proportion of poor
pensioners who are entitled to benefits that they are not claiming.
Individuals are not clear about what the state will provide for them and
what they need to do for themselves, and confidence in both state and

private pension systems is low.
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Defined benefit pension schemes, which for many employees repre-
sent the most desirable form of private provision, have been in decline
since the beginning of the 1980s. However, the second half of the 1990s
saw the rate of scheme closures increase dramatically and the evidence
since 2000 suggests a further acceleration of this trend. Stakeholder
pensions, introduced in 2001 as a simple and relatively low-cost
personal pension, are a welcome addition to the pensions landscape.
However, most stakeholder schemes run by employers are ‘empty
shells” with no contributions being made. Overall savings rates do not
appear to have gone up as a result of their introduction.

This short pamphlet is not the place for a detailed evaluation of the
government’s track record. The government’s stance now reflects a
welcome recognition that policy is not adequate to the present chal-
lenges for pension provision. Our focus here is on the future—what are
the key issues in the next stage of reform, where do the major stake-
holder groups stand in relation to them, and how can the necessary
consensus be achieved to make reform both politically possible and
sufficiently durable?

The right way to think about all of these problems is to start from
where we want to be in 40 years time and work backwards, not from
today’s immediate problems. The government has rightly resisted the
kind of short term, populist fixes offered by the Conservative and
Liberal Democrat parties, despite the temptation to do so ahead of a
general election. Both of these opposition parties wanted to fund an
increase in the Basic State Pension by one off reductions in government
spending. We should reject this type of unsustainable approach in prin-
ciple. But the government must be equally cautious about relying on
reform to other aspects of the welfare system—such as Incapacity
Benefit—to fund pensions. Nor should we assume permanent success in
increasing already very high labour market participation rates. Whilst
both objectives are good in themselves, any pension system must be
resilient over a 50 year horizon in which periods of recession and higher

unemployment seem almost inevitable.
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Another important context for this pamphlet is provided by Adair
Turner’s independent Pensions Commission. The Commission’s first
report, Pensions: Challenges and Choices (Pensions Commission, 2004)
added to the technical understanding of the challenges facing UK
pensions provision and also achieved a number of important political
outcomes. It has generated significant pressure on government to
proceed with further pension reform, and is due to make its second and
final report including policy options in Autumn 2005. Even before the
Commission made its first report there was such pressure from inde-
pendent think-tanks, academics and representative groups. However,
the Commission was itself established by government, and it would be
highly damaging if government were now seen to ignore the analysis of
its own creation.

Of course, we have been here before. The Labour administration set
up the the Pension Provision Group headed by Tom Ross in 1997. It
made powerful reports in 1999 and 2001. In many ways, its messages
were similar to those in the first report from the Turner Commission.
What was lacking at that time was the political will to tackle the deepest
problems in the system. The Government has raised the stakes further
with the Turner Commission and this time must respond.

The Pensions Commission has improved public understanding of the
difficult choices facing the UK with regard to pension provision. Its
central conclusion concerns the overall level of pension provision and

the future incomes of pensioners:

Faced with the increasing proportion of the population aged over 65,

society and individuals must choose between four options. Either:

(i) pensioners will become poorer relative to the rest of society; or
(i) taxes/National Insurance contributions devoted to pensions must
rise; or

(iii) savings must rise; or

(iv) average retirement ages must rise.
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But the first option (poorer pensioners) appears unattractive; and there
are significant barriers to solving the problem through any one of the
other three options alone. Some mix of higher taxes/National
Insurance contributions, higher savings and later average retirement is
required.

Pensions Commission, 2004, Ch.1

The key political point is that all of these options appear unattractive,
not just the first. One of the most important functions of the
Commission’s first report has been to increase public awareness that
there is no easy answer to the problem of aggregate under-saving.
Option one—the ‘do nothing” option—leads to relatively poorer
pensioners. Options two and three—higher taxes, higher National
Insurance contributions or higher private savings—reduce the amount
of income that is otherwise available for current consumption by savers.
Option four pushes back the retirement age—a particularly sensitive
issue for manual workers—and in any case is unlikely to be capable of
tully addressing the problem on its own.

So a key political problem is that if pension reform is to be successful
and durable then broad public consent must be developed for some
combination of relatively unpalatable alternatives. The problems of the
UK pensions environment can be addressed, but not without making
significant trade-offs. Gaining public consent for these trade-offs is
perhaps the most challenging aspect of pension reform in the new
Parliament, and a task that requires commitment not just from govern-
ment but from a wide range of expert and representative bodies also.

However pension provision is organised there are costs and risks to be
shared between the many individuals that make up society as a whole.
Those who are currently retired have different characteristics and inter-
ests from those who are currently working. The distribution of burdens,
benefits and incentives across low, middle and higher income savers is
another likely area of contention. Employers, employees and the self

employed share some concerns and have different interests in other
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areas. Financial services firms have a key role in achieving public policy
objectives as well as owing responsibilities to their shareholders—most
of which are probably pension fund managers themselves.

Deciding how to balance these interests is an inherently political
activity for which there can be no technical solution. Whether there are
technical solutions to informing this decision, achieving consensus and
maintaining the chosen balance is another issue that we will return to
later. Getting the technical analysis right is extremely important, espe-
cially in so far as it can establish an understanding of the problems and
the implications of the options that is shared widely amongst the many
interested stakeholder groups. However, even with the best technical
analysis, if the politics are wrong then the process will fail to produce a
sustainable solution. It would be difficult for the Commission to
comment directly on these issues and to retain its position of independ-
ence. This pamphlet thus attempts to fill that gap and addresses the
politics of pensions reform.

The next section discusses the process of achieving the necessary
consensus for durable reform. The third section considers some of the
key issues, the likely reform options and the political debate in relation
to each. The publication closes with a series of responses from key stake-
holders: the CBI, the TUC, Scottish Widows and The Pensions Policy
Institute.

11
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2 | Achieving Consensus

he government has been clear that there needs to be a broad

consensus in relation to reform of the pensions system. Both the

2005 manifesto, and the DWP document "Principles for reform—
the national pensions debate’ are explicit about this. Indeed, the DWP
document sets out a process for achieving such a consensus: first by
reaching agreement on the principles that inform our choices, then by
achieving a shared factual analysis of the issues (via the work of the
Pensions Commission), and finally by moving on to consideration of
specific options for reform.

However, this is highly unlikely to be a straightforward, linear
process. The government’s six principles are that a reformed pension
system ‘must tackle poverty, provide everyone with the opportunity to
build an adequate retirement income, and be affordable, fair and simple
to understand. In particular it must address the disadvantages faced by
women.” It is very hard to object to these as they stand.

The problem is that there is enormous scope for interpreting these
principles in different ways, for giving each of them more or less
priority, and for taking into consideration other factors that are of legit-
imate public concern. To give the principles sufficient content it is neces-
sary to consider them in relation to some specific policy proposals.
Consensus building will require proposals to be evaluated in the light of
principles, but at the same time it is only specific proposals that make
clear the interpretation of the general principles themselves. This
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pamphlet thus proposes two key, concrete issues around which
consensus can and should be built—the basic pension provided by the
state, and state support for second pension saving.

Do we need consensus at all? Some commentators argue that in such
a complex area, where consensus may be difficult to achieve, what is
needed instead is a strong lead from government. Yet despite the diffi-
culties, a degree of consensus is necessary for two reasons. Firstly,
consensus is required if reform is to be politically possible in the short
term. It is clear that any pension reform which adequately addresses the
problems of the current system is likely to require significant sacrifices
of current consumption or leisure at the aggregate level. In addition, the
distribution of benefits and burdens is likely to change with any signif-
icant reform, and the losers are certain to be a more vocal constituency
than the winners, who sometimes don’t even notice their gains. The
potential for all of this to damage the government of the day is obvious,
and the potential becomes a near certainty if the atmosphere in which
these changes take place is acrimonious.

Secondly, pensions policy should be politically durable in the long
term. The UK pensions environment has been bedevilled by frequent,
often very significant changes of policy where one government has
overturned the decisions of its predecessor. At the recent general elec-
tion, for example, the Conservative Party made a virtue out of its
proposals to significantly change each of the first tier, means tested and
tax incentive elements of the pensions system. Regardless of the merits
of the particular proposals, it cannot be good for long-term savers if they
face uncertainty of this kind at every election.

Public confidence in the pensions system has been severely shaken
over the past twenty years. The Conservative governments of the 1980s
drastically cut the value of state pensions, and personal pensions were
introduced by a rash of mis-selling scandals. More recently high profile
defaults, lower equity returns and the closure of defined benefit occu-
pation schemes have taken the shine off funded pensions also. Any

13
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reform of the pensions system now needs to restore some of this lost
confidence and must be seen as a credible, durable settlement.

If consensus is required for successful reform, the next questions we
must ask are what kind of consensus is required, how much agreement
is necessary, and between whom? The ultimate arbiter of political
success is the public, and their collective consent is thus the most impor-
tant form of consensus in this process. Not only is it individuals who
tinally cast their votes to elect or reject prospective governments, but it
is individuals who will ultimately bear the costs of any reform.

Households finally bear the burden of all domestic taxes, gross wages
adjust to accommodate changes in employer pension contributions, and
individuals are the ones who may have to save more or extend their
working lives. Achieving sufficient, and sufficiently durable, consent
among the voting public is the key to politically successful pension
reform. The questions "does it work for me?’ “'what do I get for what I
putinit’ is it fair to me and to others’ "does it support me to do the right
thing’ "does it reward responsibility and discourage irresponsibility” "do
I understand it” are likely to be among the critical factors in sustaining
consensus as a new system comes into operation.

However, the public are not the immediate location of the pensions
debate. Rather it is the expert and representative groups including
pensioner, employee, employer and industry bodies, independent and
academic experts who are the direct interlocutors of government in the
process of reform. Their actions and pronouncements are very impor-
tant in shaping public opinion. This pamphlet includes responses from
representatives of five important groups—the CBI, the TUC, Scottish
Widdows, the National Association of Pension Funds and the Pension
Policy Institute. From their responses we can identify where consensus
exists and can be built upon, and where it is lacking and needs to be
developed.

Perhaps the most difficult group among whom to achieve consensus
are the political parties themselves. Pensions were a particularly

contentious issue in the 2005 general election, where pensioners
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accounted for the bulk of the Conservative party’s flagship proposals
for £4 billion of tax cuts. Pensioners themselves, who are a growing
share of the electorate and have a higher than average propensity to
vote, have become a key electoral battleground. There is no point in
pretending that the political parties will stop competing for this
constituency in the service of achieving a stable pensions system for the
UK.

Meanwhile the UK has not demonstrated much of a tradition of polit-
ical consensus over the last thirty years, particularly in relation to
pensions policy. In part this is due to our 'winner takes all’ constitu-
tional arrangements and their political party counterpart, the "opposi-
tions oppose” mentality.

There will always be an incentive for political parties to oppose the
proposals of their opponents—the government will still get their way
and it gives the opposition room to manoeuvre later on if things go
wrong. However, it is worth recognising some remarkable elements of
stability in the UK’s political system. Key elements of the welfare state
have survived the last 50 years, including treatment in the NHS
according to need and free at the point of delivery; universal educa-
tion that has steadily extended in scope; and the principle of financial
equalisation across local authorities with different needs and tax
bases.

Some more recent but apparently durable policy innovations are also
instructive. It is hard to see any future government repealing the key
elements of the 1980s trades union reforms or re-nationalising the priva-
tised utilities. It is hard to see any future government bringing interest
rate decisions back under direct political control, or being elected on the
basis of repealing the Human Rights Act. None of these are durable
because of any special constitutional arrangements, rather they are
durable because they represent the outcome of arguments that have
been conclusively and publicly won. The reason why the NHS is hard to
touch is because it is so widely valued by the British people, not because
health experts agree that it is the best possible system.

15
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These examples are also instructive because in each case there are still
people who reject the new status quo. Consensus does not have to be
universal to be effective. This is worth considering in relation to the case
of pensions. If government waited until there was total consensus on
reform, it would have to wait forever. A key issue for the government is
thus to decide on which elements of pension reform it requires
consensus, and how complete it requires this consensus to be.

So how do we get from here to sufficient consensus to sustain a new
pensions settlement? Firstly, there must be sufficient parties to the
debate who want to reach a consensus, and who recognise that this is
likely to involve compromise from all sides. The second step is for the
expert and representative groups to consider their priorities and there-
fore what trade-offs they are prepared to accept in order to achieve their
most important goals. Some organisations are already doing this, but
others have a wish list of proposals without any obvious order of prior-
ities. The third step is for government to bring the stakeholder groups
together to try and achieve consensus on a limited set of key issues
which can act as the durable foundation of a new pensions settlement.
We believe there are two key elements that could form such a founda-
tion—agreement on the role of the basic pension and the means of
funding it; and agreement on the role of the state in relation to second
pensions.

A central conclusion of this pamphlet, and a crucial building block for
consensus, is that the first tier pension provided by the state should take
people out of poverty without the need for means-tested top ups. A
large majority of the expert and representative bodies, including all of
the respondents to this pamphlet, support the principle of a universal
first tier state pension which prevents pensioner poverty in this way. As
well as being supported by a very wide range of expert stakeholders, it
would also be in tune with public expectations.

However, such a reform would be hugely ambitious. It would be very
expensive, and there is little consensus on how to fund it. A key issue for
all parties is thus: what are they prepared to accept as the trade-off for a
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The first tier pension, or the basic pension provided by
the state

Throughout this pamphlet we refer to the ‘first tier pension’ or equiva-
lently the ‘basic pension’. This is the pension provided by the state as the
foundation for pensioner incomes. At the moment in the UK this is the
Basic State Pension. However, a reformed first tier or basic pension could
be very different from the existing Basic State Pension, which is a contrib-
utory benefit set at a particular level and paid on a particular basis
related to each individual’s National Insurance contributions history. For
2005/06 the Basic State Pension is £82.05 per week for a single
pensioner with at least 44 qualifying years of National Insurance contri-
butions.

To indicate that the first tier could be significantly different from the
existing Basic State Pension and paid on a different basis, we refer
instead to the first tier’ or 'basic pension’. The choice between a contrib-
utory and citizenship pension is briefly discussed in this pamphlet but,
although this is an important issue, we believe it is secondary to our

central concerns.

decent first tier? The options are relatively clear, being some mix of:
increased taxes or National Insurance contributions; the diversion of
other state pensions spending (such as the State Second Pensions, the
associated rebates and tax reliefs); the diversion of other government
spending; and longer working lives.

The second is achieving consensus on the role of the state in providing
or supporting second pensions. Here there are two basic options: either
for the state to largely withdraw from the support of second pensions
and to redirect the resources into an adequate basic pension; or for the
state to provide an adequate basic pension and in addition to provide
significant support for second pension saving. The next section
addresses the arguments on either side in more depth.

One of the most successful actions of the 1997 Labour Government
was to grant operational independence to the Bank of England. Is there

17



The Politics of Pension Reform

any parallel opportunity to remove aspects of pensions policy from the
political sphere? It is worth initially making a three-fold distinction
between the processes of achieving consensus, of choosing the structure
and parameters for the new system, and of implementing decisions.

Government could potentially do a number of things to “contract out’
the process of achieving consensus over pension reform. It is already
supporting an independent body (the Pensions Commission) to clarify
the factual issues relating to pension reform. It could also bring together
key stakeholders in a formal setting to try and achieve consensus on
specific issues such as the two we identify above. It could even appoint
an agent to do this, for example by requesting a subset of the represen-
tative bodies to organise this process. It would be useful for stake-
holders to comment publicly on these issues now, so that the
government can consider its options.

Government can never contract out the process of actually making the
key policy decisions over the structure and parameters of a reformed
system, because it will always be ultimately responsible for the results.
It is possible to imagine what this process would look like (set up a
convention on the future of the UK pensions system and commit in
advance to accepting the resulting proposal...) but no one is seriously
suggesting this course of action.

Implementing reform is a different matter. Many aspects of the
pension system currently require regular review, for example the level
of the Basic State Pension, the level of the Pension Credit thresholds,
and the various other pension benefits. Others which are not regularly
reviewed, such as the state pension age, might benefit from the intro-
duction of regular reviews. Some aspects of the system, for example the
value of the contracted out rebate which is calculated by the
Government Actuary’s Department, are already somewhat removed
from the political process.

In some cases it would be possible for government to set out the
parameters for policy and then leave implementation to an opera-
tionally independent body. For example, if the first tier of state pension
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provision were to be set at the level required to prevent poverty
amongst all of its recipients, then it would be possible to delegate the
decision over the precise level. To return to the example of the Bank of
England: The Bank is not totally independent, rather it has operational
independence to use a prescribed range of monetary policy tools to
achieve the inflation target that is set by government. It would be useful
for stakeholders to comment on which aspects of the implementation of
pensions policy, if any, they think it would be appropriate for govern-
ment to delegate to an independent agency or agencies.

A further positive example is the Minimum Wage Commission, estab-
lished by the Government to take the political heat out of the need to
strike the right balance between the desire to increase the value of the
minimum and the necessity of limiting untoward impacts on the labour
market. In this case, Government has retained the right the reject the
Commission’s recommendations though the cost of doing so would be
high.

There is a further powerful reason for introducing a strong element of
independent oversight and management into the pension system. In
this pamphlet we call for a revitalised first tier state pension. Not long
ago, such a proposal would have been strongly criticised on the grounds
of public credibility. Just a few years previously, the Thatcher
Government had wrecked cross-party consensus on the basic state
pensions. It was widely argued that no one would ever believe in the
state again and that private funded pensions were the future.

Today, however, faith in that kind of provision has also been under-
mined by the collapse of a succession of occupational schemes, the
lingering effects of personal pension mis-selling and overcharging and
the impact of stock market falls on investment values. No type of
pension now commands strong public confidence. It is only if the new
pension framework is placed firmly in the hands on an independent
body that there is any real prospect of rebuilding public confidence in
any part of the system

19



The Politics of Pension Reform

The window of opportunity for serious pension reform in the UK is
now open. Inevitably, government has the leading and most onerous
role. It not only determines the process by which decisions are reached,
it has to decide when sufficient consensus has been achieved, formalise
and implement its proposals, and then bear the consequences.
Nonetheless, it is not the only actor with responsibilities.

Most of those who have commented on the pensions landscape in the
UK have expressed dissatisfaction with the status quo and have put
forward their own proposals for reform. All of these now need to
commit to the process of achieving sufficient consensus to make reform
politically possible in the short term and politically sustainable in the
long term. This will mean considering carefully their priorities and the
issues on which they are prepared to compromise. They also need to
consider what is the best process by which they can achieve consensus.
At the end of the day, if a programme of reform is to be successfully
implemented and sustained it will require a critical mass of trusted
expert and representative bodies to provide vocal commitment and
support. In the long term, the stability of pensions policy requires deep
rooted public consent of the kind that has sustained the NHS over more
than fifty years. Whatever the institutional arrangements for imple-

menting pensions policy, there is no other guarantee of success.
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3 | The Key Issues: what are the
options and where do the
stakeholders stand?

State pensions—first tier reform

If there is one area where strong consensus exists outside government
about the need for significant reform, it is in relation to the state pension
system. Since the Pensions Green Paper of 2002, which was almost silent
on the issue, there has been a significant change in the apparent will-
ingness of government to engage in this debate. Indeed, in February
2005 the DWP published a document called "Principles for reform—the
national pensions debate’” which suggested that reform of the state
pension system is very much back on the agenda:

The Government’s reforms have significantly improved the outcomes
for today’s pensioners. However, changes in society mean that we
cannot necessarily rely on the existing structures to provide the same

outcomes as we move further into the twenty-first century.
DWP 2005

There is a remarkable degree of consensus about some of the prob-
lems with state pension provision in the UK. No-one believes that the
current system of state provision represents an unsustainable burden on
the public finances, even in the relatively long term. Almost everyone
agrees that the prominent role played by means-tested benefits for

pensioners causes significant problems in terms of take-up, savings



The Politics of Pension Reform

incentives and the overall complexity of the system. Many agree that
reform of the first tier of pension provision in the UK—currently the
Basic State Pension—is the single most important possible reform for
the system as a whole.

The basic pension should prevent poverty without recourse
to means-testing

There is a clear front-running candidate for a reform of the first tier of
state pension provision. Analysis by the Pensions Policy Institute of
pension reform proposals put forward by 30 organisations shows that
25 of these believe that the first tier should deliver an income that
prevents pensioner poverty without the need for means tested top ups.
This is approximately equivalent to the Guarantee Credit level within
the Pension Credit, currently £109.45 for a single pensioner per week.
Almost all of those in favour of first tier provision at this level also
support indexation in line with average earnings, to prevent its value
falling back below the poverty line.

This reform would remove the need for much, but not all, of the means
testing of pensioners required by the current system of state pensions.
Just under half of pensioner households were entitled to some Pension
Credit in 2004/05. If the government continues to uprate the Basic State
Pension and Pension Credit thresholds in manner it has done recently,
then by 2025/26 this figure will rise to nearly 2/3 of all pensioner house-
holds.' If the first tier of state pension provision was increased to the
adequacy level then the Pension Credit would become largely redun-
dant. It would be limited to a small minority (principally those without
entitlement to the first tier pension and very limited additional savings),
the pensions system would become significantly simpler, and incentives
would be improved for lower to middle income earners.

Improving the basic pension so that Pension Credit became largely
unnecessary would significantly improve incentives for saving. Each

additional £1 of private pensioner income currently reduces entitlement
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The Basic State Pension and the Pension Credit

The Basic State Pension is currently the first tier of pension provision in
the UK. The full Basic State Pension will be £82.05 per week for a single
person for the year 2005/06, and is a contributory benefit paid on the
basis of National Insurance Contributions. The Basic State Pension is
currently significantly below the official poverty line of 60 per cent of
contemporary median income.

The Pension Credit, which is means tested rather than a contributory
benefit, guarantees a minimum income to those over the age of 60 of
£109.45 per week for a single person. This is known as the Guarantee
Credit level, and is approximately at the official poverty line. For a single
person over the age of 65, with a full Basic State Pension and no other
income, the Pension Credit thus provides a maximum benefit of £27.40
per week (£109.45 — £82.05 = £27.40). Each additional £1 of private
income then reduces entitlement to Pension Credit by 40 pence. Thus
single people over 65 with a full Basic State Pension and a second

pension of up to £68.50 per week are entitled to some Pension Credit

(£27.40 / 0.4 = £68.50).

to Pension Credit by 40 pence (up to a ceiling where no Pension Credit
is payable). However, Housing Benefit and Council Tax Benefit
currently present similar incentive problems for pensioners (and for
working people also). Pension Credit does not therefore cause all of the
existing incentive problems, but a reform that addressed it would be an
important move in the right direction.

At the same time we must not overstate or misrepresent the disincen-
tive effect provided by the Pension Credit. There is little evidence that
people consciously change their savings behaviour as a result of its exis-
tence—that would require very sophisticated individual calculations.
However it does make it very difficult for government, financial advi-
sors and product providers to give a clear message about the benefit of
saving. It also contributes to a climate in which the public are uncertain
about the benefits of saving and resentfully believe that the system
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punishes those who do save. We should try to secure decent pensioner
incomes through rights accrued before retiring rather than through
means-tested adjustments after retirement.

It is worth dwelling for a moment on the extent and the importance of
the consensus around achieving an adequate non-means tested first tier.
There is much more agreement about the right level of generosity for the
tirst tier of state pension provision than there is about how to pay for it,
or about its exact form, or about how to make the transition to a new
system. However, the breadth of the coalition in favour of the basic
proposal is remarkable. It includes the CBI, the TUC, the National
Association of Pension Funds, numerous financial service providers,
and many pensioner representative groups. Increasing the generosity of
tirst tier provision addresses key objectives for each of these and does
not run against the interests of any of them.

In isolation, a reform that increased the generosity of first tier pension
provision would give relatively more to those who are not currently
receiving means tested benefits. However, the overall impact of pension
reform depends just as much on the distribution of the burdens as it
does on the distribution of the benefits. A pensions reform that
increased the generosity of the first tier would not necessarily be regres-
sive overall if it was funded in the right way. The improvement in the
basic state pension rights of those on the highest incomes can be fairly
balanced with a restructuring of state support for second pension provi-
sion. It would, however, be politically impossible to remove accrued
rights to state second pensions and politically extremely difficult to off-
set any such rights against improved first tier provision.

It is also important to recognise that targeting spending on lower
income groups via means testing is not necessarily the best solution to
the particular challenges facing our pensions system. Policies which
give more help to those on lower incomes are an important tool for
achieving social justice, but they are not appropriate in all cases. We do
not means test hospital services, for example, even though it would be
more fiscally progressive to do so.

24



The Key Issues

Funding reform

Perhaps the most difficult question is how to pay for a more generous
first tier state pension. State spending on UK pension benefits accounted
for 5.1 per cent of GDP in 2004/05, and under current government
projections this is expected to rise to 5.6 per cent in 2054/ 55.7 According
to the Pensions Commission, increasing the Basic State Pension to the
level of the Guarantee Credit, maintaining it there by indexing it to earn-
ings, and ending the contribution requirements would cost in the region
of an additional 3.8 per cent of GDP at the end of this period. This would
represent a two-thirds increase in state pension spending as a propor-
tion of GDP at a cost of roughly £44 billion in 2004 terms. These are
clearly enormous sums, although as we have already pointed out, a
significant increase in the proportion of national wealth going to
pensions will have to take place simply to meet the rising proportion of
the population that will be retired.

If this option were to be pursued then the funding options are essen-
tially to increase taxation or National Insurance contributions; to divert
public expenditure either from other pension uses or from non-pension
uses; or to increase the age from which the first tier pension is payable.
There is no clear consensus about the solution to this problem. It is,
however, possible to say something about the politics of each option.

Increasing taxation or National Insurance contributions would be the
most direct, and perhaps the most politically difficult, way of funding
an enhanced first tier state pension. In many ways, if pension reform is
funded via increased public revenues then National Insurance contri-
butions rather than taxation are the most likely vehicle. There has long
been a perplexing distinction between the relative public acceptability
of raising additional National Insurance contributions and the high
level of public sensitivity to the headline rates of income tax. It has the
further benefit of not placing the tax costs of higher pensioners on
pensioners themselves. In addition, the principle of hypothecation
appears to strike a chord with the public, and National Insurance contri-
butions are at least officially ring-fenced to pay principally for state
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pensions. At this stage, however the likelihood of some additional NI
or tax to pay for improved state pensions must be acknowledged.

A key issue for the stakeholders to this debate is thus to consider: if
additional public revenue is to be raised for first tier state pension
reform, then how exactly is this to be done and via what instruments? If
National Insurance contributions are to be the mechanism, then what is
the appropriate balance between employee and employer contribu-
tions? Should all earnings above the lower earnings limit be included,
as they were in 20027

The other potential sources of funding for such a reform of the first
tier are to push back the average age at which the state pension becomes
payable, and to find other items of public expenditure which can be
curtailed. The pension age issue is dealt with in more detail below. In
relation to other areas of public expenditure, the first possibility to rule
out is that pension reform can be funded from efficiency savings else-
where in government—the numbers involved are simply of a different
order. In many areas of the public services (such as health care) effi-
ciency savings are only likely to contribute to restraining the growth of
costs. Demographic shifts that reduce the proportion of young people in
the population may reduce some spending pressures, but is difficult to
imagine reducing the proportion of GDP spent on the major public serv-
ices such as health, education or protective services in order to fund
pension reform.

It is not possible to fund the necessary reform through changes in the
state pension age alone. According to the Pension Commission, even if
the Pension Credit and State Second Pension were abolished, a first tier
non-contributory pension at the level of the Guarantee Credit would
still require the state pension age to rise to 72 (for men and women) if
the aim was to keep state pension expenditure at the 5.7 per cent of GDP
envisaged under current government spending plans for 2043 /44.

Another candidate is the rest of the state pension system. Payments of
SERPS and the State Second Pension accounted for 0.6 per cent of GDP
in 2004 /05 and are projected to rise to 1.8 per cent by 2054/ 55.” National
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Insurance rebates accounted for 0.9 per cent of GDP in 2004/05 and are
expected to fall to 0.4 per cent of GDP in 2050/ 51." Tax relief on private
pension saving represented foregone public revenues equivalent to
another 1.8 per cent of GDP (more than £19 billion) in 2003/ 04. Ending
provision of the second tier and redirecting the resources would thus
make a very substantial contribution to the costs of reforming the first
tier. Of course, the full impact could only be enjoyed in the longer term
as there cannot be any question of removing pension rights that have
already been accrued.

The pros and cons of this approach, and the degree of consensus
around the idea of using National Insurance rebates and reform of tax
reliefs at least in part to fund first tier pensions, are discussed in more
detail below.

Should the basic pension be a contributory benefit or paid
on the basis of residency?

A final issue in relation to the first tier of state pension provision is
whether it should be contributory or residence based. Our current first
tier pension—the Basic State Pension—is a contributory benefit paid on
the basis of individuals being credited with sufficient National
Insurance contributions. The alternative would be to move towards a
citizen’s pension—a benefit paid solely on the basis of a residency test.
The two key benefits of a residency based first tier pension are that it is
beneficial to women, whose working careers are more likely to be inter-
rupted by caring responsibilities, and it is administratively simpler than
a contributory system. The key benefit of a contributory system is that,
as with hypothecation, it appears to strike a chord with the public who
feel that they are "putting something in to get something out’. A contrib-
utory pension might also recognise longer working lives such as those
of people who enter the workforce earlier rather than continuing in
further or higher education.
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At present there does not appear to be a consensus on this issue. Some
groups such as the National Association of Pension Funds are strongly
in favour of a citizen’s pension, others like the CBI support the status
quo, and many others have either not expressed a view or have said the
issue needs further consideration. Alan Johnson made it clear when he
was Secretary of State for Work and Pensions that he was interested in
exploring the matter in greater depth. Public sensitivity over immigra-
tion may be an unwelcome and relevant factor in this debate, especially
if it is proposed to change the criteria for receiving the first tier pension
so as to significantly benefit those who have immigrated to the UK later
in their working lives. In fact it is hard to image that a shift from contri-
butions to residency criteria could do otherwise, as 44 years of contri-
butions are currently required for a full National Insurance
contributions record.

There is the added complication that a change to a citizenship pension
in the near future would create many anomalies between those who
worked in the past and paid a full 'stamp’, those who paid a lower
contribution and those who chose not to work at all. Nothing poisons
welfare reform more than the sense that the rules have been re-written to
dis-advantage those who tried to make the best provision for themselves.

As with any policy that affects a large number of people, there are
political dangers in changing the status quo first tier pension, and
reform would require a compelling case in its favour. It is prudent to
assume that with any major policy change affecting incomes the losers
will make significantly more noise than the winners. A major reform
would thus have to clear a high hurdle before receiving political
commitment. Reform could be derailed by relatively minor drawbacks,
even if overall the policy would be better for the majority of people, and
even if the status quo has larger drawbacks. The benefits thus have to
be very clear cut—and seen to be so in the public domain—before a

major reform could be implemented.
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State pensions—second tier reform

First tier state pension reform is a key part of the pensions puzzle, but it
is far from being the only important issue. A second tier of state pension
benefits providing an income related top up to the Basic State Pension
has been a feature of the UK pensions landscape since 1961. The system
of tax relief for pension contributions is another element of state support
for second pensions that has recently received relatively little attention.
The nature and extent of state support for second pensions is key.

At the moment there is very limited consensus in relation to second
tier state pension provision in the UK. Most but not all commentators
think that the state should continue to support second pensions, but that
the way in which it does so should be reformed. A significant group
including the NAPF and the British Chambers of Commerce are in
favour of abolition to fund first tier reform. However another group
including the TUC and CBI are in favour of retaining and reforming the
second tier. It is important for all parties to the pensions debate to indi-
cate their views of the second tier, rebates and tax relief in the current
system, and most importantly to recognise the trade-offs that their
views entail. Achieving consensus around reform of the second tier in

the UK is a critical step on the way to achieving consensus overall.

Pros and cons of state support for second pensions

A first choice then, is whether the state should provide any support for
second pension saving at all. If the state withdrew from such support it
could concentrate the significant resources currently used for this
purpose on an adequate basic pension. As well as being affordable, such
a system would have the important virtue clarity and simplicity. The
purpose of state pensions would become to prevent poverty and leave
the individuals to make their own arrangements for income replace-
ment. A state pension system which consisted only of an adequate
(poverty prevention) first tier would present individuals with a very
clear picture of their responsibilities.
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The simple state system that only provided a first tier pension also
avoids the state needing to take decisions about the appropriate level of
second tier provision. Many of the complexities of our current system
stem from different decisions that have been taken over the years about
the replacement rate the second pensions should provide, the desire to
balance future state and funded provision, and the appropriate balance
between state and individual responsibility. A system where the state
pension simply prevents poverty avoids these complications.

However, even with an enhanced basic pension many people might
expect the state to continue to assist in the provision or at least the
funding of their second pension. There is a particularly strong case for
helping people who may find it difficult to make pension savings
because they are on modest incomes, but for whom a pension of £109.45
per week would represent a poor proportion of their typical earnings. It
would be politically very difficult to withdraw the State Second Pension
which has been introduced precisely to assist this group and those
whose working lives are interrupted by caring responsibilities without
making some other provision to fulfil its role.

There are a number of other arguments in favour of the state
providing an income related second tier pension. The first is that indi-
viduals may not make rational decisions about their own savings
behaviour and thus need to be compelled via a state second tier pension
to act in their own best interests. Many people who are faced with
complex and long term decisions simply put off making any choice at
all. However, in the case of private pensions this implies not beginning
to save.

There is also evidence that many people discount future income rela-
tive to current consumption at a very high rate. In the case of pensions
this implies not saving enough. The state may thus have a role in
preventing ’disappointment” among pensioners as well as technical
poverty. A key test of pension reform is that it must enable, but not
ensure, that most people can achieve reasonable replacement rates. The
government will have to be able to say what level of savings this will
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The purpose of the second state pension

The Basic State Pension is now below the poverty line, and the latest
incarnation of the state second tier—the State Second Pension introduced
in 2002—is expected to become a flat rate benefit in around 30-40
years time as a result of linking the Upper Earnings Limit for National
Insurance contributions to prices rather than earnings. When the State
Second Pension was introduced there were proposals to bring this transi-
tion forward, but these have not been pursued by government. These two
flat rate pensions will then add up to an income sufficient to take their
recipient just above the poverty line. Pension Credit will then provide an
additional benefit of up to 60 per cent of the value of the State Second
Pension. Pensioners without a full Basic State Pension—including many
women—uwill find that some of their State Second Pension will not qualify
for Pension Credit, as the Savings Credit is only applied to income above
the level of the Basic State Pension. Private pension income will also
reduce the amount of Pension Credit received.

The State Second Pension is thus intended to fulfil a very different func-
tion from its predecessor, the State Earnings Related Pension Scheme,
which was intended to provide an earnings-related addition to an
adequate Basic State Pension. Now the State Second Pension plus the
Basic State Pension plus the Pension Credit are expected to collectively
ensure that their recipients are above the poverty line. For the first time
since 1961 the state is effectively withdrawing from earnings-related

income replacement for pensioners.

require in addition to state pension benefits, and the public will have to
feel that this is reasonable and achievable for them.

For some people at least, the government is also a more attractive
provider of financial products. Despite their low level of current take up,
stakeholder pensions do offer a relatively low cost personal pension
product. However, they are only low cost in comparison to many
previous personal pensions. Their administration costs are still high rela-

tive to most occupational schemes and even higher in relation to state
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administered schemes which do not have to incur the costs of
persuading people to join. Stakeholder charges are currently capped at
one per cent of the fund value each year and some providers are
lobbying to increase this limit. The Government Actuary’s Department
Survey of Occupational Pensions Schemes in 2000 measured the average
private sector occupational scheme cost at 0.4 per cent of managed funds
per year. The annual administrative cost of the National Insurance fund
is approximately 0.1 per cent of the value of the accrued rights.

Principles for reforming state support for second pensions
Any state support for second pensions should meet some key tests. It
should enable most people to retire on a reasonable proportion of their
working income. It should clearly incentivise personal responsibility and
saving. It should target more support on those people with low incomes
who find it difficult to make additional savings, including carers and
others with intermittent working lives. Most importantly of course, it
should be seen to be fair.

If the basic pension were adequate to prevent poverty, it would become
much easier to reform state support for second pension saving in a way
which passed these tests. The value of such support could be deployed
through a matching scheme which offered clear incentives to make
pension savings—for each £1 of private saving the state could add £x. The
rate of matching could be higher for people on low incomes. The total
amount available to each individual would be limited, perhaps via an
annual cap on support or via a cap applying to a longer period to allow
for varying circumstances such as a period of unemployment or caring.
There could even be credits for circumstances like caring responsibilities.
It would not ensure a given replacement rate, but would assist and enable
individuals in achieving this for themselves.

We would envisage the Government setting out clearly its aims for
second pensions. It would be explicit about the level of contribution it

was prepared to make and the level of contribution it was assuming from

32



The Key Issues

individuals and/or their employers. It would exemplify, for example,
what level of replacement income it would expect someone on a given
income to accrue in return for a certain level of employee or employer
contribution. In contrast to the obscurity and complexity of the current
system a new approach to government support for second pensions
would need to be simple, understandable and clear about personal

responsibilities and incentives.

Funding again

It is vitally important to be clear about the costs of pension reform. It is
not possible to bring the first tier state pension up to the adequacy level
and to retain the second tier at its currently planned level without signif-
icant increases in taxes or National Insurance contributions. As
discussed earlier, efficiency savings, reductions in non-pension
spending, and even changes in the state pension age are very unlikely
to be sufficient in themselves. It does not make sense to rule out on a
point of principle any increase in tax or National Insurance rates to help
pay for pension reform. Nonetheless, there are significant resources
available within the pension system to facilitate reform.

Tax relief on pensions saving currently represents foregone public
revenue equivalent to 1.8 per cent of GDP. This is a very substantial
sum, for example sufficient to increase state spending on the Basic State
Pension by 50 per cent. Higher earners with higher tax rates benefit
disproportionately from the current system. Out of 35 million people of
working age, 2.5 million higher rate tax payers get 55 per cent of the
value of all tax relief on pension saving. 13 million basic rate tax payers
share the other 45 per cent, and nine million other taxpayers receive
no’ching.6 This is grossly unfair, and the value of these reliefs should also
be considered as part of the resources available for a wide-ranging
reform of the pensions system.

The government has introduced a new life-time cap on the value of an

individual’s pension fund contributions that can be tax advantaged.
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This is a worthwhile move in the right direction. However, the system
remains overwhelmingly favourable to higher earners and the new cap
does nothing to improve the incentives for lower income savers.
Nonetheless it opens the door to more far reaching reform.

Tinkering with tax reliefs for pension contributions has often been
regarded—with good reason—as politically very hazardous. On the
other hand, the gross disparity with which the Government currently
spends the largest part of £20bn a year on a small minority of the popu-
lation is hard to defend if we are looking for radical and sustainable
reform of the system. Doing so could make a significant contribution to
the type of £1 for £1 incentive scheme for second pension savings that
we have outlined above. Although further analysis is required, it is
likely that many tax payer, including the majority of higher rate
taxpayers could gain could gain significantly from such an approach.

As indicated earlier, SERPS and the State Second Pension accounted
for 0.6 per cent of GDP in 2004/05 and are projected to rise to 1.8 per
cent by 2054/55. Few people would argue that the State Second Pension
is a bad thing in itself. It has improved the generosity of the pension
system for low income individuals and those with working histories
that are interrupted by caring responsibilities. However, there are still
major gaps in its coverage—D5 million men and 4 million women out of
35 million working age people are not accruing entitlements.” The key
question to ask is whether the resources directed at the State Second
Pension could be better used on other pension spending.

Contracted out National Insurance rebates

If accruals to the State Second Pension were ended to help pay for first
tier reform, the associated rebates would probably have to go too, as the
rebates only exist to compensate individuals for their decision to opt out
of receiving it in retirement. The financial benefit of ending accruals is
of course only felt some years later, at the time the pension would have
been paid. The financial benefit of ending rebates would be felt imme-
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Contracting out and National Insurance rebates

The UK is almost unique in having ‘contracting-out’ as part of its pensions
system, which adds a significant layer of complexity to the savings envi-
ronment. Contracting out allows individuals to choose not to accrue enti-
tlements to the State Second Pension and instead to have the Inland
Revenue pay a compensating rebate into a private or occupational
pension. The rebate is meant to accurately reflect the value of the foregone
state pension benefit. Private and occupational pension schemes are thus
compensated by the rebates at a level expected to generate the benefits
they must pay out in return.

If contracting out were abolished now, and all those currently receiving
rebates were brought back into the State Second Pension, then no-one
should be worse off because the rebates are supposed to represent fair
value for the benefits foregone. If state second pensions and the rebates
disappeared at the same time as a wider reform then the picture is less
simple. Contracted-out individuals would then be giving up their rebates in
exchange for whatever they gained from the new system (e.g. a higher first

tier state pension). Contracted-in individuals would be giving up their state

second pensions on the same basis.

diately. The rebates account for approximately one quarter of the total
flow of saving into private pension funds, and were 0.9 per cent of GDP
in 2004/05, although their total value is expected to fall in the future.

If pensioners are to avoid becoming poorer relative to the rest of
society, then the total flow of resources to pensioners must increase.
Increasing state pension resources purely at the expense of private
pension resources would fail to address this issue. The UK pensions
system will continue to require a healthy private pensions sector regard-
less of reform to the state sector, so any reform which affects the rebates
must allow the private sector to play its role effectively.

Private pension schemes are only compensated by the rebates at a
level expected to generate the benefits they must pay out in return. The
key benefit to the schemes is thus the additional volume of funds, which
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may lead to lower administration costs and therefore higher effective
returns for savers. Another possible benefit is the extent to which indi-
viduals are encouraged by the existence of the rebates to make addi-
tional contributions of their own. Unfortunately it is not yet really clear
how significant these two issues are, and further evidence is needed. It
is worth noting, however, that the National Association of Pension
Funds (NAPF), which represents the major occupational pension
scheme providers, has adopted the clear position that losing the rebates
is a price worth paying for effective reform of the first tier, as their
response at the end of this pamphlet makes clear.

Ending the rebates would certainly have an impact on occupational
pension provision. Occupational schemes which are contracted out,
including most if not all defined benefit schemes, would either have to
adjust their level of benefits downwards, or would require additional
contributions from their members. However, if contracting out were
abolished but state second pensions remained, then once again individ-
uals should be no better or worse off. Only the composition, and not the
level, of their retirement income would change. If the state second tier
and the rebates were replaced in a wider reform then once again the
gains and losses would depend on the details of the proposal. Some
companies might take the opportunity to switch from defined benefit to
defined contribution schemes and claim that this was because of a
change to the rebates system. It would need to be very clear to all parties
what the real impact on occupational schemes of changes to the rebates
would be.

Similarly careful account would need to be taken of any unintended
consequences of reforming tax reliefs to achieve a more coherent and
fairer system of incentives for pension savings. Overall, the effect
should me to draw more people into pensions savings. But there would
be some individuals would chose to make their long-term savings in
other ways and it would be important to ensure that there was not

major impact on employer pension schemes.
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Compulsion and incentives for employees and
employers

The independent Pensions Commission was originally set up to keep
under review the regime for private pensions and long-term saving in
the UK, and

On the basis of [its] assessment of how effectively the current voluntarist
approach is developing over time, to make recommendations to the
Secretary of State for Work and Pensions on whether there is a case for
moving beyond the current voluntarist approach.

Pensions Green Paper 2002

It was quickly nicknamed "the compulsion commission’, and the issue
of compulsion in the UK pensions system shot up the policy and polit-
ical agenda.

The first point to make in respect of compulsion is that it is a second
order issue. A given level of compulsion in the pensions system is only
a means to various ends, such as increased overall savings rates or a
more equal distribution of pensioner incomes. Compulsion is a signifi-
cant part of the puzzle, but it should not be the exclusive focus of the
wider discussion around pensions policy. The Pensions Commission
itself has taken the lead in broadening the debate in a helpful way.

Unfortunately, and despite the best efforts of the Commission, the
debate around compulsion remains bedevilled with confusion. There
are many different aspects of pension provision to which compulsion by
government either does or could exist, and it is not always clear what is
being referred to in general discussions of "voluntarism” and ‘compul-
sion’. Individuals could be compelled to join and contribute to various
types of schemes, employers could be compelled to establish or
contribute to various types of scheme, and financial service providers
could be compelled to comply with a range of regulatory and legislative
requirements. It is no good talking about compulsion without being

clear what kind of compulsion is under consideration.
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The debate around compulsion has focused on the issues of whether
individuals should be compelled to save more of their income, and
whether employers should be compelled to offer or contribute to a
scheme for their employees. There is, of course, already a very signifi-
cant degree of compulsion on individuals to make provision for their
retirement. Once over the Lower Earnings Limit all employees are
required to contribute both to the Basic State Pension and to some form
of second pension, either via the State Second Pension or via contracting
out into a private or occupational scheme. Employers, on the other
hand, are not required either to offer or to contribute to a pension
scheme although they contribute, of course, to the National Insurance
system.

It may be helpful to discuss the different issues that are involved in
extending compulsion for individuals and for employers.

Individuals

Currently there is no compulsion on individuals to make private
savings at all. Those who remain opted into the State Second Pension
are not required to make any additional provision. At first sight intro-
ducing this kind of compulsion may seem attractive, on the logic that
individuals will eventually benefit from the savings they are required to
make. However, at present many people on lower to middle incomes
face relatively poor incentives to save, partly because their own private
saving is likely to reduce their entitlement to Pension Credit.

Indeed, there is a high level of expert consensus that it would be diffi-
cult to increase the existing level of compulsion on individuals to make
pension provision when means testing in retirement is expected to be so
extensive. Under the current pensions system, more than two thirds of
the pensioner population is expected to be entitled to the Pension Credit
by 2040. All of these people will be experiencing benefit withdrawal as
a result of making private savings and a substantial number would see

there forced additional savings merely reduce the gap between the basic
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state pension and the Minimum Income Guarantee. Forcing people to
increase their level of savings when they would see little or nothing in
return would be politically very dangerous indeed.

Introducing individual compulsion becomes much more plausible if
the requisite first tier reform has addressed the incentive problems
currently created by the Pension Credit. Individuals would then at least
see more of the benefit of the savings they were forced to make.

On the other hand, a number of further questions then arise. What is
the right level of compulsion on individuals? What principles would
inform such a decision? Should the level vary across an individual’s life-
course to take account of issues like saving for the deposit on a first
home, or raising a family? Should it be possible to set off higher saving
in one period against lower saving in another? What interaction would
compulsion have with levels of voluntary saving? Most fundamentally,
if the first tier of state provision effectively prevents pensioner poverty
and there are good incentives to save at all income levels, what is the
argument for additional individual compulsion in any case?

There is one group of individuals for whom further compulsion to
make pension provision might be appropriate: the self-employed. At
present self employed people are required to make flat rate National
Insurance Contributions and in exchange gain entitlement to the Basic
State Pension but not the State Second Pension. Many self-employed
people are engaged in relatively low paid work and are unlikely to be
making significant private savings. If they do not make additional
private pension provision they will thus end up relying on the
Guarantee Credit to bring them up to, but not above, the poverty line.
The pensions system, with its effective opt-out for the self employed,
was established with a model of prosperous, capital owning self-
employment in mind. This is no longer reflects the reality for many self-
employed people, who should now be brought back within the ambit of
the pensions system on the same basis as employees.
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Employers

There is no doubt that the pension system as a whole would be consid-
erably more robust if more employers made more generous pension
provision for their employees. Most current trends are in the opposite
direction. The private sector is reducing both the value and the security
of its pension promise and the public sector is now also seeking to
reduce the value of public sector pension provision—in part on the
argument that the public sector no longer needs such generous provi-
sion when private pensions are being cut back. There are many compet-
itive factors in the labour market nationally and internationally that are
also creating pressure to reduce employer provision.

Employer pension provision has always provided a tricky challenge for
governments. As essentially private sector activities but with a clear
public purpose, governments have struggled to balance the incentives
that encourage employers to provide schemes with the security that
employees demand. It is worth noting that the decline in employer
defined benefit provision has quickened as the level of prudential regula-
tion has risen. As the basic pension has declined in value, second pensions
have been required to play an ever greater role in overall pension provi-
sion. In turn, governments have been pressed to introduce more regula-
tion and more complex rescue schemes for the rapidly diminishing
number of people who have the chance to be in such schemes.

A common response from the trade unions has been to call for
employer provision to be made compulsory. For employers currently
making pension contributions above the chosen minimum this would
not cause any difficulties. For others it would essentially represent a
government imposed cost increase (and corresponding employee
benefit) unless the companies made corresponding adjustments to take
home pay. Unsurprisingly, this option is firmly opposed by employers
and their representatives. It is, however, supported by many employee
representative groups including the TUC.

At the very least the limits of this approach need to be understood.

Any new level of compulsion would inevitably raise costs for some
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employers—perhaps unsustainably—whilst setting a benchmark well
below the level of the best schemes. Those who currently get little or no
employer support are likely to be those on lower incomes who have
least ability to sacrifice salary for pension contributions. So any increase
in employer contributions would have to be incremental and would
often seem inadequate. Of course, similar criticisms can be made of the
introduction of the Minimum Wage, which is now widely seen as a
success. All of this suggests that we should not rule out further
employer contributions, but that we should recognise that progress
would have to be slow and careful.

Perhaps the least onerous proposal is that where an employer offers
an occupational pension scheme, employees could be required to opt
out of membership rather than being required to opt in. Evidence from
the US suggests that this dramatically increases the proportion of the
workforce that are scheme members even after several years. It would
represent very little additional compulsion on either employees or
employers and there is a good degree of consensus—including among
the main employee and employer representative groups—that it would
be a sensible change.

What ever is done about compulsion, Governments need to examine
how they can create an environment which does more to make
employers want to make better pension provision. Defined benefit
schemes probably never made strict bottom line business sense, but by
becoming an important feature of the labour market, they helped the
market economy function more effectively and with greater social
support than otherwise would have been possible.

The challenge is to recreate the will amongst employers to shoulder a
similar responsibility in a very different economy. This will mean exam-
ining both the direct and indirect pressure on business to cut provision.
For the defined benefit schemes, having compulsory employee
membership will help stem the loss of new funds that can accelerate
scheme closure. Regulation needs to be reasonable and light touch—a

move than will be easier if the first tier state pension is more generous
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and reliable. There is a good case for preventing companies that make
starkly more generous provision for senior executives gaining any tax
assistance to do so.

Another level of compulsion on employers would be to require them
to offer a particular form of occupational pension scheme to their
employees. For this to have any advantage for the members over an
equally generous employer contribution to a private pension, such a
scheme would need to either have lower administration costs or pool
risk among the members in a similar way that a defined benefit schemes
does. Once again, the costs of this option would eventually need to be
reflected in gross wages. In addition, employers and especially small
employers might find such arrangements inflexible and burdensome.

If all jobs were advertised with their gross remuneration, including
the value of employer pension contributions, it might help individuals
make better decisions about their employment choices. If prospective
employees systematically under-value employer pension contributions,
then employers have an incentive not to pay them and to increase take
home pay by a lesser amount instead. In addition many public sector
jobs would look dramatically more attractive to prospective applicants.

We can reduce if not eliminate the labour market pressure to cut
provision. The promised ending of the two tier labour market in the
public sector will have its biggest impact if it prevents competition
resting on pension costs. The case for bringing the self-employed into
the full National Insurance system is strengthened because it will also
reduce the tendency to use ’self-employed’ contractors to undercut
existing pensionable employment. More could also be done—as in the
rest of the EU—to ensure that incoming workers from the accession
states do not obtain employment purely because of their willingness to
accept posts with no pension rights.

Of course, a balance has to be struck with the need for a flexible labour
market. Equally, however, there is no point in trying to reconstruct the
pension system if wider economic policies are constantly undermining

the new provision. We would argue that a close examination of all these
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issues is at least as important as the discussion of the extension of
compulsion to employers.

Working lives

It is important to be clear about the distinction between the retirement age
(when an individual permanently stops working) and the state pension
age (when state pension benefits become payable). According to Pension
Commission estimates, in 2004 the average retirement age among those
who were economically active at 50 was 63.8 years for men, and 61.6 years
for women. There is almost universal consensus on the need both to
increase the effective retirement age in the UK from its current level closer
to the state pension age, and to soften what is currently often a sharp tran-
sition from full time work into full time retirement.

Increasing effective retirement ages reduces the cost of pensions
because they are paid for a shorter period, and increases the tax
revenues and private earnings available to fund pension benefits. Very
roughly, each year by which average retirement ages go up reduces the
long-term share of GDP required to hold average pensioner incomes
stable at their current level by approximately one per cent.’ Such
increases are not only achieved by increasing activity rates among those
people below the state pension age. It will also be important to increase
activity rates among those over 65 years old.

Where there is much less consensus is on whether to raise the state
pension age. There are two fundamental reasons to do so. One is to
reduce the overall cost of any given level of state pension benefits, or
alternatively to increase the generosity of state pension benefits for any
given level of overall cost. The second reason is to encourage people to
continue working, thereby contributing to public revenues and their
own private savings, whilst at the same time decreasing the period over
which their private savings need to last.

Many bodies have brought forward specific proposals for a new state
pension age, and there have been a series of newspaper headlines
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focusing on the age recommended in each case. Much of this has an
inappropriate air of urgency, as changes in the state pension age would
need to be phased in over a long period. For example, the currently
planned increase in the state pension age for women from 60 to 65 will
be phased over the ten years from 2010 to 2020.

The first task should be to agree on some principles. It would be
possible, for example, to link the state pension age to the length of an
individual’s working life. If the number of contributory years was
increased, but there was no fixed state pension age, the system would
show an age bias towards those who start working live younger. This
needs more detailed examination, but it might go some way towards
meeting the concern that raising the state pension age would disadvan-
tage those who start work younger, and who work in lower paid jobs
which in the past have had a lower life expectancy.

This is exactly the kind of area where an independent body could be
given the responsibility of administering the policy in the long term
once its parameters have been decided by government.
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The UK’s pension system is in need of reform, not because it is in crisis
but because it could serve the needs of the public so much better than it
does at present. Half a million pensioner households currently live in
poverty because they fail to claim their means-tested entitlements.
Lower income workers face poor incentives to save, and under current
plans means testing will become more and more prevalent in the
pensioner population. The system is too complicated, and confidence in
both state and private pensions systems is low.

This pamphlet contains a number of specific suggestions for how to
deal with these problems. A key conclusion is that we should raise the
basic pension provided by the state to the level of the Guarantee Credit
(£109.45 for a single person per week in 2005/06) and index it to earn-
ings. We also believe that state support for the second pension saving
should be reformed. A reformed system should enable most people to
retire on a reasonable proportion of their working income. It should
clearly incentivise personal responsibility and saving. It should target
more support on those people with low incomes who find it difficult to
make additional savings, including carers and others with intermittent
working lives. One way to achieve this is via the government matching
contributions form employees and employers to their own second
pension funds.

Funding reform will mean a significant re-organisation of the very

considerable existing state resources devoted to pensions including the
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State Second Pension, the associated National Insurance rebates and tax
reliefs on pension saving. In addition, the self-employed should be
properly brought into the system, and we should not rule out the possi-
bility of future rises in National Insurance contributions to pay for
pension reform. We should re-consider the existing tax reliefs on
pension saving which disproportionately benefit higher rate tax payers
and have little incentive effect for lower earners. The foregone revenue
they represent could be much better used.

But the central purpose of this pamphlet is not just to present another
set of proposals for a new pensions system in the UK. First and fore-
most, it is an attempt to move the political debate about pensions
forward, and an attempt to show how the necessary consensus can be
built. We need enough consensus first of all to enable reform to take
place and then to sustain it over the long term.

We believe that consensus can be built around some key issues. There
is widespread consensus about the need for the state to provide an
adequate first tier pension on the model that we recommend. This can
act as the foundation for a wider consensus. The next two issues where
consensus is needed are the role of the state in supporting second
pension saving and the means of funding the reform package as a
whole. Agreement around these issues will provide the structure for a
consensus that is sufficiently broad and durable to enable successful
reform.

Compulsion is a second order issue compared to these fundamental
building blocks for reform. There is already quite strong expert
consensus that individuals should be required to opt out of their
employer pension scheme rather than opt in as at present. On the other
hand there is little consensus about the desirability of additional
compulsion on either employers or individuals to contribute to a second
pension. With the important exception of bringing the self-employed
properly into the National Insurance system, we believe that additional
compulsion on individuals would be undesirable in the absence of a
reform to the first tier which addressed the current incentive problems.
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However, we do not think that additional compulsion to save should be
ruled out indefinitely. The time scale of the problems it is meant to
address means there should not be an artificial sense of urgency over
this issue.

Both government and the expert stakeholders such as employer and
employee representatives have responsibilities in the process of
achieving consensus. Government needs to focus the debate on the key
issues and use its power to bring the stakeholders together to engage
constructively with each other. The stakeholders need to commit to a
meaningful process of consensus building rather than an endless
process of positioning and negotiation. They need to identify their
priorities and consider the trade-offs that they are prepared to accept.

The pensions debate needs to change in character, from a competition
between interest groups to a process of achieving agreement. If this does
not happen then any significant reforms will be difficult or impossible
to implement, and even more unlikely to endure. We have tried to show
how this shift can be achieved between government and the expert
stakeholders. We have also suggested some institutional mechanisms to
help prevent a new settlement from being unravelled. But in the longer
term, it is only the deep support of the general public that will sustain a
pensions consensus over the coming decades. They are the most impor-
tant constituency, and they are ultimately why the politics of pension
reform is just as important as any policy solution, no matter how bril-

liant.
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n 2003, the CBI established its Pensions Strategy Group to provide a
voice for businesses in the debate over pensions. The group, chaired
by Richard Greenhalgh,9 was made up of senior business leaders
from companies in the CBI's membership, and was charged with
looking at the future of UK pensions; how employers can improve
future pension provision; and what other changes might be needed to
the UK’s occupational and state pension systems to ensure individuals
achieve a decent income in retirement.
The Strategy Group provided a number of key ideas for reform from
the employers’ perspective. In particular it underlined that:

* while the UK pensions system has served individuals well over the
years, a number of reforms will be needed to cope with the challenges
ahead;

* reform must be built on a combination of state and private pillars;

* compulsory private pensions will not solve the emerging crisis;

* for the voluntary system to deliver for pensioners, a combination of
reforms will be needed;

* individuals will have to save more and employer provision will need
to be enhanced;

* the state pension system will need to be reformed;

* individuals will have to work longer.



The Politics of Pension Reform

The CBI believes that UK pension provision should comprise a well-
balanced mix of state (pay-as-you-go) and private (funded) systems.
Within this, we believe that building on the voluntary approach to
private pensions saving is more likely to be successful than the alterna-

tive of compulsory contributions to saving schemes.

Reform the state system

The Government has successfully addressed pensioner poverty by
targeting state resources on the poorest pensioners. But there are a
number of important concerns that need to be addressed: disincentives
for individuals with small amounts of voluntary saving; the complexity
of existing arrangements which act as a further deterrent; and the long
term growth in the numbers reliant on means tested benefits.

The CBI has recommended that the government take immediate
action to remove current disincentives to save. In particular it should
permit ‘cash conversion” of small pensions saving where the individual
would have been better off under state benefits. But over the longer
term the CBI recommends that future savings from a rise in the state
pension age should be used to raise the level of the basic state pension
to the level of the guarantee credit, and that the State Second Pension
should be retained.

The CBI believes there is a strong case for the state to continue to
provide a second tier earnings related pension for those employers or
employees for whom private provision is not appropriate, or who wish
to contribute to a top up pension via the state. Even with an enhanced
basic state pension, many individuals will not reach the common target
replacement rate of between half and two thirds of earnings and there-
fore need to make additional provision. People should have the option
to accrue earnings related pension rights and of doing this via the state.
Many SMEs do not have the expertise to get involved in pensions and
would wish the state to take responsibility. They recognise that costs
may have to rise for employers and employees currently not making top
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up provision—but a growing number accept that this is a price that may
have to be paid.

There may well be a case for reviewing the State Second Pension and
moving towards a simplified and perhaps funded state earnings related
pensions scheme which enables people to understand their pension
entitlement and which commands greater public and political support.

Compulsion will not solve the emerging crisis

Given that many groups—particularly the TUC—have argued that
compulsory employer and employee contributions to private pension
schemes are the answer to the emerging pensions crisis, the CBI’s
Pensions Strategy Group spent a long time considering the potential
impact of a compulsory private savings regime in the UK—and it is
worth considering how private compulsion would impact on savings
and the economy further.

The CBI believes that compulsory private savings would:

* become the norm for contributions rather than the floor upon which
all would build. We are particularly concerned that if the rate at which
compulsion were set were seen to be the ‘right’ level at which individ-
vals should save for their retirement, the UK would see an overall

reduction in saving for retirement.

* remove freedom of choice from individuals. Depending on their level
of income, expenditure and family commitments, individuals may

prefer to reduce debts or save in some other way.
* threaten the further erosion of tax incentives which encourage
pension provision and further undermine occupational pension provi-

sion and pension saving more generally.

* be unaffordable for some employers and employees. The CBI esti-
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mates that employer compulsion at a five per cent contribution rate
would cost £11bn per annum, while a contribution rate at 10 per cent
would cost over £22bn per annum. This would have a damaging effect
on many companies, particularly SMEs, by damaging profitability,
growth and employment in such companies. While some firms could
simply not afford compulsory contributions, there will also be some
low-income employees who would not be able to afford new pension

contributions.

* lead to distortion of economic activity—making some firms reluctant
to grow and hire new employees beyond the minimum threshold for

compulsion and leading other firms to move into the black economy.

Evidence from Australia shows that compulsory private provision is
not a guaranteed solution to the savings problem. Compulsory private
savings were introduced as part of national wage bargaining in 1986
and in 1992 were extended to all employees (not just those covered by
wage bargaining settlements). The Superannuation Guarantee
instructed employers to contribute to a fund for each of their workers at
a rate of four per cent which eventually rose to nine per cent in July
2002: employees agreed that they would receive a lower pay rise in
consequence.

Non-compulsory household saving rates in Australia have fallen from
nearly 10 per cent in the mid-1970s to 0.5 per cent in 2004. While other
factors are likely to have influenced this fall, a recent paper by the
Australian Reserve Bank suggests that compulsory superannuation
may have increased total household saving by as little as two per cent
in recent years. Only high income households tended to make further
voluntary contributions to their schemes while younger households
tended to take out further credit to maintain spending in the face of nine
per cent contributions.

Were the UK to go down this road, the Government could inadver-
tently signal that a modest level of saving is sufficient to provide an
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adequate income in retirement. Given the likelihood that compulsion
would be set at a moderate rate—for reasons of political acceptability—
it could actually induce a false sense of complacency among
employees—and employers.

The CBI therefore believes the Government should resist calls for
compulsory contributions to private pension schemes as it is neither
desirable nor necessary—and neither is there any evidence that it will
provide the long-term solution we are searching for. Instead, given the
right framework and incentives—the CBI believes that the voluntary
approach can continue to deliver.

For the voluntary system to deliver for pensioners, a combination of
reforms will be needed. The pressure on private provision is well docu-
mented—costs are rising as a result of rising life expectancy, falling
investment returns as well as adverse taxation and regulatory changes.
This has created large pension fund deficits—over £100bn—in defined
benefit schemes requiring additional contributions of as much as £6bn a
year.

While employers remain committed to occupational pensions, the
nature of their involvement is likely to change in the future. Some will
retain defined benefit, salary-related provision but others have chosen
to move to defined contribution schemes. The costs and risks associated
with pension provision will mean that the smallest companies, strug-
gling to compete and grow their businesses, will choose to rely on the
state second tier.

The CBI agrees with the analysis in the Pensions Commission’s
interim report that the UK faces some unpalatable choices. However, the
CBI believes a combination of the three policy options can deliver a
sustainable approach:

* saving more through occupational or stakeholder pensions;
* saving more through state provision—on a funded or pay as you go
basis;

* increased participation in the labour market by more older workers.
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Despite the critics of voluntarism, the CBI believes that a new and
concerted effort to build on the existing voluntary approach has a real
chance of increasing savings and pension provision in the UK. The focus
for government should therefore be on making the climate for private
pensions more attractive. The CBI believes that the voluntary system

can be reinvigorated by:

* encouraging more employers to provide—and employees to take
up—good quality pension provision;

* incentivising employers—and in particular SMEs—to provide pensions
by maintaining existing tax reliefs and by further efforts to reduce and
simplify the regulatory burden on occupational pensions (especially for
hybrid schemes);

* ensuring individuals have sufficient financial information and educa-

tion to better inform their retirement savings choices.

Increase labour market participation among older workers
The third element to tackling the emerging pensions crisis is to
encourage more people to extend their working lives. Employers are not
expecting employees to work until they drop. However, with an ageing
but healthier population, the CBI believes that it is inevitable that more
people will want to work longer and that employers will want their
skills. The UK has a good track record on participation rates of 50-64
year-olds in comparison to much of the rest of the EU. But there is no
room for complacency—nearly 40 per cent of 55-64 year old men have
dropped out of the labour market as well as over half of all women in
the same age group. The Government’s first priority should be to
increase participation rates among this group of individuals—planned
efforts to amend eligibility rules for incapacity benefit could help in this
regard. Employers and government also need to work together to
deliver improved emloyability for older workers who lack key skills.
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The CBI believes that employers and employees should move away
from the rigid approach to retirement that has prevailed in the past.
Making older workers chose between the jobs they have always done or
nothing leaves too many employees—and employers—with no choice
at all. The loss of older workers’ skills is unsustainable and we need to
convince people that the state pension age should respond to changes in
the labour market and life expectancy. Raising the state pension age
would be an important signal to workers that they must be prepared to
work longer (if they have not saved enough) and would reinforce other
policies to encourage greater workforce participation among older
workers. The CBI believes that the state pension age should be increased
on a phased basis between 2020 and 2030. Such a move would help
finance a more generous basic state pension. Raising the state pension
age must be a policy for the medium term so that people have time to
prepare and adjust.

However, a rise in the pension age to 70 would not cover the full cost
of a rise in the basic state pension to the level of Guarantee Credit, and
we therefore accept that the proportion of state spending dedicated to
pensioners’ incomes will need to rise over the long-term. This is,
however, a long-term gradual shift, beyond the realm of current
spending plans and projections, and should not imply an automatic
increase in the burden of taxation. Over time, more resources can be
devoted to pension provision without necessarily raising the burden of
taxation by reallocating spending priorities, improving the efficiency of
public spending and benefiting from economic growth.
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his pamphlet raises some of the key questions that we have spent

the past few years debating—what to do about pensions? Much

of the discussion over the last two years has suggested that the
UK’s pension system is in crisis. While it is undeniable that there are
significant problems, it is important to distinguish between short,
medium and long-term effects—and to be clear about who may be
adversely affected, when and why.

Demographics are at the heart of the problem. The collapse of stock
markets in recent years has inflicted major short-term pressures on
pension funds, as did the decision of some firms to take pension holi-
days when times were good. But the underlying challenge is that life
expectancy has been rising strongly and is going to go on increasing for
the foreseeable future.

The debate on pensions reform has been crystallised by the Pensions
Commission’s interim report. Much of the debate now focuses on the
four options outlined by the commission. We agree with the
Commission that preserving the status quo, with the consequence that
pensioners on average get poorer compared with the rest of society, is
not acceptable. So other options for reform must be addressed. It is right
to say that there is no easy option.
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State pensions and the state pension age

The key underlying assumption underpinning pensions policy that the
share of provision would shift from the state to individuals is no longer
realistic. Future pension policy will have to be based on the assumption
that the state will have to sustain a bigger share of pension provision in
the future than it does today.

The TUC, CBI and many others agree that the level of the basic state
pension must increase. The problems arise when considering how to
pay for any increase—for example, though higher taxation, increased
state pension age, or cuts in other parts of the current state pension
system.

Some further increase in tax/national insurance to pay for pensions in
the future is certainly economically feasible. The UK currently ranks
eighteenth out of 28 OECD economies in terms of the share of GDP for
tax. However, as the recent election showed, there is no political
consensus about whether this share is about right, too high, or too low.
Employers have been vociferous in arguing that they should be exempt
from making any further contribution through the tax system.

So increasing tax to pay for better pensions is always going to be
controversial and difficult for any government to implement. And even
if the political constraints could be overcome, it would not be economi-
cally realistic to expect the entire projected increase in the cost of
pensions to be met through increased taxation.

Resources might also be found by spending less on other benefits.
The Government has, for example, already significantly reduced
spending on unemployment related benefits. The commitment to an 80
per cent employment rate may free up other resources in the long term
by getting back into work many of the 2 million people of working age
who are ‘economically inactive’ but who say they want a job.

One option for paying for a higher basic state pension is to increase
the state pension age. The TUC is opposed to any increase in the State
pension age or the ages in occupational pension schemes when an unre-
duced pension is payable. A key reason is that it is impossible to apply
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such a measure equitably. The most recent official figures for life
expectancies show that on average life expectancies are much lower in
Britain’s poorer communities. This is in sharp contrast with much more
equal societies such as Sweden where an explicit link between the state
retirement age and life expectancy has recently been introduced.

One option yet to be actively explored in the UK debate would be to
tie future long term increases in retirement age to increased longevity
for the poorest in society, so future governments worried about
spending more on pensions have an incentive to improve living stan-
dards for the worst off. But we would have to have clear evidence that
the historic divides in longevity within British society were significantly
closing before this could be considered as a realistic option.

However, there is far more that could be done to encourage voluntary
working on beyond state retirement age and reduce early retirement.
The Government has done much to address both issues, but actual
implementation in the workplace is often patchy and falls far short of
what is required. Work needs to be reorganised to make it more attrac-
tive to older workers and also more flexible, so the option of working
part time is more widely available.

Much of the debate on pension reform has centred on addressing the
problems of disincentives and complexity through the introduction of a
Universal or Citizen’s pension, typically offering a flat-rate benefit to all
on the basis of residency. The TUC believes that the arguments about
disincentives from the current system of pension credits are overstated,
and that the credits have been extremely effective in getting help to the
poorest pensioners. Some proponents of Universal Pension want to pay
for it either by increasing the state retirement age or abolishing the second
state pension—neither of which would command trade union support.

However, there are other significant advantages in moving away from
means-testing to greater universal provision—not least in ensuring very
high take-up and improved entitlement for low paid women workers.
The TUC is actively looking at this option as one way forward in the
pensions debate.
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The TUC are strong supporters of second tier state pension. The TUC
is committed to a revitalised state second pension system as part of an
overall approach to introduce greater compulsion. The state second
pension is the only practical vehicle for providing a second pension for
workers on low pay; or with gaps in their employment for family
responsibilities.

Compulsion and incentives

Although some consensus is emerging on possible reforms to the State
system, there is less consensus on reform to the private system. The
debate on private pension reform has focused on the arguments
between compulsion and incentives. Compulsion already exists in the
UK. So the debate around compulsion is not about the principle, but
how far compulsion should be increased.

The mood towards further compulsion has changed. Many now
support the idea of compelling employees to join suitable schemes
offered by their employers. However, the same organisations which
advocate this form of compulsion for workers often illogically oppose
compelling employers to make contributions.

Some employers, however, are persuaded that the creation of a level
playing field would be beneficial. The Engineering Employers
Federation 2004 pension survey found that two thirds of respondents
supported compulsion on employers to make pension contributions, a
major increase on the level of support two years earlier. Significantly, the
surge in support came mainly from small and medium-sized
employers.

One of the alternatives to compulsion often canvassed is enhanced
fiscal incentives to encourage more individual saving and scheme
redesign, drawing on the experience in the US. Unfortunately, neither
history nor the international experiences are encouraging.

Household saving rates over the past forty years have gone up and
down with the economic cycle but have otherwise been completely
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unresponsive to the fiscal incentives and endless exhortation to save
introduced by successive governments. And coverage of pension
schemes in the US is no higher than in the UK.

There are important questions to be addressed on how a system of
compulsion might work in practice and our interim submission to the
Pensions Commission sets out some options and issues. One is risk. If
the government is compelling people to save, it must also lay down
stringent standards for the governance and design features of the
schemes they are being asked to save into.

Another is the savings vehicle. In reality, most people will be saving
into some form of money purchase schemes. Many are good schemes,
but we would like to see more attention given to the encouragement of
hybrid schemes and to industry wide schemes, drawing on the
successful scheme operated for many years in the building and civil
engineering sector. Both could help reduce risk, improve security for
savers, and reduce costs for employers.

A third is making provision for the low paid, where a revitalised
second state pension may offer a more secure and better alternative than
private provision. A key problem with the latter is that in order to turn
a profit, private providers levy high charges or commissions, so that

modest savers end up with very poor returns.

Consensus and institutional safeguards
Pension policy over the past twenty-five years has been characterised by
frequent government interventions and policy changes, often with little
public debate about their long-term consequences and no regard for the
need to sustain a political or industrial consensus. It is no surprise that
politicians and governments are not trusted by people when it comes to
their future pensions. Meanwhile, the many past shortcomings of the
financial service industry mean there is little trust in the market either.
The Pensions Commission has already performed a great service in

providing a clear, authoritative and above all independent analysis of
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the challenges and options for reform. But once the Commission issues
its final report later this year, it will disband.

Successful pensions policy is about long-term reform and long-term
reform works best with a degree of political and industrial consensus.
But while we should make every effort to build such a consensus, it
cannot be an excuse to forever put off necessary reforms.

But even more importantly, we need a permanent institutional safe-
guard against arbitrary political intervention by a future government
and against the shortcomings of the market. A permanent body inde-
pendent of government would help restore confidence by providing
early warnings of new challenges, making recommendations for action,

and ensuring that agreed reforms are kept on track.
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7 | lan Naismith Scottish Widows

cottish Widows welcomes this pamphlet by John Denham and

Richard Brooks as a valuable contribution to the current policy

debate on pensions reform. It lays out clearly the main issues to be
addressed and, crucially, the necessary components for achieving a
robust consensus for the future.

Whatever reforms are eventually put in place to state provision,
everyone agrees that we need a significant increase to private pension
provision through the savings of individuals and their employers. The
pensions industry has a key role to play in developing appropriate,
good value products, in distributing them effectively and in helping to
educate the general public on the need to save for retirement. However,
to maximise provision for retirement there must be an appropriate
legislative framework in place, and in this brief response we consider
what it should be.

State pensions, incentives and disincentives to save

The legislative framework can act as an incentive to save or as a disin-
centive. The main incentive is, of course, financial. Under the current
UK system this incentive for individuals comes through tax relief on
money paid into pensions, some tax benefits during the period when
funds are invested, and a tax-free lump sum at retirement. For

employers, the incentive is a reduction to the level of Corporation Tax.
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The fact that employer contributions are not subject to National
Insurance contributions gives some incentive to provide remuneration
as pension contributions rather than as increased salary. Taken together,
these tax benefits should represent a considerable incentive to save in a
pension. However, they are not currently well presented and therefore
not well understood.

There are two key disincentives. One is financial, because the tax and
benefits system disadvantages some savers, and the other is the sheer
complexity of the UK pensions system. Even the currently proposed
‘simplification” is enormously complex, although ultimately it should
genuinely make pensions easier for all but the very wealthy—most of us
will be able to pay as much as we want to into our pensions whenever
we can afford to. However, a major problem with the UK pensions
system at present is that the two key disincentives (financial loss and
complexity) both feature in the foundational pension to which most
people are entitled—the Basic State Pension.

The level of Basic State Pension is deliberately set below the official
poverty line and some way below an income that would be considered
acceptable even for the very poorest. This is designed to make the
system affordable to the Government by capping the state benefit paid
to those with significant private income.

The Government aims to ensure that everyone has an acceptable
living standard by topping up Basic State Pension, where necessary, to
the ‘Guarantee Credit’ level. For a single person entitled to full Basic
State Pension but with no other income or significant assets, the top-up
is currently £27.40 a week. However, if that individual has a modest
amount of other income, the top-up is reduced under the pension credit
by 40p for every £1 of personal income. Since any pension contributions
made by that individual would almost certainly only attract 22 per cent
tax relief, there is a real financial loss compared with spending the
income when it was first received. The tax-free lump sum from a
pension plan only partially compensates for that loss.
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As well as the financial disincentive, the current system also has an
evident complexity, which is increased by the means-testing required to
establish eligibility for the Pension Credit. There is also further
complexity in the State Second Pension.

The current system may be viewed as a delicate compromise that
satisfies many government objectives, including long-term affordability
and targeting towards the poorest in society. But for many people the
disincentives to save outweigh these benefits, and there is general agree-
ment that reform is needed.

As Denham and Brooks point out, there is widespread support for
increasing the Basic State Pension to broadly the level of the current
Guarantee Credit. Scottish Widows believes this is highly desirable.
While receipt of a higher state pension means that people will need less
private income than at present to achieve a comparable living standard,
the inherent simplicity of such a system, and the removal of the finan-
cial disincentive to save, should mean that savings increase rather than
decrease.

Such a change would, of course, have to be paid for. That would
almost certainly involve radical reform of the State Second Pension, and
probably its phasing out. While that would mean reduced state
pensions for some, it would further simplify the system and would
mean that those who are self-employed or who have to spend long
periods out of the labour market would not be disadvantaged as they
are at present. I will consider the impact on contracting-out later.

Increasing the Basic State Pension would probably also involve a
phased increase to the state pension age. We recognise the particular
issues this could create for manual workers. But it seems intrinsically
sensible that when we are all living longer, and often starting our careers
later than in the past, the age at which we retire should be based on
working for a fairly constant percentage of our average lifespan. The
situation of manual workers could be addressed by allowing state
pensions to start after a set period of National Insurance contributions
(perhaps 45 years), regardless of age.
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Contracting out and the rebates

There then remains the question of contracting-out. At current rebate
levels, contracting-out is much less attractive to consumers than when it
was first introduced. However, it still has benefits over the State Second
Pension, including the flexibility it offers, for example to start receiving
a pension earlier and (from April 2006) to take part of the benefits as a
tax-free lump sum. For a group of consumers this flexibility justifies the
significant risk of losing out financially compared with being
contracted-in. There are also many people who simply do not trust any
government to deliver on its pension promises and prefer to have their
own fund building up.

A less tangible benefit of contracting-out is the incentive it gives to
save more on top of the rebates and its effect in keeping down policy
charges. The successful introduction of personal pensions in 1988 was
built on a combination of high levels of contracting-out and significant
supplementary personal contributions. This effect has been lost in
recent years because the number of people contracting out for the first
time has plummeted, and contracting-out now tends to be something
considered after a decision has been made to pay into a pension. If
rebates were to be set at a more attractive level, contracting-out could
again help boost saving by individuals, although the impact of that
should not be overstated—it is a much smaller incentive than, say,
employer contributions into a pension.

The impact of contracting-out rebates on pension policy charges is
difficult to quantify, but there is a beneficial effect. The rebates not only
help providers like Scottish Widows provide economies of scale but also
benefit from lower administrative costs because they are paid automat-
ically by the government rather than having to be collected by the
provider. For many providers, the ability to play in the ‘one per cent
world” of stakeholder pensions was partly driven by the prospect of
contracting-out rebates.

Clearly, if the State Second Pension were to be phased out,

contracting-out as we currently know it would also be discontinued.
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However, it would still be possible to have a form of contracting-out
which could apply to, say, the tier of the Basic State Pension between its
current level and our proposed higher level.

Looking beyond state pensions, the key to adequate pension savings
for a majority of the population and the most effective form of distribu-
tion from a provider perspective is the active involvement of employers.
The desire to get 'something for nothing” means that many people are
happy to pay into a pension scheme to which their employer also
contributes, even where they would not otherwise save of their own
volition.

This suggests that focusing on encouraging employers to establish
and pay into pension arrangements could disproportionately improve
overall pension provision. This could be through carrots—for example,
a National Insurance reduction for employers making significant
pension contributions—or through sticks—for example, by forcing
employers to match voluntary employee contributions. In considering
the role of employers, the second report of the Pensions Commission
will build on the work of both the Employer Taskforce and the stream
relating to the workplace in the Financial Services Authority’s Financial
Capability initiative.

The way forward

We support a continuing role for the Pensions Commission as an inde-
pendent analytical resource, and would like to see direct representation
from pension providers. While such a body could only have limited
powers in dealing with matters that have financial consequences for
Government, it could have much more authority in proposing measures
to simplify administration.

Scottish Widows believes that a political consensus is essential if we
are to make real progress in improving saving for retirement. Very
quick action should be taken on matters where that consensus already
exists—for example, auto-enrolment of employees into good quality
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pensions unless they actively opt out. Beyond that, we need an
informed debate following the second report of the Pensions
Commission later this year, and we support Denham and Brooks’

suggestion of bringing key stakeholders together in an attempt to
achieve consensus.
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8 | Alison O’Connell and Chris
Curry PPI

he new Labour Government’s manifesto commitment to long-
term reform, seeking consensus in a National Debate, puts the
politics of pension reform centre-stage. The Fabian Society is to
be congratulated for leading the debate on how to get the politics right.

The Pensions Policy Institute (PPI), an independent expert research
organisation, recognised early that reform of state pensions is needed.
We undertook a programme of research on state pension reform, and
have been keeping an inventory of the many proposals to come onto the
table.

Like all good pamphlets, this one prompts many ideas for how to take
the debate forward. Our reflections cover the ways in which we would
hope the political debate continues from now: to develop pension
reform proposals, to make them happen and then keep policy stable.

We have three suggestions for policy makers as they grapple with the
pension reform challenges:

e Commit to evidence-based trade-offs;
* Build consensus on objectives first, method later;

* Think creatively about maintaining the consensus.
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Commit to evidence-based trade-offs

Pension policy is a tricky subject. Even technical experts tend to be
knowledgeable about only part of it. There is a lot of detail, some of it
critical for policy decision making. We have known influential people
on the pensions scene who were unaware that not everyone gets a full
Basic State Pension in their own right. For the record, 35 per cent of all
people over state pension age do not, and women are still expected to
have a Basic State Pension on average 15 per cent lower than men in
2021."

To achieve pension reform good enough to last for the long-term, it is
self-evident that it should be developed with the correct interpretation
of the right facts. However, pension myths can develop because they are
easy to grasp. They then take root as they are politically more useful
than the reality, making any later attempt at reform more difficult.

For example, the reason often given for ruling out raising the state
pension age is the inequality in life expectancies between regions or
social classes. This inequality exists, although it is often exaggerated by
referring to historical data and by measuring life expectancy at birth
rather than at the more relevant current state pension age.11

The more important fact not given such airtime is that longevity is
improving for everyone, to which raising state pension age is a logical
response. Expected length of life after age 65 for men in the professional
group has increased by 25 per cent since the mid 1970s, whilst that for
unskilled manual workers has increased by over 15 per cent.”” Even the
smaller improvement significantly increases the cost of pensions.

By itself, the inequality in life expectancy should not rule out raising
state pension age, provided that policy reflects the fact that life
expectancy has improved more slowly for poorer people than affluent
people, and action continues to reduce health inequalities wherever
possible.

Because the inequality argument was used in relation to state pension
age, the same argument was able to be made against government

proposals to increase the normal pension age in public sector pensions.
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The logic of raising the state pension age to deal with improving
longevity is not going to go away, and if any government ever does
want to make the case for doing so, it will face a harder battle because
of its own arguments against.

This is not to leap to the conclusion that raising state pension age is
the right policy, but rather that such a policy choice should be made on
the basis of the correct facts. As Brooks and Denham say, these pensions
policy trade-offs now have to be confronted, and gaining broad public
consent will be challenging. Pensions now cost more than they used to,
largely because we are all living longer, so we will have to spend more
money to keep them at constant value, let alone improve them. This
means that politicians will not be able to reform without having to break
bad news.

We are only beginning the debate on where that bad news might fall.
A logical starting point is to understand what the role of the state real-
istically can be, given the resources we are prepared to put into

pensions:

* Should the state try to prevent or ameliorate poverty in old age, or
go further?

* What share of GDP should the state spend on pension benefits and
on incentivising private saving?

* Should this share increase as the number of older people increases,

or stay the same?

Most organisations involved in pensions say that the state first tier
should be improved. This will cost more than the current system. A
good second tier as well will need a further commitment to tax rises, as
well as an increase in state pension age, or a cutback in the amount of
tax relief given to private pension saving. Yet all these have been 'no-go’
areas in political debate so far.

Proposals are being made without looking at the cost, although it is
very unlikely that they could be afforded. The electorate is not being

72



Pensions Policy Institute

sensitised to these issues, but if we do not face up to them, we may end
up with a generous new pension that cannot be afforded after the first
five years.

Brooks and Denham’s question on the trade-off between improving
the first tier as far as possible or having a second tier is therefore critical.
The facts needed to have an evidence-based debate about this issue are
not appreciated by most pension influencers, let alone the public. It is
not easy to do the economic modelling necessary to understand the
implications of such questions as:

* How much more would the policy options cost?
* Which would be better for particular groups: women, carers, lower
earners?

* What is best for older pensioners?

Build consensus on obijectives first, method later

As Brooks and Denham say, it will be impossible to please everyone, and
consensus should not be interpreted as that. The pamphlet also refers to
PPI analysis of the reform proposals being made by various organisa-
tions. It is clear from these proposals that there is consensus for a simple
basic tier of state pension that takes as many people as possible above the
means-testing level. Different methods are proposed to do this.

This is because policy is usually developed from a report or consulta-
tion document written by very few people. Written submissions are
made, and some ’‘oral evidence’ taken from a few organisations. The
original report writers come back with a refined proposal, which is
taken up by government for a Green Paper and White Paper which
follows the same pattern.

Organisations have tended to respond to this process by developing
their own proposals for pension reform inevitably taking into account
what would be best for the interests that their organisation represents.
These proposals are usually defined by “products’, for example, intro-
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duce a Citizen’s Pension, scrap or keep contracting-out, change tax relief
to matching contributions. Because the proposals look different, there
are headlines in the media saying that organisations disagree. Actually,
they are often proposing different ways of getting to very similar objec-
tives. The risk is that organisations are boxed into a corner of supporting
only one method.

Instead of keeping experts and practitioners out of the process until
asking for responses in a structured consultation process, a better
approach might involve them directly in the development of the
proposals. By involving experts early, consensus can be sought around
objectives first, and then methods developed to meet the shared goals.
The experts can talk and listen to each other, not just talk to government.

PPI seminars tend to attract a diverse group of attendees. We get posi-
tive feedback on how useful it is for pensions people to meet each other
and hear first hand other views and experiences. This is rare: most
pension managers spend time with other pension fund managers,
academics with academics and so on.

So the PPI is very supportive of the new Government’s National
Debate on pensions, provided that it brings together early experts and
influencers from across the pensions community who have committed

to considering the necessary trade-offs with evidence and open minds.

Think creatively about maintaining the consensus

A woman aged 40 now has around a one in four chance of living beyond
95. She would surely wish for a stable pensions policy to last over that
lifetime of 11 or more parliamentary terms. So, having developed a
pensions policy reform with, we hope, a fair degree of political and
expert consensus, how can we maintain stability? Long-term stability is
not guaranteed by a political consensus, but it must help. It would be
more difficult for any politician to make a negative change if that
involved being obviously different from the agreed starting point.
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Mechanisms to make departures from the starting point obvious
should, therefore, be helpful.

One mechanism is to make the policy as simple as possible, so that
any changes to it cannot be done without everyone noticing. Having
one state pension, defined as a percentage of National Average
Earnings, payable from state pension age, has just two parameters; three
if you differentiate the amount for individuals in a couple; four
including a residency criterion. The current system, conservatively, has
around 100 parameters.

Another idea is an “Accord” on the framework for the state pension
system signed by political parties. As used in New Zealand, the Accord
includes general principles for a pension system, as well as the
minimum and maximum level of the state pension as a percentage of
National Average Earnings. If the government of the day contemplates
any change to the state pension, it has to consult formally with any
party who signed the Accord first. Any change to the key parameters
would therefore be highly transparent. A mechanism like New
Zealand’s Accord could be a way of reducing the risk of sudden, hidden
policy change on the basic state pension structure while still enabling
political debate on wider pensions policy, such as private pensions.

Another mechanism mentioned in the Fabian Society pamphlet is the
independent body of experts. Experts are unelected, and elected politi-
cians should make the decisions. So, we should think carefully about
having an independent body making any decisions about pensions
policy. A body of experts could make recommendations based on pre-
agreed criteria (such as "What should state pension age in 2030 be so
that the average length of time a pension is received for the cohort then
at state pension age is the same as it is for the cohort aged 65 today,
taking into account ... etc?’) but the decision to change state pension age
would have to be subject to parliamentary scrutiny.

The reforms now being discussed really could be the once in a gener-
ation opportunity for positive change in pensions policy. The pensions
community is not resisting change—in fact it is increasingly vocal in
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calling for reform. The challenge now is to tackle some of the politically
difficult realities. We believe that to do so successfully, politicians
should commit to making evidence-based policy-making, should build
on the consensus that exists on the fundamental objectives for reform,
and should seek ways to maintain the consensus.
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he National Association of Pension Funds was established in

1923 to lobby for an enabling fiscal regime to encourage the

growth of funded pensions. The successful growth of such
schemes during the last century is testimony in part to our success.
Eighty years on, the NAPF still represents the interests of occupational
pension schemes, with nearly 90 per cent of funded UK schemes in our
membership by size of scheme. But our purpose has become broader,
and our mission today is ‘to encourage and promote fair and decent
retirement provision, especially through the workplace’.

We, like other commentators, have expressed concern about the weak-
ness in the UK’s overall pensions system in recent years. In 2002 we
published a paper 'Pensions—Plain and Simple” which recommended
reform of the state pension system and a simpler regulatory and incen-
tives framework for the funded sector.

Since then we have done considerably more work on the pensions
reform agenda, and have concluded that the most pressing requirement
is to reshape and simplify what the state provides to pensioners. It may
seem odd that the organisation representing workplace pension saving
should start here; but we see it as the absolute priority. Unless and until
we reform the state system, we will not be able to reinvigorate and
sustain a healthy funded sector on top.

Our view is that the money currently spent on the basic state
pensions, S2P and pension credit would be more effective if repackaged
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into a simple first-tier pension, indexed with average earnings and
available to all at state pension age. We have called this a 'Citizen’s
Pension’, and have suggested it be a universal pension based on a resi-
dency test, to avoid the need for complex arrangements to credit-in
savers, people with broken work records and the like. Our modelling
work shows that a Citizen’s Pension set at £109 per person per week
could be affordable now with no additional resources needed, but
would probably cost more than the current system (depending on
assumptions about future saving rates and pension credit uptake) by
around 2030, unless adjustments were made to state pension age. Such
adjustments will almost certainly be needed anyway before 2050, based
on current longevity data.

A Citizen’s Pension could still be “paid for” by National Insurance
contributions paid by those of working age and able to work. As
Beveridge originally envisaged, it would be a contributory state pension,
paid at a flat rate and universally available. It would thus be on a par
with the National Health Service; ostensibly “paid for” through National
Insurance contributions but a universal service available to all at point of
need. Hopefully such a simple system would have something else in
common with the National Health Service: the benefit, and the entitle-
ment to it, would become so well understood, and be so strongly
supported, that any attempt by politicians to fiddle with it would be
resisted by voters. This would help protect it from future political risk.

The main benefit of a Citizen’s Pension lies in its simplicity. A very
clear message could be given to consumers: you will get £109 a week, no
more and no less, when you reach state pension age. This would incen-
tivise saving, or longer working, or more likely both—especially if the
system was designed to give a higher Citizen’s Pension to people at a
slightly later age. A modest degree of means testing might still be
needed but it would be for the few not the many, thus not distorting
incentives to save.

Provision by the state of basic security for all, which allowed people
to live in decency in their old age, would allow significant deregulation
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Contracting out—trends

94/95 99/00 02/03
Total employees m  |22.9 25.1 25.8
Contracted in all 6.4 8.7 13.6*
Contracted out 4.0 4.5 5.0
(public DB)
Contracted out 4.0 3.6 3.2
(private DB)
Contracted out 0.6 0.7 0.6
(occupational DC)
Contracted out 4.1 3.8 3.5
(personal pensions)

Source: DWP Second Tier Pension Provision

*includes 4m people credited in to S2P

of the funded system (both occupational schemes and personal
pensions), thus removing many of the current disincentives faced by
employers and product providers in making pensions widely available.
Employers would then be able to put in place benefits packages,
including ways of helping employees save for their retirement, that met
their particular business needs. The current tax regime for pension
saving could be reformed and replaced with more effective incentives
targeted at employers (even the self-employed have employers: them-
selves!) to encourage uptake of retirement saving schemes.

One feature of NAPF’s proposals that has proved controversial to
some has been the removal of National Insurance contracting-out
rebates, which have been a feature of the current system since the 1970s.
It is true that we would prefer a single tier of state provision, and that in
order to maintain the cost to the public purse at its current level we
would scrap S2P, rebates and pension credit to deliver a universal
pension at guarantee credit levels. Some claim that this would damage
the existing UK private pension system and reduce the prospect of more
retirement saving in the future. We do not share that view. Stopping

contracting out does not mean less pension for anyone. It simply means
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that one part of the overall pension moves from being provided by a
scheme or pension provider to it being provided by the state.

The fact is that NI rebates, while a useful incentive in the early years
of occupational schemes some 30 years ago, are no longer a significant
element in the overall funded system.

It can be seen from the table (above) that there is a steady and growing
trend for employees to contract back into the second state pension.
Contracting out is only on the increase in public sector DB schemes,
probably because of increased membership of those schemes. Most of
these are, of course, unfunded, so removal of rebates would not "take
money from the funded system’. Most occupational DC schemes were
set up on a contracted-in basis; and virtually no new contracted-out
personal pension business is being sold, because of future misselling
risk (persuading people to contract out into a personal pension is asking
them to forgo a certain, government backed DB benefit for an uncertain,
market risk-related DC benefit). Indeed, some larger personal pension
providers are automatically contracting back in their existing pension
customers, because they are so concerned about this risk down the
track.

That leaves private sector occupation DB schemes. About £3-4bn of
the overall £11bn p.a. rebate money ends up in these schemes which are
largely traditional final salary schemes, now closed to new member and
struggling with deficits. The rebate money represents around 15 per
cent of the money going into them.

Most private sector sponsoring employers would welcome the oppor-
tunity to reduce the level of cost and risk in these legacy schemes by
handing back a relatively modest part of the overall benefit promised—
together with the rebate money—to the state. The schemes involved
would end up carrying less cost and risk to the sponsor and thus the
cost of keeping them going (or at least, funding them to provide the
current accrued level of promised benefits) would be less of a burden.
The overall benefit level in these schemes would be redesigned so as to

offset the value of a more generous state pension against a lower
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pension scheme benefit. Getting rid of contracting out would also
reduce a lot of the administrative cost and complexity involved in
running such schemes.

Some argue that such an opportunity for scheme redesign could lead
to the closure of more DB schemes. It is true that any requirement to
make major changes to schemes might prompt such a decision.
However, the fact is that around three quarters of all private sector DB
schemes are already closed to new entrants and many of these are
already considering or embarked upon a process of closure to future
accruals, in the light of cost pressures and the need to cap the level of
risk to the company from the pension scheme. An external prompt to
changes in scheme design is already in the pipeline—in the form of the
new pensions tax regime from April 2006. The removal of rebates and
S2P equivalent liabilities for schemes should be neutral in its overall
effect. It is just as plausible to argue that DB schemes would be more
likely to stay open if they could reduce their liabilities in this way, and
such a change to the overall system could reinvigorate DB or other risk
forms of scheme design.

To conclude, we firmly believe that if the funded pensions sector is to
grow and flourish in future, a simpler state system with a more

generous safety net benefit for all is required.
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