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Foreword

from the Secretary of State for Social Security

Our manifesto said “we believe that all pensioners should share fairly in
the increasing prosperity of the nation’. Average living standards for
pensicners have incrcased markedly over recent years. The average
incomes of newly retired pensioners with occupational pensions are higher
than ever before. However, behind that average, the income gap hetween
the hetter off and the poorest is greater than at any point in the last thirgy
years. Women, part-time workers and the selfemployed are less likely to
have occupational or personal pensions, and where they do, their incomes
from those pensions are likely to be lower than those of men who have
worked full time for an employer.

Much of (oday’s pension system was founded on the model of a male
breadwinner who supported himself and his family, who suffered, at most,
temporary interruptions to a life of full-time work, often for a single
employer, and who had a relatively short retirement. Since then economic
and social change has been dramatic. Fewer people now work for a single.
employer for their entire working lives, and sclf-employment is much more
widespread. Many pensioners now live much longer and spend more time
in retirement than was previcusly the case, More women work, but often
not on the same terms as men. Their caring and domestic responsibilities
mean that they are more likely to take breaks in their careers, work part-
timne, and be low paid. Finally, the old assumption - that women, as
workless members of families headed by working men, could and should
rely largely on their hushands’ pension provision — is no longer valid.

Pension provision has also chaﬁged. The growth of occupational pension
_schemes in the 19505 and 19605 was followed by the introducdon of SERPS
in 1978 and compulsory second-ticr pensions for employees. More recenily,
personal pensions have grown as an allernative source of second-tier provision,
whilst SERPS was reduced in value. These changes have widened the gaps
in provision between those with and withoat good second-tier provision.

Last July, I launched our Pensions Review. The Review is being driven
forward in the Department of Socital Security by John Denharn, working
closely with Ministers in other Deparumcents. At the start of the Review.
process, we set out the ten challenges which must be met it we are to
succeed in narmowing the gaps in retirement incomes, hetween the richest
and poorest pensioners, betiween women and men, and between full- and
part-time workers. The Review is developing proposals which will
contribute to & Green Paper later this year, which will aim to meet those
challenges. They will also ensure proper regulation of pension invesunents
and strike a balance between public and private funding.
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Security in retirement comes from a combination of the basic state pension
and a good second pension in a partmership between public and private
provision. The Government is pledged to retaining the basic state pension
as the foundation of pension provision and to reforms which will extend
good sccond-ler provision.

The Government has taken early action to provide more help for today™
pensioners. We have honoured our commitnent to uprate the basic state
pension in line with prices; we have mmade available a total of £400 million
to help pensioners with winter fucl bills; we have cut VAT on domestic fuel
bills to five per cent; and we have established pilot projects in nine areas to
look at the best ways of ensuring that all pensioners reccive Income
Support to which they are entitled,

In considering what action we need to take o ensure that all pensioners —
today’s and tomorrow’s — can enjoy a decent standard of living in
retirement, it is important to undcrstand and debate the trends in pension
provision, and to establish their impact on future pensioner incomes. If is
this need which led us to set up the Pension Provision Group, and to
commission this report.

The Group’s report makes an important contribution to the debate on
fuwre pensions policy. For the first time it provides everyone with an
interest in pension provision with 1 clear, comprehensive and authoritative
statement of the current state of provision in the U, and the future trends
which we cun expect.

I amn grateful to the Pension Provision Group for the energy and commitment
which they have put in to produce this report. They have given their time,
experience and expertise, and their report is sure to prove most valuable
in the major work on pensions reform which we bave ahead of us.

I particularly want to thank Tom Ross for his chairmanship of the Group.

The most significant conchision which the Group has reached is that, without
action o address the gaps in pension provision which they have identified,
the gups between those with and without a good income in retirement will
continue 0 widen. The Government is cominitted to taking that action and
enstring a decent income in relirement for all of our people.

Hawal HA mam

June 1598
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Preface

by Tom Ross, Chairman of the Pension Provision Group

The Pension Provision Group was established by the Secretary of State
for Sacial Security in summer 1997 to contribute to the Government’s
Pensions Review. Our role has been essentially diagnostic, as reflectad in
our terms of reference: “lo determine the current levels of pension
provision in the UK, and likely future trends; and to report by

February 19987

The pensions system is very complicated and the scope for research is
considerable. In the time available to us we have been guided, in deciding
on the particular issues to address, by the challenges set out by the
Sccretary of Stale when she launched the Pensions Review, Thesc arc
repraduced in the first chapter of our report. We hope that our report will
encourage zn informed debate on these (and other) pensions challenges
and on the policy proposals which are brought forward by the Government
in duc course,

The provision of secure and adcquate retirement incomes is a very
long-term undertaking, and there are many hazards along the way.

Whilst the UK systemn has many positive features and has served some
pensioners well, there are many others who have not been so well provided
for, We envisage this gap widening il no action 1s taken.

More funded second pensions may be expected to play an important part
in filling this gap. But it seems to us to be unrealistic Lo cxpect those on
low incomes to be able to provide adequately for themsclves without help.
We therefore also envisage a continuing role for the state as a provider of
pensions, not just as a facilitator and regulator.

We think that it is very important that everyone takes a keen interest in
their pensions and that all providers, including the state, give regular, clear,
unambiguous information to people about the pensions they can expect
from their various arrangements. We hope that our report will play a part
in this vital process.

We are indebted to the many individuals and organisations who helped us
with advice, research and comments, They are too nUmMercus to MENUoN
here, but they are listed in Annex B. Without their help we conld nor have
completed our work to the extent, or to the timescale, that we have.
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1 would like to thank all members of the Group for the very considerable
effort they have devoted to our work. Our backgrounds are varied, but we
blended into an enthusiastic and committed team.

Finally, my colleagues on the Group join me in thanking the Group’s
Secretariat, led by Guy Fiegehen and including Tain Gordon and Joyce
Carvalho. Without their single-minded commitment we would not have
completed our task,

o s

April 1998
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1 Introduction

In this chapter we introduce the issues and questions we belicve need to be
addressed.

We:
> sct put our terms of reference and our independent, diagnostic role;

> describe our role within the wider Pensions Review and refer to the
Secretary of State’s challenges; and

> highlight the key issucs and questions identified by the Grdﬁp'which we
discuss in later chapters.

To start with some fundamental points:

> pensions affect everyone. We all need pensions for our old age.
Pensions replace our incomes when we retire;

= nearly all of us contribute to the cost of pensions — our own and others’
— while we are in paid work, It is from the product of work that all
pensions are paid; and

» hecause paid work is the basis for most pension provision, pecple whao
spend time not in paid work, or who earn little when they are, are most
at risk of pﬂvérly in old age and are most likely to depend on the
provision that others make. Women are particularly vulnerable in this
respect because of their traditional family roies and because more are
-on low incomes.

Pensions involve planning for the long term:

% decisions we take now — whether personally as individuals or collectively
through government or our crployers — affect our own living standards
and those of others for many decades ahead;

> because the implications can be difficult to predict and may not be felt
for a long time there s always a temptation — for governments as well as
individuals - to postpone decisions about pension provision. The
curnulative effect of delay can be very serieus, both for individuals and
for society as a whole; and




¥ the system of pension provision needs the Hexibility to respond 1o the '
demands of often unpredictable changes. But changes should, where

possible, be introduced sympathetically with due consideration being
given to thelr impact on long-term planning, I

We all need pensions - the progpects for pension provision

A fifth of the population is retired. About ten million people in the UK .
receive state rctirement pensions now. By 2030 it will be around 14 million '
despite the planned rise in women’s state pension age from 60 to 65.

Although they have been getting betler off on average relative to the rest of

the population, many pensioners are poor today. On present policies and
trends, many wiil also be poor in the future. The critical question for policy
makers is: what can governments and individuals do about this? l

Our task in the Pension Provision Group is 1o assess the struciwe of
pension provision in the UK, the influcnces on it and their effects as well as
the direction -- based on current policies — in which they are leading.
Pension provision is the result of many economic and social processes I
which are themselves constantly changing and cvolving. We shall look at

these. We shall also laok at the framework for pension provision to sce =
whether it provides the right balance of stability and flexibility that people I
and their employers need, so that they can adapt to change and plan for

the future with the maximmm degree of certainty. I

Role of the Pension Provision Group in the Pensions Review

We were appointed in the summer of 1987 as part of the Government’s
Pensions Review. The Review is led by Ministers and has a number of
strands of activity. Within the Review we have an essentially diagnestic role. l

We are an independent group, drawn from a number of different pension
backgrounds. Our participation has been entirely in our personal
capacities. Our membership is shown at the front of this report.

Or terrms of reference are:

"Tb detgrming the curvent levels of pension provision in the UK, and likely future
trends; and to veport by February 1998,

The Secretary of State for Social Security has set ten challenges for the
Pensions Review. They are set out in the following box. They form a
starting point for cur analysis and a reference point to assess the value
of our report,

Clearly, given cur terms of refercnce and the nacure of our role, those

people who are not well provided for under the current system are a major
focus of our report.




Wie Y nend pENSions — £72 pros et iy pangion peowsina

THE SECRETARY oF STATE’S CHALLENGEE FDR THE .
PENSIONS REVIEW '

1. To achieve & $usfamabfe consensus on pens;ons ooficy: so peﬂpﬂe can
properfy p!an for the futtire. : .

2. Jo agree where fha responsrbmty for fundrng pens:ons shouﬂ'd fie: and fc
estabilish the right balance bema‘:&n the public and prwafe sectors.

3 To respond to demographrc change

4, o respond m soc:a! and !abour market change to ensure our pens;on
' 5 ysiem prawdes for everyone — men and women, full- ahd part-time. -
workers, fhe Seff emnpioved, those h permanent fobs and peo,afe on
- shori-term confracts '

5 _ Tc: ensura resources devored fo pensrons are used to max:mum effect S0 _
that every penny avaitable for. pens.rons is used as effecfwafy and efficiently -
_ as poss:b!e S ' : o

B. '-.TD sirike the right batance 5eween the generatfoﬁS' we miust fook at the
"~ position of today's pens:cmers as walf as facmg the chaﬂenge of pmwdmg
for the ﬂ;ture :

L7 :_..'TD narmow ihe pensions gap between men anr:l' women 1o Q‘!VE greater .
L secunly m ref‘mement ' R C

: 8 . TD get fhe requiation of penafans nghr 80 pec:p!e are conﬁdenr the;r
- pensions ane Securer : :

8. Toraise awarenass of pens:crns and improve the level of ﬁnanc:a! educatrcn
L 50 that peopfe undersfand the fmpaﬂance of saving for their retirernent
. iand make Lhe nghi chorce abaut what sori Df ,csensmn is best fc:r them

S TL'-' To tackle the growthin pensmner mec,'uaﬂiy

Our report provides analysis and background for the Pensions Review and
in this way will inform the decisions the Government will reach. We aim to
establish the consequences of continuing with present pensions policy. But
our remit is not to propose policy solutions, rather to idenlity the arcas
that policy needs to address and to suggest ways in which the clfectiveness
of alternative solulcns can be judged.

Our focus is on pensions, as they are the main way in which people provide
for their retirement. But in some parts of our report we have given the
phrase ‘pension provision’ a wider interpretation. People may cheose to
make part, or indeed most, of their provision through other forims of
saving and invesument. So when we look at pensioners’ incomes, for
example, it is right in that context to take account of all sonrces of income
including income from pensioners’ assets,
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More people are spending parts of their lives working in the rest of the
FEuropean Union and elsewhere abroud, Working in other cauntries can
alfeel people’s pension rights. However, given our remit, we decided we
would not look further at the implications of this,

Sources of information

We have been helped in our work by the many reporis on pension matters

that others huve published in recent years. They have come from a range of '
sources and contain a wealth of information. A key part of our job has been

to bring this information together and to give an independent view of what it l
kells us about hoth the present position and the direction in which pension
provision is heading. -

As well as published papers and reports, we have drawn on the latest I
research in a number of arcas and have been ablc 10 obtain further analysis
of some of the main official informaton sources. We have also had the
benefit of discussions with a small number of other pension specialists.
Deitails of our sources and contacts are shown in Annex B. We are grateful
to everyone who has helped us in this way.

Although extensive information is available from various sourees, it is
collected and presented in different ways. This rnakes it impossible to
provide as comprechensive and reliable a picture as the issucs at stake merit
and as would be possible with better co-ordination. We therefore helieve
that it would be heipful, going forward, if an independent body had lead
responsibilify for accumulating, analysing and publishing information on
current and future pension provision and ity implications for pensions policy.

Key issues '

As we shall see, pensions arc complex and require long-term planning.
They therefore raise issues which give rise to widely differing opinions. . l
We think it important to identify what we see as the main issues facing the h

UK, both today and in the future, to ensure that our report will inform the l
debate constructively.

‘The major issues facing pensions pelicy and planning are in our view: .

> demography and the cost of pensions
with the rising number of retired people, can society afford the pensions '
the state has promised to pay in the fuore? How confident can we be
that non-state pensions will meet the expectations of future pensioners?

> inequality _ ' l
what are the implications of current policies for the gap between rich

and poor pensioners and for the respective positions of men and women I
and of pensioners and non-pensioners?
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> penstons for those who do little or no paid work
do current arrangements meet the nceds of those who — for whatever
reason — can do little or no paid work, many of whom contribute to
society in other ways?

> extent of means-testing
wilt the need for mneans-testing reduce in the fujure as society generally
gets better off?

= the future role of second-tier pensions
what benelits will they deliver und to whom?

= gompulsion
does the state need to increase the existing requirements for people to
save for their own retirement?

= funding v= pay-as-you-go
should more pensions be provided through pre-funded schemes to

reduce the exteni of pay-asyou-go?

# planning with confidence
does the present level of pensions information, education and awareness
enable people to undersiand and plan their own pension position?

Structure of the report

Chapters Tivo to Nine present our analysis of the available information that
we have examined:

> in Chapter Two we give s general introduction to the main features of
pension provision in the UK today;

> in Chapter Three we look at the incomes of today's pensioners and the
various trends and influences on them in recent years;

> in Chapter Four we examine changes to the labour market in the
context of their impuct on pension provision;

> in Chapter Five we turn to state financial provision for people in
retirerncnt, both now and in the futiare;

> Chapter Six is devoted to occupational and personal pensions;

= Chapter Seven deals with the risks and levels of efficiency involved in the
main forms of pension provision;
> in Chapter Eight we examine a number of issues on the financing of

pensions; and

> in Chapter Nine we look at the prospects for pensioners’ incomes in the
future, drawing on the evidencc we have accumulated and on a
statistical model that has been developed to make such projections.

Finally, in Chapter Ten we give our conclusions.
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provision in the UK
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2 Overview of pension N
i
1

We have divided the chapter into iwo main parts:

> pensions that are being paid Loday that arc the result of arrangements
made in the past; and

* provision that is being madc today to ensure pensions are paid in
the future,

Like any specialism, pensions has its own jargon which non-specialists can
find difficult 1o assimilate. We have tried as far as possible io avoid this in
our report. (A glossary of pension terms is at Annex A))

FPensions being paid today
More than ten and a half million people are over the state pension ages — l

currently 60 for women and 65 for men — and most have retired from paid
work. We estimate that about a furiher one and a half million people below
these ages have also retired from work, in some cases voluntarily, bur in
others because they are unlikely to work again due to a long-term sickness
or disability. People over state pension age or retired below it together
comprise abotut one in five of the total UK population, or about one in
four of all aduls.
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In influencing the total share of resources channelled to this group and
the respective levels of the different forms of provision {or them, the state
performs three central roles:

>= providing pensions and benefits;

> enabling people to make their own provision for retirement by setting
the legal, financial and regulatory frumework; and

= setting the framework for the provision of certain scrvices such as health
and sociul care, which are particularly important io older people.

In our report we focus on the first two of these.

We cstimate that the total income received by people over stale pension
agc is currently in the region of £100 billion a year, This represents around
15 per cent of gross domestic product.

Retired pcople today get most of their income from two main sources:
> state pensions and benefits; and
> occupational pension schemes provided by their former employers.

Figure 2.1 shows how the various sources contribute to the total amount of
income received by people over state pension age. It shows the position for
pensioners as a whole. As we shall see in Chapter Three, the relative
importance of cach source of income can vary significantly between
individuals.
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L .State sourt:es
- :1'--;_Easic pehslc:n o
.'_._'.2."-Earnings relater;l peﬂslon 3“_ L e livestiment rnmma SR |- R
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A iy ety

L Souroe. Carculated from Tab1a ot e Fmsfoners Incumes Senes 1‘995!6
Co Notas [1} State baner!its allmﬂte-d acmﬂmg to the amaLmts af expendrtura shm-m m Frgure 51..

'ifﬁ'.’"Dccupaﬂonal psnslons C 24 ) :

"Tatal state EbOUrGES‘ 51 :": S a ) Tntal prn.rate sources R 49' + o

[2} ’fnvestmemt inmme mcludas incoma from permnat pensions Emcl thelr predec:assor scl'larnss

State provision
The state provides three main kinds of pension income for older people,

> The largest single share of the income today’s pensioners receive comes
from the basic state pension. The main elements of the current scheme
have been in: place since 1948 and ifs origins lie in the National Insurance
Act of 1908. The full rate for a single person is £64.70 a week from April
1998, 11 is caleulated on a Hat-rate basis according to each individual’s
contribution record, A system of National Insurance credits — which date
back to the start of the scheme — and of heme responsibilities protection —
which has been available since 1978 — ensures that most people are in
effect covered for the basic state pension even when they are not in work
or are earming below the National Insurance contibution lower limit.

* The state also provides a second contributory pension to some of today’s
pensioners, This is the state earnings related pension scheme (SERPS),
It pays benefits according to the earnings people had during their
working lives. Those with higher sarnings get more, It began in 1978

 Private sources %'

By r::rther [ass manf_'f
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and is still in the process of mawuring; people reaching state pension age
in 1993/9 will be the first to receive the full rate of SLRPS pension.
Many of today’s pensioners retived either before or soon after SERPS
had started and so have little or no pension from the scheme. Although
the maximum amount of SERT'S people reaching state pension age now
can receive is about £125 a week, the average new SERPS pension for a
man who has been 1 continuous full member since 1978 is about £44 a
week, for 2 woman about £22 a week. Most of today's pcnsioners, if they
have any SERPS, receive less than these amounts.

> The third main category is means-tested benefits which ensure a
minimum level of income for those who claim them, People with the
least resources of their own get the most benefit. Benefits are lower for
those with higher income or savings.

Pensioners may also receive other benefits, The most important are
connected with disability.

The basic state pension is also kuown as the first ter of pension provision.
It is redistributive. Everyone gets the same level of Iznensic-n subject to
having a sufficient contribution record but — because contributions are
related to earnings — higher earners pay more than lower carners, The
redistributive effect applies all the morc in the case of means-tested
benefits which go only to poorer people and are paid for from taxes which
are hroadly related to income,

SERPS is only available to employees. Amounts of SERPS pension are
related to the carnings on which individuals pay National Insurance
contributions as employees. So periods of sell-employment are not covered,
nor are carnings below or above the National Insurance contribution
limits, which from April 1998 are £64 and £485 a week.

All state pensions and benefits are pay-as-you-go, Le. they are paid for by
current, Nalional Insurance contributors and taxpayers.

Private provision

All forms of private provision depend upon the earnings people have in
work. They seek to postpone part of an individual's income from working
life into retirement. They do not normally seek to redistribute income
from better paid to less well paid people, though some types of scheme can
be more advantageous to some groups of members than to others,

Among people retired today most who have income {rom privale pensions
were in occupational schemes run by - or on behalf of - their former
employcrs. Often these were schemes where benefiis are related to the
individual’s own earnings and length of service, known as defined benefit
schemes. A key feature is that the employer undertakes to pay enough
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contributions — after allowing for any contribuiions paid by the members ~ l
to ensure that the promised benefits are paid. The detailed calenlation of
benefits can vary widely from scheme to scheme. Many of today’s _
pensioners were — and most occupational scheme members today still are — l
in a form of defined benefit scheme known as final salary. In these schemes

benefits are normally based on un individual’s pay close to retirement and '
on their length of scheme membership.

The benefits from other forms of private pension are not directly related to .
people’s earnings. In these schemes the benefits paid out depend on the
return obtained from investing contributions each year and on ANNUity

rates ai retirernent, 'These schemes arce known as defined contribution l
or money purchase schemes.

This type of scheme can be provided by employers with contributions l
rclated to the individual’s earnings. But at the (me when today’s

pensioners were in work, such defined contribution schemes were mainly I
used by self-employed people and by those whose employer did not run an
occupational pension scheme. Before 1988, they could take out what were
known as retirernent annuity contracts. In 1988 these were replaced by
personal pensions, although people who had a retirement annuity contract
before 1988 can continue 16 contribute to it. Relatively few of today’s
pensioners have income from the personal pension arrangements i
introduced in 1988 as, at their Taunch, they were aimed mostly at younger
people who today are still well below pension age. : I

Other points

SERY'S, occupational and personal pensions are often referred to as
second-tier pensions because they are provided in addition to ~ or on
top of — the basic state pension.

A key feature of second-tier pensions in the UK is the option for emnployers l
and individuals Lo contract out of SERPS an the basis of a suitable occpational

or personal pension scheme. People in such schemes pay a lower rate of
National Insurance contribution ~ as do their employers — and in return '
recetve a lower SERPS pension. For those of today’s pensioners who could

have been in SERPS or in a contracted-out scherne, there was — from 1978 l
to 1988 — a gnarantee that they could not lose if they chose to contract out,

i.e. they would not have a lower retirement income than if they had

remained in SERPS. This guarantee has been eroded since 1988 when it I
started to be possible 1o use defined contribution schemes for contracting

out. These schemes offer no commitment to a particular level of benefit. l

The majority of occupationzl and all personal pensions are paid rom the
funds accumulated from the proceeds of investing contributions. These are l
known as funded or prefunded pensions.

10 | B
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Figure 2.2: Second-tier provision made by pecple it work

Emplayees
1 In ocoupsiional pension scheme and have 3 Have 8t some fime had a parsonal pension and
never had a persona! pension: 8% net in an eocupational pengion scheme: 16%

2 in cecupational pension schams and have at 4 Have never had a pergonal pension and not in
some time had & parsonal pension: 10% an ocoupational pension scheme: 37%

Self-employed

V14

g
B
J 1 Currently making a conbribution to a personal 3 Mever had a pareonal pension: 39%
pension: 50%

2 Has a parsonal pension o which contributions
wera made in the past but are not being mades

now: T8% g “/F-

Sounce: 1925 General Houzehald Survey
Motes: {1} The Government Actuary's provisional estimate for the prepertion of emplayees in cocupational
pension schemes in 1995 — 46 per cent — is a fittls tower than tho tolal suggested by tha first two
categories of employess shown abwyve,
{2} In the figurss for employeas, pecple with a personal pension may nat be contrfbuling at present.
(3} Percentages may not sum to 100 per cent dus ta rounding.

11



12

W all need pensions — ifre prospects for ponsion prowgion

Provision being made today for the future

There are about 32 million people between the age of 20 and state pension
age, OF these:

> about 2b million are in paid work, of whom about three and a quarter
million are self-employed;

> about two million are looking for paid work (including those not
receiving state benefits); and

> about five million are not currendy in the labour market.

[

As noted earlier, nearly everyone of working age is in effect covered for the
\ basic state pension, But only those in paid work can contribuie to
.\semnd-tier PENSIiONs.

Figure 2.2 illustrates the types of second-tier provision employees and self-
employed people are making,

= The largest single group are employees in occupational schemes,
10.5 million according to the Government Actuary’s provisional estimate
for 1995. About 85 per cent of these employees were contracted out
of SERPS.

> About one in four employees has a personal pension. This includes
people who are currently contributing to a personal pension as well as
those who used to contribute but are not doing so now. It also includes
a large number who are currently in an occupational scheme, Most
employees with this form of pension are also contracted cut of SERPS.

> Looking at employees and self-employed people together it appears that
more than a third of people in paid work are making no private pension
provision, i.e. unlcss they have previously built up rights to an
accupational or personal pension, they are currently relying on the
prospect of only receiving state benefits in retirement.

[ In the past, up to 1980, although it could not be said that there was an
absolute commitment to it, the value of the basic state pension in practice
stayed broadly in line with earnings. Now, there is 2 much more explicit
comnmitment to increases in the basic state pension, but these are in line
with prices. The result is that many people's expectations are that the basic
state pension will fall behind the rise in average earnings.
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Other major differences between the nature of provision being made now
and that made when most of today's pensioners were in work are: '

> (he improving rights of women to the basic state pension through, for
example, home responsibilities protection;

> the improving rights of women to occupational pensions resulting from
womnen doing more paid work and their improved access to
occupational pensions, especially for those in part-time employment;

= the introduction of SERPS in 1978;
> subsequent large reductions in the promised vatue of SERPS benefits; \

> better protection of the value of pension rights for people who leave
their occupational scheme before retirement age, although early leavers
from defined benefit schemes siill suffer a loss of pension rights
compared to long stayers;

= hetter inflation protection in retirement for nccupational pensions
partly as a result of the introduction of compulsory imited
price indexation; and

> preater reliance now on defined contribution schemes, particularly
personal pensions. One million people are now also in occupational
schemes of this fype, compared with only one hundred thousand in the
mid 1970s.

13
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3 Incomes in old age

We begin by explaining an important feature of the information about
incomes that we use in this chapter.

Information on individuals and on ‘units’ l
The information we have found on pensioners’ circumstances comes from l

a number of sources. They use a number of approaches when calculating
the amounts of income chat pensioners receive, Annex C describes this in
more detail,

A key feature of each information source is the extent to which people
living together are assumed to benefit from the incomes of other
household members. The main approaches are to measure:

(a) the income each individual person receives without regard to other
incomes in the household:;

(b) the incomes of “income units’, or in this case ‘penstoner units’, This
involves looking at the incomes of married couples jointly, but single
people - including widowed, separated and divorced — are treated
separalely even if they share a household with other people; and

(c} the incomes of all the membets of a household 1ogether,

Much of the information we show here comes from the Pensioners’ Incomes
(P1} Series published by the DSS, For the most part it uses approach (b) '
above, But we also refer to information that uses approaches (a) and {(c).

14
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There are advantages and disadvantages to each approach. Many people do
live in ‘income units’. While they may not pool their incomes explicitly, or
cqually, they usually sharc in each other’s income to some extent and, as a
separatc point, are able (o make do with less than if they were living
separately as twvo individuals. On the other hand, access to an adequate,
independent retirement income can be valued for the sense of personal
control it brings and may be increasingly important in a world where
lifelong partnerships are becoming less common.

The income information we show from the P Series refers to people living
in private households in the UK. At the time of the 1991 Census, five per
cent of people aged 65 and over — and nearly a guarter of those aged 85
and over — were living in other settings such as residential care or nursing
hornes. Evans (1995) estimates that the proportion of the non-household
population who have incomes below half the average is higher than for the
household population, but we have found no figures relating specifically 1o
the incomes of older people living in residential settings.

The spread of pensioner incomes

In Figure 3.1 we show PI Seres information on the median income for each
fifth of the diswriburion of income for, respectively:

= single pensioners (4.4 million pcople, 62 per cent of all pensioner unils
in 1995/6, more than three-quarters being women);

= married pensioners (5.4 million people, 2.7 million couples or ‘units’); and

= all pensioner income units (9.8 million people living in 7.1 million
pensioner units). (Note: The #7 Series covers only those pensioners living
in private houscholds.)

We show estimates for pensioners’ net incomes after income tax in 1979
and in 199%5/6 — the latest available year — measured in terms of constant
1995/6 prices. Figure 3.1 gives amounts on two bases — before housing
costs (BHC) and after housing costs (AHC). Average income-for all
pensioner units grew by about two-thirds in that period; average earnings
rase by only 38 per cent over the same period.

Growing inequality since the late 1970s

Income growth was greatest for the highest income categories and smallest
for the lowest, For the bottom 60 per cent income growth was below the
average For pensioners as a whole, with the lowcst categories in each group
recording rates of growth less than half the average.

15
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Figure 3.7: Real growth since 1979 in net income of pensioner units
Ampunts are £ per week in July 1905 prices

Fiiths of the income distrfhution

Lowest -2 . 3 4 Highest ' : Mean
ANl pensloner units
Met income BHC _
1974 ) 54.70 £3.60 8270 108,70 176.80 103.70
1985/5 7540 103.70 131.30 176.80 302.40 170.20
Feal growth % I8 &1 59 a1 71 &4
Met income AHC '
1979 46,10 53.80 8.0 - 893,10 155.00 85.50
1885/6 ' 58.30 75.80 108.80 167.80 288,680 150.30
" Real growth % 28 47 58 &5 a7 7o
Martied pensionars
Net incomes BHGC ) o
1879 81,60 . 108.850 123.70 157.60 23700 150490
199536 118.580 . 15230 181.20 255.70 296,10 238.90
-Feal growth % a0 43 55 62 67 he
'Net income AHC
1879 . 7680 89.00 106,90 140,10 21470 . 132.00
1995/6 3 00,20 132,90 174.20 24250 S61.50 22060
Reaf growth % - ' 20 49 63 73 78 67
Single pensioners
Met income BHC . . :
197% : 5240 61.80 Th20 78.80 113.80 75.80
199575 ' 68.40 . 2140 105,90 127.80 196,20 . 12840
Real growth % 31 48 Y &2 73 _ 63
Met ingome AHG
1979 43.30 80.50 85.30 684.80 100,30 5560
199575 , ; £5.30 B85.30 £0.90 111.40 181.80 10710
Rexf growth % 28 28 46 2 ar 83

Source: DSB Pensionars’ Incomes Sores 19958 which is based on the Famity Expendiing Survey

Motes:  {{) The distritwition of income has Bbeen caloulated separately for the belors housing costs [BHC) and aftar
* housing costs (AHC) measures of ncome. The distibution of Incame is also caleylated separately for
each group, for exarmpla estimates for marmed pensionare show the income for each Hith of the manfed
pengioner incoma distibution. : . -
{2) Flguras for e2ch fifth of the distribution show the growitt in the median iricome of that fifth.
{3} Married pensloners are defined 48 & coupls where (he man is aged 65 o ovar,

The inequality in pensioner incomes appears to have grown since the late
1970s or early 1980s. A separate analysis of income data for the period
1881/2 to 1591 /2 by Johnson and Stcars (1995) canfirms the trend shown
in the Ff Series, but also found that in the two decades before 1981,/¢
pensioners’ incomes had, in contrast, become more equal - see Figure 5.2,
Long-tecrm trends in pensioner incomes are not hnmutable.
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7 Figurs 3.2 Growth 1 pensioner noomes 1967210 199172

utes~_ {1} ﬂﬂs t‘a'me ahcrws the rates atwhach net Inmmea m DEﬂSiDJ‘I&i’S at d"rﬁerent polnts In B, penslor!
nmme dlalr!bunﬂn grew fa,aer than1he ﬂse If- pm}as ]ncomas haue beeh cainu[a'ted on an aqmva!a

A number of factors were involved in causing such a sharp change of
direction in income trends w0 ocour:

s the distribution of earnings for people in work also started o become
more unequal at about that time;

> in 197% the basic state pension — which is of most importance to the less
- well ofl ~ hegan to rise in line with prices. Before theh, basic state
pension had over the longer term more or less kept broadly in line
with earnings; -

> as we shall see in Ghapte.r Four, in the 1960s and 1970s there was a large
fall in the proportion of men continuing to work after state pension age;

> those retiring at the heginning of the 1980s were probably among the
first to have spent large parts of their working lives as members of
occupational schemes; and

> increases in pensions during retirement were also becoming more
widespread in occupational schemes. Muny who had retired before
the 1980s had seen their incomes fall behind the rise in prices during
periods of high inflation.

Comparison with the rest of the population

We have also looked at comparisons between the disiribution of pensioner
incomes and those for the population as a whole. The method for doing
thiz = which allows for differences in the number of adults and children
living in each household and in housing costs — is explained [urther in
Annex C.

17
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It pensioners had the same disaribution of income as the overall population,
20 per cent of pensioners would be found in cach fifth of the overall
distribuiion. But, perhaps not surprsingly, pensioners tend to be
concentrated i the lower part of the overall distribution — see Figure 3.3,
Over halt of 4l pensioners are in the lowest twofifths of the income
distribution for the total populaton. In 1979 the figure had been (wo-thirds,
reflecting the general improvement in the position of pensioners as a group
relative 1o the rest of the population. The proportion of pensioners in the
lowecst fifih for all age groups fell by about a half; the representation of
pensioners in other parts of the disiribution rose but this was mostly
concentrated in the second and third fifths. In 1995/6 around ten per cent
of pensioners were in the top ffih of the income distributicon lor all age groups.
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Continuing conceniration of many pensioner incomes
at lower lovels

Figure 3.4 reveals the contnuing concentration of many pensioners’
incomes within a narrow band of relatively low income, Again, this may be
as expected begause of the equalising effect ol most state pensions and
benefits which are the single most important source of income for most of
today’s pensioners. The basic pension is flat rate and means-tested benefits
provide a floor below which those who claim need not fall.

Gender

There are important differences in the amounts of income men and women
receive individually, that is income paid dircctly to them rather thun received
by & pariner even if on their behalf. As Figurc 3.5 shows, women over state
nension age typically hayve lower individual incomes than men.

In the case of married pensioners, womern’s individual incomes in 1995/6
were on average less than half those of men. Siate pensions are paid to
individuals, but currently many married wormen arc naot entitled to a full basic
state pension. Other income from the state paid Lo couples — such as means-
tested benefits — is more likely to be paid to the husband than to the wife.

Amongst single pensioners, the gap betwean men’s and women'’s individual
incomes is much smaller — on average single women's incomes are about

15 per cent lower than men’s, The smaller gup may be pardy because many
single women pensioners are widows, for many of whom the amounts of
pension income they receive individually often increase after their husband’s
death. (It is more usual for wives to survive their husbands than vies versa.)
Also, never-married wornen are likely to have earned more than married
women and are more likely to have built up pension entilements in their
owl right.

The Equal Opportunities Commission has also published an analysis of the
incomes Teceived individually by men and women pensioners in the years
1975 and 1994/5, This suggests that since 1975 (he improvement in
pensioner incomes has tended to benefit men more than women so that
woTnen’s position relative to men's has fallen behind. Ginn and Arber have
found = similar result for the period 1985/6 1o 1993/4. There are,
however, problems in interpreting differences between the individual
incomes of men and women. As we said before, some types of income are
paid on behalf of couples, rather than individuals, and by conveniion are .
aften paid to the man. Income Support is an example. Any increase in the
rcliance on Income Support therefore has a tendency to widen the
apparent gap between men's and women's individual incomes.
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Sourca: Based on DES Pensionera’ enmies Sores 799475

Motes: {1} The chatt is based on net income before housing costs in 199445,

{2) The chart shows for example that the lowest thrse-fifths for 60 per cent)
of pensionar Incomes are below the [evel of incoma recetved by the
pocrest 40 per cent of the whols papulation,

{3} incomes have been calouiated on an "equivalent’ basis — sea Annex G,
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b e 55 T it icomes of men and women over site pason age, 19966

A different trend emerges where this problem does not apply, in the case
of single pensioners {(including widowed, separated and divorced). The

P Series shows that the incomes of single women pensioners are lower than
those of single men pensioners but, if anything, rose at a slightly faster rate
thann men's between 1979 and 1995/6 (sec DSS Pensioners’ Incomas Sertes

I 199576, Table 15).
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- Fi gure 3.6: fncome d:stnbuﬂon for pens;oners b y tﬁe;r ages 1 99213
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Older pensioners arc more likely to have lower incomes than younger
pensioners, Figure 3.6 shows that in 1992/3 rwice as many pensioners in
their 60s were in the top fifth of the pensioner income distribution as thosc
in their 80s (26 per cent and 13 per cent respectively). The converse was
true for the proportions in the bottom fifth (13 per cent and 26 per cent
respectively). Looking just at the incomes reccived by men, for example,
Johnson and Stears (undated) found that in 1992,/3 men’s average income
at age 65 was nearly £200 a week compared with an average of rather over
£120 a week at age 856 (hoth at 1995 prices).

There arc a number of reasons why today's older pensioners iend to have
lower incomes than younger pensioners:

‘ > older pensioners retired with lower oecupational pension rights than
\ people refiring today. This effect could lessen in the futore;

# it pensions in payment are not fully inflation-proofed, those who retired
longer ago will tend to have lower real incomes than people who have
retired mote recently. Again, this effect may be smaller in the futare
as private pensions are increusingly required to provide better

[ inflation proofing;

| > since second-tier pensions are earningsrelated, so long as there is
: economic growth, newly refired people will always tend to retire with
higher pensions than their predeccssors;

> mcaomes may change during retirement for other reasons, death of
a partner probably heing the most important; and

¥ because women tend to live longer than men, a high proportion
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of older pensioners are women, Twc:-t111rds of people aged 80 and over,
for example, are women.

We show further informaiion in Annex C on the incomes of single
pensioners according to their age and to whether they have never married,
are widowed, or are separated or divorced.

Housing tenure

The proportion of pensioners who own their homes bas risen substuntially,
from arcund 40 per centin 1979 to about 56 per cent in 1995/6. The
proportions who rent and who live in other people’s households have fullen.

Owneroccupier pensioners have significantly higher incomes than other
pensioners. In 1995/6 the incomes of martied pensioners who were owner-
occupiers, for example, werc more than half as large again as those for
married pensioners who rented their homes — see Figure 3.7,

ta
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Others =~ .-~ .. i e - T :
' angfahéﬂsfnﬁeﬁ'- . _. g : - L o '_ L . o
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Notes* (1]Inam|esarebeforeiaxandm:smgmsts ' o . .
{,E}Mameclpammnersaredsﬁnadasamupﬂew?mreﬂmnamsagedﬁﬁurmr k s

Information we have not found

We have found no reliable information on differences in pensioner
incomes between regions or between ethnic groups. And whilst we know
that many pensioners have assets — and indeed the income from
pensioners’ savings and investments is included in the income information
we have shown - we have not been able to find much useful information
on the value of thosc assets themselves, {We show some figures about
personal wealth for the whole population in Chapter Eight.) Information
on the incomes of individuals rather than of units or households and on
the incomes of older people living in residendal settings s also scarce.
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The reasons for low income

Stale benefits and pensions provide a Hoor, or first tier, of income to which
nearly everyonc over pension age is entitled, Those with the very lowest
incomes in retirement are people who have not been able to build up rights
to state pensions, have few other resources and do not receive Income
Supporl. We have found no estimates for the size of this group but it is
probably very small.

Other pensianers on low incomes incinde people receiving u state pension
with little or no SERPS entidement and little or no income from other sources
—such as occupational penstons or savings — who have not claitned an
entitlement to means-tested benefits, The 1SS estimate that in total about one
million penstoners did not claim an entitternent to Income Support in
1995/6. The average unclaimed amount was £16,10 a week. About threc
hundred thousand pensioners did not claim their entitlement to Housing
Benefit (average amount unclaimed £22.80 a week). And about one and a
quarter million did not claim their entitlement to Council Tax Benefit
(average amount unclaimed £5.70 a week).

Looking further up the income scale we see that the miain difference between
poarer and better off pensioners lies in the extent to which they receive income  §
from sources other than state benefits and pensions, The 1988 Retirement l
Survey found only half the men in the lowest fifth received any private income

and these were mainly very small amownts, averaging about £1 a week at 1995
prices. In the middle and highest fifths all men reported private income,

averaging respectively £33 and £194 a week. In that survey, too, no wormen in

the Towest fifth reported any private income, All women at the middle fifth '
reported private income but the average amount was only £7 a week. Women in
the highest fifth had on average £30 a week in private income, less than half the l
amount recorded for men at that level, Details are in Figure 3.8.

L ..--_'Msddre fh.
3 U ;H:ghest ﬂrth
St Juhrmn'eramgﬁﬁ}_ SRR L TR
-'Nut_e Gm:aur.atad fmm 1933 Reﬂrﬁrruent Survey and reva[ued tu 1995 pnae.s
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Having income other than from the state does not, however, gnarantee a
high income in retrement. In May 1997, for example, 230,000 people on
Income Support had income from an occupalional pension.

Pensioners can also add to their income through paid work, Fifteen per cent
of pensioner units had carnings [rom employment in 1992/3 and four per
cent from sell~mployment (Johnson o of [19%8]). But it is not clear the
extent 1o which such income went to pensioners who would otherwise be in
the lower income groups but for their Earhirlgs, or to those with good
occupational pensions and savings as well.

Income adequacy

There is no generally agreed delinitien of income adequacy and all
attempts to fix once have been controversial and subject to legitimate
challenges. But a number of dimensions of adequacy underpin everyday
discussions, at lcast implicidy, and these have guided us in coming to
our conclusions:

> at any one time there is an absolute dimension, a minimum level below
which no one need fall and perhaps a higher standard which ideally
most people can achieve. The Income Support levels are the closest we
have to an official definition of the minimmwn level;

¥ adequacy is also relafive, sa it is important to monitor the incomes of
pensioners against those of the rest of the population, particularly those

in work; and

* for individual pensioners, the extent to which income in retirement
replaces the income they had in working lite (sometimes known as the
‘replacement ratio’) is significant.

Fach dimensicn is important. I{owever, it would be quite possible for
somebody to appear poor on one standard, but not on another. The most
relevant concept{s) of adequacy may also change as nceds change, for
exatnple as the pensioner concerned gets older In Annex D we provide
further discussion of attempts to establish measures of income adequacy
which have guided us. If nothing else, these show how difficuld it is to reach
agreement. Like many others before us, we have chosen not to endorse any
single adequucy threshold. But apart from the information gaps we have
mentoned, we believe that the range of analyses brought together above
capture most of the key dimensions of adequacy.
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4 The labour market
context

In this chaptﬁf we look at certain aspects of the labour market which set the
" context for pensmn provision: and for the accumuiation of pensmn Tights
which we txarrune in more dctzul J_n ]atcr chapters. )

We:

= note that thc labonr mmket 1s in continuous cvoluuon and that the
frmnewmk for pension pnmuun needs to accommeodate and supporl
that prncess and

3 reuew r_he trend towards earlier refiremnent, e:;peci:_ﬂly AMNOTE Men.

We emphasized at the start of our report the fundamental link between
pensians and paid work. Not only do pensions replace earnings in
retirement but rights to futare pension Income are earned as part of
employment. So, in this chapter we look at three aspects of the labour
markel which are likely to have most impact on pension provision:

= structural changes affecting the pattern of employment;
# carrings patlerns; and
= the age at which people retire from paid work.

We also look at prajections for the future. We have not considered the
impact of regional differences as we have found little irdormation directly
relevant to pension provision,

Structural changes in employment

A range of reports has commented on changes in the UK labouwr market in
recent yezts, About some changes there is clear agreement:

> at most ages, there are now more womett in jobs than before but fewer
men. Figure 4.1 shows tiic trends in terms of activity rates;

* there are now nearly as many women in paid cmployment as men;

> the tolal number of jobs has increased but much of the recent praowth
has been in pari-time and temporary posis;
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Figure 4.1: Estimates and projections of activity rafes
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= mMore employees are Now on temporary contracts, full- and part-time.
In total these now cover about one and a half million people or seven
per ccnl of all employees, up from five per cent a decade ago;

= the service sector has expanded while manufacturing has declined;

> self-employment grew rapidly in the 1980s. Aboul three and a quarler
million people are now self-employed, twice the number in 197%;

3 the sizc of the public sector has falien;

> organisations have got smaller, with the main growth being in jobs in
small and medium size enterprises; and

= in most sectors of the economy there has been a growth in managerial,
professional and skilled technical occupations but a reduction in
semi-skilled and unskilled jobs.

With the exception of the last of these changes, the general picture is one
of growth in sectors of employment where the main form of second-tier
provision — accupational schemes — has been less common. For many
people working in new areas of employment, personal pensions or SERPS
are the only forms of sccond-tier pension provision open to them. The shifi
to greater self~employment has also removed many from the scope of
compulsory sccond-tier coverage.

Self-employment

Not only has selfemployment grown but the nature of self~employment has
also changed, hoth in terms of the types of people becoming self-employed
ant the types of activity they undertake,

Meager ¢t al (1994) found the key features of the expansion of self-
employment in the 1980s were:

= an increasing proportion of women among the new self—einployed
compared with the existing self-employed;

> relafively more }fc}ung.peuple among the new entranis to self-~employment;
> a high rate of entry to self~empioyment from unemployment;

= a growth in dependent self-employment and sub-coniracting resulting in
the transfer of work that used to be denc by employees to selfemployed
people; and

> a tendency for a disproportionately high share of the new seifemployed
to enter certain service sector activities, including at one end relatively
low value-added personal service actvities and, at the other, higher
carning business and financial services.
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They also found that low income self-employed people in the carly 1890s
were disproportionately in the same calegories where selfemployment
grew rapidly in the 1980s.

Job security and tenure
There appears to be less consensus about:
= whether people now have Iess job security than in the past; and

3 whether people nowadays move more often between jobs, between
employment and selfemployment, or in and out of work.

Clearly the structural changes we oullined above could have such effects,

But it appears also to be true that many people siill spend long periods of
their lives in stable employment conditions. According to Burgess and Rees
in their analysis of the General Household Survey from 1975 to 1993,
‘there is no strong tendency for shorter job tenures’. This confirmed their
earlier findings that elapsed job tcnure fronm: 1975 1o 1991 had ‘barely
changed over that period’.

The changes which we have outlined above and (he inevitable continuing
evalution of the labour market raise challenges for pension provision. In
our view, pensions policy in isolation can only go so far in meeting these
challenges. Employment policy and lzbour law have roles to play, toa.

Earnings patterns

The distribution of earnings has widened substantally in the last two
decades. Figure 4.2 shows, for example, that between 1979 and 1994
growth in hourly earnings rates was greatest at the higher levels and

smallest among low earners:

> [or the top ten per cent of men hourly rates were up by over a half in
real terms, for women by over three-quarters; and

i

= for the bottem ten per cent of men hourly rates were up by less than
14 per cent, for women by less than 22 per cent,

The 1997 New Earnings Survey shows that amongst full-time employees
earnings for the highest decile of men were 3.3 times the lowest decile,
compared with 2.9 times in 1886, For women the ratio was 3.0 in 1996,
2.0 in 1986.

Given the earnings-related nature of much pension provision, greater
inequality in earnings may well lead to a wider dispersion of incomes m
retirement. Ghanges in earnings patterns also have an impact through
changes in the numbers of people abaove or below the National Insurance
carnings limits.
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Figure 4.2: Distribution of earnings
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Age at retirement

Different trends for men and women

The Office for National Statistics makes estimates and projections for the
number of people active in the labour market. ‘Active’ in this context
means having or looking for a job. ‘Tnactive’ is evervone clse, incllidjxlg
for example the retired and fulltime carers. Figure 4.5 shows the position
for people aged 55-64 since 1971 as well as prcuec‘unna up to 2006.
At these apes:

> for men there has been a substantial fall in activity since the 1970s.
In 1976 only seven per cent of 55-59 year-olds were inactive, now it is
about a quarter. Half of those aged 6064 are now inactive; and

> for women in these age tanges activity rates have been rising but are sa6ll
below men’s. About half of 55-b9 year-old women were inactive in 1996,
three-quarters of those aged 60-64. The rise in women’s state pension
age [rom 2010 may also increase the actvity rates of women in these age

groups.
;LI Figure 4:3: Activity rates befween é‘g&s 56 and 64, 1971-2006
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Two paiterns of early retirement

‘There are two sets of reasons for the move to earlier retirement amongst
men, and they arc associated with two groups of the early retired. One
group has benefited from growing coverage of occupational pension
schemes, and their early retirement can generatly be thought of as
“voluntary’. They have adequate pension incomes to live on and often have
no great need to work beyond their late 505, The structure of final salary
schemnes and their use to encourage clder workers out of employment to
suit their employers’ needs have played an important role in this.

The other large group of the early reiired are those who are more likely
to have left their final job involuntarily, have been unable to find other
suitable work and are largely dependent on state benefits for their
incomes. As many as a quarter of all men aged 60 to 64 receive state
Incapacily Benefit.

The profoundly different experiences of men with and without occupational
pensions is Hlustrated in Figure 4.4. This shows that the probability of men
continuing to be active in the labour market depends on, amongst other
things, their pension status. Those without accupational pensions appear to
leave the lubonr market at a remarkably constant rate from the age of 40
onwards. Those with an occupational pension tend to continue in work until
the age of 55 and Lhen start to leave in large numbers as pension rights
become payable.

The reasons people give for not being in the labour market

The Labour Force Survey gives detailed information from spring 1892 1o
winter 1996. Figure 4.5 shows changes in (he reason for inactiity amongst
people within Len years of state pension age:

> more men and women now describe themselves as sick: at ages 55-59
men up from 14.9 per cent to 17.1 per cent, women from 14.6 per cent
to 18.6 per cent;

> a small rise in the proportions saying they are retired: men 55-59
up from 3.6 per cent to 4.2 per cent, women from 6.5 per cenl (0
7.8 per cent; and

> amongst women 55-59, fewer are now giving family as their reason:
dropping from 17.7 per cent to 13.8 per cent. Only one per cent of
mern do sa. -
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Projections for the future

The impact of labour market changes on the pattern of pension provision
will be felt for many years to come. Men who are now retiring earlier than
their predecessors have to finance their retirement for a longer period.
They are alse living longer. But these changes mean there is more time for
Lheir incomes to fall behind those of people in work than was the case for
previous generations.

Few projections are made about future changes in the labour markel itself.
The Office for Nutional Statistics estimate activity ratcs only as far as 2006
and assume in he main that recent trends will broadly continue. We have
found no evidence on prospects beyond then, While we do know that
women’s state pension age will risc from 60 to 65, there is no guarantee
that they will work longer.
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Figure 4.5: Reasons people give for not being active in the labour market
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The labour market will continue to evolve and, whilst iany of the new
Jobs being created in the economy are low paid, part-time or tempaorary

- in nanire, a large part of employment will continue 1o be permunent
~ and long term. Itis dangerous on the basis of the available information
to pr-::ugnostlcate total uphcaval in the shapc of future employment. Our.
- view is that patterns change slowly, but we accept that over ime this can

mnshtute mgnzﬁcant structeral change.

The cha_nge m't_h«_ﬂ mix of jobs and in employment patterns will not alter
the chal!éh'ge*; that have faced pension provision for many years:

> the need t0 bnng the henefits of c-ccupatmnai prc-wsmn to people
who Ell"ﬁ not m such schemes; - :

> the ficed to find better ways for ae]i-employeci people to makr: their
GWIL provlsmn, and

Pmm:}n nghts

> the need to minimise the adverse effects of job chd_nges on future S P
: M v{u}
f

" Pension pmmmn has ahvays had to cater for a range of employment
' types, atid toa mgmﬁc.mt extent has responded to social and Iabuur
. market developments. While it is relatively easy to make provision in

areas of more stable employment, it is perhaps more chalienging — and
possibly more important - to do 5o in seciors where there is greater

N ‘-'Olallllt}'

: Therc i5a need for occup.itmnal a_nd pemnnal pensions, as wcli as any

new schemes thal might emerge, o be flexible and adaptable so that
they can a,ccnmmndatc changes in-social a.nd labour market conditions.
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5 State provision

| .In this chapLEr we dmcuss the m]f: of statc prmuqmn

_'_;We look at the amoutit currenﬂ},r spent on etate PE:IISIDHS B.Ilt;l on othﬂr benehts
' 'f_'tm‘ older peopie and = hased On curreiit poh-:les —at hr.rw much sl:ate penmnns

' _.wﬂl {:ost 111 the future
We conmder*
. 3—- 1he mam ﬁ:-rms c:f bt.-.lfﬂ ﬁnanmal pm‘lﬂsmn fc-r t{:day s Pﬂnﬂ.ﬂ;'-ﬂf:[‘s
“P thf- efﬁ:ct c:-f meam E.Esff:d hnneﬂta auch ‘ag I_m:ome ‘iui}pnrt and -

T .-}_ } thE 1mpacl Gf r:urrent pol_lcieg nn thc futurc level .md cost -
Df Sl;a{c penstcms B .

The state has three key roles in relation o retirement and older people:
* providing pensions and benefits (the subject of this chapter);

> enabling peaple to make their own provision [or retirement by setting
the legal, financial and regulatory framework (the subject of later
chapters); and

= setting the framework for the provision of certain services, such as health
and social care, which are particularly important to older people.

Our report is not concerned directly with the last of these. (A Reyul
Comnussion has been set up to lack specifically at the question of
long-term care.} But the way in which such services arc financed does have a
bearing on pension provision, The cxtent to which they are provided free at
the point of delivery — or attract charges — affects the adequacy of any given
level of retirement income. And if people have to make contributions to
public or private Insnrance for such services, this could affect their
willingniess and ability to contribute 1o pension schemes. Pension policy
cannot therefore be entirely independent of policy in that area.
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State financial provision

Expenditure on social seeurity pensions and benefits paid to the elderly —
either because they are over state pension age or becanse they have a low
income — was expected to be about £42 billion in 1997/8. That represents:

> 44.3 per cent of total benefit expenditure;

> 13.5 per cent of all government spending; and

> the equivalent of 5.3 per cent of gross domestic product.

It is estimated that another £5 billion was paid to the elderly in 1997/8 in the
form of disability and industrial injury benefits and war pensions. Figure 5.1
givies more details of how much is being spent.

" Flgure 5.1; State spending o7 pensions and benefits for olcler people, 1997/8
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State pensions

State pensions are paid to over ten and a half million people, about
threequarters of 2 million of whom live outside the UK. Nearly everyone
in the UK over pension age gets some state pension.

The amounis of pension people receive depend on:

> their own National Insurance contibution records during their working
lives or those of their spouses; and

> cerlain aspects of their status after they reach pension age such as whether
they have a dependant or have reached 80 yeurs of age.
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The pension comprises (wo main elements;

3 baste pension, which is paid at a “flat rate’ according Lo the extent to which
contributions have been paid or credited and according to current status.
For example, in 1993/9 the rate of basic pension for a person with a full
contribution record, aged under 80 and without a dependant, is £64.70
a week. The basic stale pension is the key element of frst-tier provision
in the UK; and '

= garningsrelated pension, which depends on the arnount of earmings as an
employee in cach ycar since 1978 in the case of SERPS - or between 1961
and 19758 in the case of the former Graduated Scheme — and which is
reduced in respect of periods spent contracted out of these schemes.
SERPS is one part of second-tier provision in the UK.

For both the hasic and eamingsrelated pcnsions it is only earnings within a
certain band — or the confributions paid on those earnings — which attract
pension entittement. The band for employees is currently between £64 and
£485 a week, These limits are increased each year i line with the hasic
pension which in tarn is linked to the tise in retail prices, Annex E gives
meore inlormation about how state pensions are caleulated, Contributing
towards the basic state pension is compulsory for all adult employees
currently carning above £64 a week. (Rates for people in self-employment
are different.)

In his March 1998 Budget speech the Chancellor of the Exchequer
announced his intention, in the future, to raise the lower earmings limit for
Mational Insurance contribudons to the level of the single person's tax

_allowance — now about £81 a weelk. We wndersitand the details of how this will

operate are still being examined. Depending on what precisely is put into
effect, such a change could have a significant impact on state pension
entilements — particularly for the lower paid - and on the contracting-out
arrangements.

Amounts of SERPS pension have been growing as each year people who
rcach stale pension age have spent longer contributing to the scheme since

. it began in 1978, For people reaching state pension age now and who have

been in SERPS since it began, the maximum SERPS pension is about £125

a week. The averuge amonunts of new SERPS pensions for such people are
about £44 4 week for men and £22 a week for women. So, for many people
retiring now SERPS {together with the basic state pension) provides enough
income to keep them off means-tested benelits. But the recent increases in
the amount of earmingsrelated state pension only apply to people who had
earmiings a5 ant employee above the lower limit for National Insurance
contributions. Pericds ol sclf-cmployment do not count for SERPS and there
is no requirement on scif-employed people to contribute to any second-tier
pension, state or otherwise,
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Gender differences in state penslons

In Scptember 1997 the average weekly payment ol state pension (basic,
SERFS and certain other minor benefits that are, for administrative
convenience, paid with state pensions) was £73.14 for men, £53.22 for
women and £60.53%9 for men and women together Individual amounts varted
copsiderably and in different ways for men and women. Figure 5.2 shows the
distribution of weekly payments. Almost two-fifths of women {38 per cent}
received less than £40 a weck compared with only seven per cent of men.
Almost a quarter of men received more than £80 a week, in comparison with
just seven per cent of women. '

" Figure 8,22 Distribution Of amounts of state: pensioi In payinen, September 1997 -
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One reason women have lower state pensions is that they participate less in
the labour market and have lower earnings than men. But the main reason
is that until 1977 married women were able to opt out of the Nalional
Insuranice scheme and pay lower contributicns. They were able to rely on
their misband’s insurance record instead, but could only receive a basic
pension worth a maximum of 60 per cent of the full rate once he had
retired. As Figure 5,5 shows, those who did this receive lower pensions than
other women whilst theit husbands arc stili alive.
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Fignure 5.4 shows payments of the basic state pension as a proporiion of the
full single person’s rate. It shows clearly the continued effect of the married
woman’s option. Only half of women receive a full rate basic state pension
compared with 87 per cent of men. (The figures mclude pensions paid
abroad, some of which are not uprated and inflatc the proportions with less
than 100 per cent of the full rate.) Thirty per cent of women receive 2 basic
state pension equivalent to 60 per cent of the full rate, which is the
maximum that a married woman can receive on the basis of her husband's
National Insurance record.

_ Sepi‘ember 1&9? EERI

| immen

L8175
_ : : . Pmpnrtinn of fu1| rate -
Source Specﬂsﬂ ana]ysﬁs for the F'Enann Provision Gn‘.]up by the DSS 3

2&59

42

| Fgure 5 4 Payments c;f baa!c srare pens:an as a pmpomon m‘ t‘ha fuﬂ srngfe person 3 rate

B e et o - ) .



W Rl Meee] preresiones — Wi oo s 0 PSR Drovision

The picture for women’s state pensions is changing. In future, women will
retire with betier contmbuiion records hecause more women now carn ancd
marricd women are no longer able to choose 1o opt cut of the Nationzal
Insurance scheme. This is a very gradual process. Married women who had
already opted out before 1877 are able to continue 1o do so. About 400,000
women are stll paying the reduced rate of contribution. It will be well into
the next century before the last marricd woimnan optant reaches pension age
and even longer before the last one dics.

Ilome responsibilities protection (HRP) introduced in 1978 — primarily of
help 10 mothers at home with children — will also improve women'’s basic
siale pension relauve to men's. Although legislated, HRI for SERPS has not
yel been inlreduced. (See Annex E for how HRIE works.)

Cost

Ir: 1997 /8 total payments of state retiremnent benefits were £30.1 billion in
basic pension and £3.2 billion in eamingsrelated pension — sec Figure 5.5.
Both have been growing during the 1990s due to increases in the number
of people over pension age and to higher basic and earningsrelated
entitlements.

) F:gqrézﬁ,.ﬁ:ﬁr"_sfng cost of sréfé-pens:bns 'Jh:';*he'_TQQQS '

CLA99%2 oL a997i8. L incréass . :
R U X DRI+ A R
Eamingswefated -7 .. 704l L L0 @2 0 0 T 1800

o Totalt L T ¢ - R R < < AL [+ - 3

. Motes: ‘Mn 1997/8 prices.” . 1

Means-tested benefits

Pensioners may also be cntited to certain henefits on the grounds of low
incore. These are:

> Income Support;
¥ Housing Benefit; and

== Council Tax Benefit,

Incoma Support

About 1.8 million pensioners were receiving Income Support in August 1996,
70 per cent of whoin were wotnen without a husband or pariner, many of
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them widows. The total mmmber of pensioners who depend
on Income Support is rather higher as only one partner in a couple
may claim,

Income Support is based on a set of personal allowances and premiums
which vary according to a person’s stawis. Subject to savings being below
certain thresholds, the amount sumeone is due i1s calculated as the difference
between the total of their allowance and premiums and their income. For
single pensioners the total of personal allowance phas premium increases
from £70.45 per week under the age of 75 to £77.55 per week for those aged

80 or over. Figurce 5.6 gives further information and compares these Income

Support levels with the full rates of basic state pension. People with savings of
more than £8,000 are excluded from Income Support. Annex E gives more
detall on how Income Support is calenlated,

oar)
i5 baséd on herhusband‘s Naricihal Insurance remr-:f If; anemawalyl, shehad & sufﬁclent c::Dn’[nE:erun
'~_'racom o] rec:ewe 8 h‘asir: aliate; pEﬂSinn nher’ qwn nghl “Hig muplahlmmbme}d basic state pens-lcrn
"wmﬂd i:-a hpgharthan’lhair Inoo‘me Suppc:lrt ermtlemenr I o :

The allowances and premiurns in Income Supporl are not intended to cover
housing costs, though additional amounis can be paid in respect of owner-
occupiers’ mortgage interesi. As for other people on low incomes, Housing
Benefit meets tenants’ eligible rents, and Council Tax Benefit meets Council
Tax liability — see below. Income Support can alse meel the costs of people
living in residenfial cure.

Income Support paymenis for the over 60s were expected o tolal £3.9 billion
in 1997/8, a 20 per cent increase over 1991/2 in real terms. This inclades
pavments for residential care, Expenditure rose in the first part of the 1990s
but has sintce [allen back a little,

. - R AR P . . - s
- e Wb o " BRI - A R '
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Housing Beneflt and Council Tax Benefit

In May 1596 1.9 million pensioncrs were receiving Housing Benefit and

2.7 million Council Tax Benefit. These figures include peeple on Income
Support. As with Income Support, the total number of pensioners who gain
from these benelits is rather larger as only one partner in a couple may claim.

The calculation of the two benefits is divectly related te Income Suppert
nides. For people who are enfitled 10 [ncome Support, Housing Benefic
meets their rent in full {subject to certain limits} and Council Tax Benefit
covers all their Council Tax liability, For people whose incomes are ahove the
Income Support level, entitlement to these benefifs is calculated on 2 sliding
scale. The amount of benelit due reduces in line with income according to a
set of "lapers’ and with regard to amounts of savings. Housing Benefit and, to
x greater extent, Council Tax Benefit are therefore received by pensioners
who are further up the income distribution than is the case for Income
Support. Again, more detail is a1 Annex E.

Total payments in 1997/8 to people over age 60 were expected to be:

> Housing Benefit £5.9 hallion.

== Council Tax Benefit £1.1 hillicn.

The total amount that pensioners receive from these two benefits together

is therefore more than they receive from Income Support.

Take-up

It is estimated that in 1995/6 the proportions of pensioners entitled to these
benelits but who did not claim themn were in the following ranges:

> Incomc Support ' 34 to 40 per cent.
* Housing Benetit 11 ter 14 per cent.
3 Council Tax Benefit 20 to 34 per cent.

Research is currently being underiaken by the DSS into the reasons
why so many pensioners fail to claim. We strongly endorse the need for
this rescarch.

Other benefiis

The Pensioners’ Facomes Series produced by DSS shows that in 1995/6
16 per cent of pensioner units were receiving disability benefits of various
kinds. This represents a fcur-fold increase over 1979.
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The effect of means-tested benefits

Means-tested benefits play a significant role in pensioners’ incomes and, on
current policics, will continue to da so in the foreseeable future. In the
context of pensions policy means-tested benefits have two main effects:

> providing a floor below which pensioners’ living standards need not fall
if they claim their entittement; and

\ > potcntially reducing the incentive to save,

A potential floor to living standards

The basic state pension alone does not provide an adequate retirement
income and for those who cluim them current means-tested benefits provide
the floor to living standards. In 1997/8 the difference between Income
Support pensioner atlowances and premiums and the full rate of basic state
pension ranged from ahout six per cent — for a pensioner couple under 75
where the wife’s pension is calculated on the basis of her hushand'’s
contribuiions because he has the betier contribution record —- to about

19 per cent — for a single pensioner aged 80 or over. (See Figure 5.7.) If help
with housing costs were included with ncome Support, the differences
would be considerably larger.

The return on saving

Entitlements Lo means-tested benefits are reduced by the amount of pension
ot other incomne people receive. For those getling Income Support, pension
income attracts a pound for pound reduction, or a 100 per cent marginal
withdrawal or “tax’ rate. For those not on Income Support but receiving
1Iousing Benelit or Conncil Tax Benefit the rate of withdrawal is lower.

The staie pension scheme reqguires all peeple who currently earn above £64
a week to pay National Insurance contributions which eventually atract
pension enfitlernent. But as we have seen, ensuring an adequate income in
retiremnent without the need for means-tested benefits depends on having a
good second-tier pension or some other income. The state currently ensures
an element of compulsory second-fier pension cover for employees but this
cempulsion is not extended to the self-employed or non-employed.
Furthermore, given the projected fall in the value of SERPS which is
discussed later in this chapter, the degree of compulsion for employeeas

is also falling,

_ High marginal withdrawal rates may tend to discourage the people who are
affected from saving for their retirement or confinuing to eam once they
hecome eligible for these benefits. It people in work know that means-testing
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of benefits in retirement will mean that they will effectively get little yeturn.
for the pension saving they undertake during working lite, they might be r
indlined to save less. On the other hand, if greater means-testing goes
together with lower levels of universal benefits there will be some people
who will save more in order to achieve a higher target level of income

in redrement.

In designing systems for means-testing it is always important to bear in mind

tha, if different soris of savings are treated differenty for the purpose of the

means-test, then people might alter their behaviour accordingly. For

instance, if the value of owneroccupied housing is not counted towards a

means-est, then there will be some incentive to have a larger housc and a

smaller private pension than might have been optimal in the ahsencc of the

means-test. Pensions, financial assets and housing wealth are in fuct each i A ool Lo
treated differently, Only pension income is always taken into account in full, AR rL‘

. N
=

We believe that many people may wish to make their own provision in order
to avoid huving to rely on means-tesied help. This may apply particularly to
the generations who have retired or are just reaching retirement. Given the
difficulty of predicting one’s own circumstances over a working life, many
people may be unable to make the necessary calculations in advance to
estublish whether or not it will pay them to save for retirement.

In our opinion a mcans-tested safety net for those who cannot build up good
second pensions is inevitable. Nevertheless, the key question for policy
makers is how to achieve the right balance of compulsion and incentives to
ensure that those who can avoid reliznce on means-tested benefits do so
while avoiding the position where significant numbers - encouraged, if not
compelled, to make their awn provision — {ind themselves no better off than

i they had not done so.

The impact of current poficies on the future level of

- state pensions

If earnings continue to rise faster than prices, the value of state penstons will
decline in relation to earnings, Figure 5.7 shows calculations by the '
Government Actuary’s Deparmment which illustrate the effect of this for men
and for women in full-lime employment. The examples assume the people
concerned have average carnings for their gender throughout their working
lives. Although this #s unrealistic — it is highly unlikely anyone would be on
precisely average earnings throughout their life — they are the figures that
are most commonly quoted. The examplcs also use 2 central assumption that
average earnings grow faster than prices by 1.5 per cent a year.

———————

——ler e

Figure 5.7 shows (hat the basic state pension will fall from about 16 per cent
of men’s averuge carnings in 1997 to about scven per cenl in 2050, Because

—_— ——
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women's earnings are lower, basic pension. forms a higher proportion of
their average earnings. The reduction for women is therefore from about
. 22 per cent to about ten per cent of their average earnings.

In this fllustration SERPS pensions for men fall from about 21 per cent of
average eamings for those reaching pension age now to about 13 per cent
for a man reaching pension age in 2050. This is because men's average
earnings will rise above the upper earnings Jimit for National Insurance
conuibrutions. For women, SERPS pensions fall from about 18 per cent of
Average eamings now to about 16 per cent for those reaching state pension
age from about 2010 cnwards. In these examples women'’s average earnings
do not rise above the upper earmnings limit.

Figures 5.8 (0 5.10 Hlustrate the position inn more detail for men and women
reaching statc pension age from 1948 1o 2050. These examples are based on
the samc assumptions as Figure 5.7 except that they usc median — as opposed
to average — earnings and also make some allowances for years when people

have no eamnings. A further explanation of the assiunptions used in Figures
5.8 to 5,10 is in Annex F
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Figure 5.8: State pensions for men on median earnings as % of average earnings
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Source: Governmenl Actuany's Departrngrt

Noles:  {iY This example assumes tha men concerned have six years withoul eamings. [n eagh year that they eam,
they are s=sumed 1o have the median sarnings for men of that age.
{9) For SEAPS, the chart shows the valus in relation 10 average sarnings for all fll-time employees far the year
the rmen reach skale pension age.

Figure 5.9 State pensions for wornen on mecdian eamings as % of average earnings
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Source: Governiment Acluan's Department
Note  Seenotes io Figura 5.8. In the years that thay esm, women are Bssumed 1o have the median eammings Tor
women of that age.
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Figure 5.10: State pensions for women with 21 years not earning, as % of average earnings
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Source - Government Actuary's Depadme.rlt

" Notes:

(1} This axarnp[e is for married women who have 21 yeajs withoul earnmgs In aach yaar that thﬁ'_-.r sarm, they
ars assumed to have median eamings for women of that aga.

{2} For wormen meaching state pension age in the years up'to 1990, it Is asslmed- ﬂ'iatth-airbaac slatapensmn
was based on thelr hishard's National !ns-urarweremrdmdthatthaymewedapermnatﬁopememmm
IulE rate, For women reaching stale pension age from 2020, |t iz assumed that home- raspmsqbirhas protection
HREF) will afow them to qualify for 2 fill basic state pension on the basis of their own Mationa? insurance,
recorts. For women refiing between 1890 and 2020, HRP has an increasing effect each year in ralsing the -
rate of basic siste penslon they receive an the Basis of their own records. This effect broadly Hfisets the decine
cver this periad in the full rate of the basic state pension &s a proforilon of Average earn]ngs

{3 This figure assumes no HRP for SERPS pens[ans

{4} See al<o nole [3) 10 Figuro 5.5

The figures show that for much of the last two decades, the value of state
pensions — basic plus earningsrelated — has been rising as a proportion of
earnings for many people reaching state pension age, This has been due to the
maturing of SERPS which has more than offsct the falling value relative to
eamings ol the basic state pension. B changes made to SERPS in the 1986
Social Sccurity Act and in the 1995 Pensions Act will reduce the amounts paid
t¢ people who reach state pension age (rom 2000 omwards. Apart from pensions
not being based on the 20 best years' earnings — which had been the oniginal
promise made in the 1975 Social Security Pensions Act 1o people reaching
pension age in the 21st century — new SERPS pensions will be affected by:

= the reduction in the target level of pension from 25 per cent to 20 per
cent of earnings betveen the contribution earnings limits {ourrently £64
and L£485 a week); and

> changes in the way that the lower carnings limit is appled in calculating SERPS
pensions. These will very substantially reduce SERPS entilements accruing in
the future, with the greatest proportionate impact being on the lowest camers.
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Figure 5.11. Age gistnbution of GB population
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The removal of the best 20 years provision will have a particularly adverse
impact on women’s SERPS pensions. One way of addressing this would be to
commence the provision for home responsibilities protection in SERPS, o
which we relerred carlier

Figures 5.8 to 5.10 show that, for employces reaching state pension age, the
total value of basic pension plus SERPS in relation to average earnings will, in
a few decades’ time, return to below the level applying belore SERPS began.

Scl-cmployed people have not benefited from SERPS pensions. For them,
the important effect in Figures 5.8 1o 5.10 is the falling value relatve
earnings of the basic state pension.

SERFS pensions paid to people who are widowed from 2000 onwards will
also be cut by half. Details are in Annex E.

The long-term cost of state pensions

The cost of pensicns depends on the number of people to whom they are
paid and the amounts they receive. Since 1951 there has been a large tise in
the number of people over state pension age, from about seven million to
over ten and a half million. The cost of state pensicrns also rose in that
period — at 1996/7 prices - from about £5 billion 1o £32 billion. As a
proportion of gross domestic product, the cost rose from (wo per cent in
1949/50 to 4.5 per cent in 1996/7.

Population projections for the future

The Government Actuary makes population projections for the period up to
2060 which are used for the purposes of estimatng long-term state pension
costs. Figure 5.1 shows that the number of people between the age of 20
und state pension age is projected to rise by about a tenth in the period up
to 2020 — partly due to the rise in women's state pension age — but will retarn
to about the current level by about 2040 and will continue to decline
subsequently. This follows from the assumption that births will remain below
the replacement level. (We show at Anmex F notes kindly provided to us by the
Government Actuary’s Diepartment which comment further on these changes.)

Figurc 5.11 also shows that the number of people over staie pension age will
rise substantially:

= by about a tenth between now and 2010; and
> with a [urther 20 per cent rise after 2020.

In 2040 it is expected there will be 43 per cent more people over state
pension age than now. The total then declines slowly for the rest of the
period up to 2060, Figure 5.12 gives a more detailed breakdown.
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Figure 5.12: Age distibution of GB popufation {detail)

Yoar Age 6-19 20-5PA SPA+ Total
Millions
1697 14.5 32.4 0.4 57.2
2000 i4.5 328 10.5 57.8
2010 4.0 23.6 11.5 59.1
2020 i35 5.4 11.5 60.4
o080 124 339 13.8 61.1
2040 13.0 327 14.9 £0.7
2080 : i27 . 826 14.4 506
2060 12.5 a1.5 14.2 E8.3
Indexed to 100 in 1997
1947 100 100 100 100
2000 : 100 101 _ ot 101
2010 : .97 104 : 110 105
2020 _ o3 109 110 105
2030 - 03 105 132 107
2040 a0 101 143 _ 106
. P0E0 85 100 _ 138. , 104
2060 - BY a7 136 T2

Source: Govemnment Actuary's Dapartment
© Mole: 5PA = state pension age.

The numbers of the very old rise more sharply than the numbers over state
pension age. For example, in 2040 there are projected to be nearly twice as
many people aged 80 and over as there are now.

Pensioner support ratio

In Figure 5.13% we show the future trend in the ‘pensioner suppott ratio’, that
is the number of people between the age of 20 and state pension age divided
by the number of people of pension age. In the Government Actuary’s main
projection the ratio remains broadly constant untii 2020 but falls sharply
thereafter

In all of our work we have assumed that statc pension age remains at the
ages currently planned, i.e. 65 for men and for women reaching that age
from 2020, We have not considered the financial ellect of, at some point,
further raising state pension age beyond that date. Plainly, very wide issues
would be involved which go beyond the scope of our work, for example the
question of whether sullicient employment opportunities wonld be available
jor those affected.

Nevertheless, we note that in a number of conuntries around the world state
pension ages are rising. Withott in any way wishing to advecate this as a
policy, we do remark that the support ratic in the middle of the next century
would be little different (o what it is now were a phased rise in the siate
pension age from 65 to 70 1o be made over a 20year period from 2026
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Figure 5.13; Pensioner support ratio

Stete pensfon age

Year . ' ' As planned - To age 70 by 2040
1997 3.1 Y
2000 3.4 . 34

2010 29 29

2020 ' B4 - I a1
2080 ' ' a5 - : 3.1,
2040 . : : ' . 22 [ < H-A
2050 : 2.3 L33

2060 ' _ _ 2.2 : . 83

Saurce: Govemimeant Actuary‘s Depariment

* Mote: -Flgure shows futire trands in the pensioner support ratio defined as the nurnbar of. people between the
ane of 20 and stata pens]on &ge divided by the number of people over state pansmn age:

Future prospects for the National Insurance fund

We show in Figure 5.14 the Government Actuary’s projections for spending
on Nalional Insurance bencfits until 2050 measured in terms of constant
1997/8 earnings, Although (he total cost of state pensions rises over the first
decade of the next cennuy, it declines again from 2030 to 2050 as the relative
value of pensions in payment falls behind the assumed growth of earmings,

We believe that, when looking so far ahead, it is more realistic (0 assess costs
in relation to earnings levels rather than in relation to prices. This is because
Lhe forecasts assume that carnings will continue o grow in real terms. The
costs, measured in rclation to constant prices, would appear higher, but this
would give a mislcading impression of the proportion of fture earnings
needed to meet these costs.

i gure 5, 14 ijected exoendfrure on star.‘e psns:ons and orher Nat;onaf .*nsurancs banaﬁta |

£‘ br.'hon, 199?.:'3 aamings temrs

“Year . . Eas:csfate ' T Oﬂl&r R
o : ' - pension SERPS_ : bénefits . .- 5 Tolal -
J-iv:e IR SRR 4. g oA
LMD : R - e B C A4
2020 . T 28 - 7 - £ I
-o2080 T 3 8. - 8 ST 1
Dzodn A 95 B 5 Co 36
;2060 T _ ,21, "B 4 .80

' Snurce Govemment Agtuary's Departmsn't

- Mote:  Estimates assume that Garmings grovy iaster lhan pnces by 1 5 per c:am perannum anr.'l Ihat bas:c state '
' pensfon and contribution’ eamings [fmits continue to be linked o DﬁGES : . :
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A second point is that the band of camings on which National Insurance
contributions are ievied will itself shrink in relation (o total earmings. This 1s
because the upper earnings limit is linked to prices and so will fall behind
the growth in earnings. We have therefore expressed future costs, not only
as the National Insurance contribution ratex which will be levied on the
appropriate band of earnings, but also as percenlages of totul earnings,
including those of selfemployed people. We helieve that rends in thesc
latter percentages give a fairer picture of the chunging cost of state pensions.

WY N G N

Figure 5.15 shows that, with continued prices uprating of the basic state
pension and of the contribution earmings limits, the standard rate of
National Insurance confributions is projected o fall from about 18 per cent
in the year 2000 to about 14 per cent in 2050. Expressed in relation tc total
earnings, the cost of state pensions and other National Insurance henefits
will fall from about 12 per cent in 2000 to aboul nine per cent in 2050. Both
sets of figures show that the increase in the munber of people over state
pension age — assuming it remains at 65 after 2020 —js more than offset by
the fulling value of state pensions relative to earnings. The net effect is
particularly strong after 2080. For illustration, we also show in Figure 5.15
whit would be the effects if the basic state pension and the conuibution
earnings limits were raised in line with eurnings, instead of prices, and state
pension age kept at 65 after 2020, The contributions required would be
substantially higher than now and much higher than under prices uprating.

A note by the Gavernment Actuary’s Deparunent on the basis of their
caleulations is at Annex F,

Figure 5.15: Future coniribition levels

Uprating of basic pension and contribution imils by:

Year ' . ' Prices Eamfﬁ_’gs
NIC rata % of total NIC rate %z of tolal
o % . eamings S % - earnings
2000 R 18.2 17 - 188 120
2010 o 17.9 11.8 _ 203 13.6
o0 . - ' 189 - 14 2.2 o147
L2030 ' - ) 17.4 : 1.7 24.2 17.2
2040 ©o158 10.4 24.9 178

. 2050 . 14.0 : 88 24.3 173

Bogirce; Govermment Acivery’s Departmert
Motes: {1} Estimates assunie that eamings grow faster than pricas by 1.5 per cent par annum.
{2) Contributions are thoss Reedsd to meet the cost of state pensions and other Mationa! Insurarss Denefts,
{3 'MIC rate’ i the slandard rate of contribution in respect of the earmings of empiovees wha are nol
contracied ot of SERFS. ’ ’
{4) Estimates far ‘% of tolal earnings’ express costs a6 4 prapartion of alf eanings of employees and
self-employed peopke, nat just the earnings on which MICs are pald,
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Under our present systemn those with low lifetime earnirigs are pr-:mdcd
for by the redistribution of resources, through the basic state pension and
through means-tested benefits. The state is the most effeciive agentin.
achicving redistribution, and therefore it hasan mescapab]e role in
ensuring meaningful pensions for thosc who cannot realistically be
expected, on their own, to build up geod second pensions. The
alternative will be greater reliance on means-tcsled benefiis.

A series of major, long—tenn changcs are a.ltenng radically man}r of the
mnain features in state pension provision. These hegan in the 19’?05 but
will not have theit full effects unul well into the next n':entl:ar;r,r

Because it has been Ilnkcd Lo 1_he rise in pnces since 1‘:}8{} anci on
current PU]]{"]ES wﬂl continue to be so — the value of - the basm smte .
pem.mn is falling in rcIaunn to .ivemge Earmngs Th:s makcs it even more
unpﬂrt.;mt thas pcc:-ple hc'm: grmd second-ner pemmns m Drder m have _
adequ.ite incomcs in retu-emf-nt and to avoid the need to dcpend on

| meanstested benefits, Wthh ﬂ'-emselvcs cari have advemc cffe:‘:ts on
peaplc 5 mccnr_wes 10 saye fnr renremcnt. T o

Bat it isalso becommg e.mer to meet the cr::-nmbutlon rcqu:rements for
the basic state pension, This aplees Espccmﬂ}' ko ‘those women who spend
; substanﬂal parts (}f their lwes; with litde or no earn_mgs

SERPS pensions have become increasingly i Jmpnrt:ant for Ilﬁ"i'ﬂ}'-l ctucd _
emp]uyees. Despite the fall in the value of the basic state pcnsmn relative
to earnings, the total state pension — ~ basic plus SERPS —~ pald m '
emplovecs rcachmg pension age has been rlsmg as a pmporucm of -
average carnings. In contrast to most of the postwar pcrmd the state-
TIOW pays hlgh{-‘l' pensions to younger pcnsmners and to thase who ha&
better carnings dunng periads of employment. The Iatter cEect is ﬂffset
to some extent by the greater likelibood that higher paid pﬂﬂple are i
ocmpaunnal pension schemes (d.nd in the fumre pemmd] pensmn
schemeq) that’ are conr_racter_l out af SERPS. R

'The bmeﬁts af r_he gi ::hwmg valie of SFRPS pcnsmm im nﬂvly I’f‘tl]."f.‘d

employees have not been shared by older pensioners who' rﬂ]rtd

either before SLRPb started or before it began to pay 51gmﬁcant

amounts of pensmn, nor by self—cmplo}'{:d people, nor bjf peoplc w1Lh
. ver}' low earnmgs T
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The improvements brought about by SERPS for some people will,
however, start 1o Zo inio reverse from 2000 when the value of new SERPS
pensions will alse begin to fall in relation to average earnings. The long-
term prospect is that the value of state pensions, even including SERPS,
will formn a lower proportion of carmings than they did before SERPS
began in the late 1970s.

The number of people over state pension age will grow by 40 per cent
between now and 2040 despite the rise in the women’s stute pcnsiﬂh age.
But because on prescit policies their value will fall relative to earnings,
state pensions witl be no less affordable than they are today. Whilst there
can be no certainty about future demographic ahd economic conditions,
we expect the contributions nceded to meet the cost of state pensions will
show Jittle or no increase as a proportion of earnings and will eventually
fall Lﬁwayds the middle of the next century. '
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6 Occupational and
personal pensions

. “This chapier is largely desciiptive, but it is also inteﬁ_ﬂed'mfeﬁﬁbl-q' thé reader
10 begin to think shout 4 framework for second-tier, non-state pensions which

g Tﬂhﬂﬁ!apyrgpnam Iapq.ﬁi-r--f -

> showk Wwho'i§ covered; who Is not and why ngt, iricluding eligibility, take:.
““up and the extent of proviioi by employersy " 1<

In this chapter we look at occupational and personal pensions — both of
which have attractions in helping pcoplé io save for their retirement. Our
focus is on the reasons why people do nef benefit [rom such schemes. As we 1
showed in Chapter Three, non-state provision is the main reason that
people are able to avoid being poor in old age, and so it is important to
know why many people are excluded from benefiting in this way. We begin
with occupational pension schemes.

OCCUPATIONAL PENSION SCHEMES

Tn1 this scetion we look at:
> the level and types of benefits accupational schemes provide;

> who iz covered and who is not;

- Am B =l

> the reasons people are 1ot in occupational schemes: and

> other features of occupational provision.

Definition of an occupational pension scheme

We have taken the term occupational pension o mean a pension
arrangement which has a sponsoring employer — or collection of
employers, a8 in the casc of industry-wide schemes — and provides pensions
and/or benetits for, or in respect of, members on leaving scrvice, ot on
death, or retirement. We exciuded from this definition group personal
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pensions (GI'Ps) which, whilst they may have a sponsoring employer, are
cssentially a collection of personal pensions.

Types of occupational pension scheme

There are basically two types of occupational pension scheme in the UK —
defined bencfit (DB) and defined conmibuiion (D). The exact nature and
level of the benefits will depend on the scheme rules. Most commonly, DB
schemes are final salary arrangements which provide » pension based on a
fraction of the member’s salary at or near retirement for each year of scheme
membership. Scheme members are better able to antcipate in advance what
their pension will be, subject to their continuing in pensionable
employment. In DC schemes, on the other hand, it is the contributions paid
inte the scheme which are pre-determnined, not the benefits. Benefit levels
will depend on the level of contributions, on the invesument rewums they
achieve and on anpuity rates at the ime the fund is converted into a
pension. Schemes may determine the form in which the pension must be
taken, but the level of the benefits cannol be kncwn in advance.

Occupational pension schernes may also be a mixture of DB and DC. These
are known as ‘hybrnid’ schemes. '

Until recently, occupational pensions were generally provided on a DB
basis, particularly among larger employers. However, this position is
orudually changing as growing numbers of employers switch frorm DB to
DC, or ta hybrid schemes. The Government Actuary’s Department (GAD)
found that in 1995 three per cent of schemes had introduced a DC system -
for some or all of their members in the previous four years — see Annex F.
The National Association of Pension Funds (NAPF) found in 1987 (that a
total of 15 per cent of its member organisations who responded to 118
survey offered pure DG schemes, the same proportion as for 1996, The
proporton offening hybrid schemes had grown from four per cent to six
per cent since 1996, As the NAPF's membership tends to be con-_::eﬁtrated
amongst Jarger employers, the survey may underestitmate the extent of the
move since 1995 to providing pensions on a DC basis. ALH

In the main, where new DC or hyhrid schemes have been established, these . C -
have been for new entrants, Rarely has it been the case that an existing DB ;
scheme has been wound up completely to be replaced by a DC scheme for
both past and future service. Figure 6.1 shows the naturc of pension provision
by size of employer. Few companies are currently setting up new DB schemes.

In a 1997 Trades Union Congress,/ Union Pension Services report,
cmployers cited the following reasons for moving to DC:

> improving and up-dating the benefit structure;
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Figure 6.1: Pension provision by company size

Number of employees 1-20  21-100 . 101-200 iwn___.__ Al
: : C Percanlagses ’

Defined benefit scheme : 23 . v 3% &1 35
Defined contribution schems ' - 63 59 . ar . 28 :_' .47
Both - | | T 7 18 8- . 13
.Respondéntdid notknow 3 R SN, SR A S

- Sourge: Fnstitute of Directors (1997) - : :
‘Motes: Nih P&rocrﬂagas refer to employers whc:r ha'.re an oecupat[cnal penslon seheme.

) Golimns may not add to 100 die to rouading,

> greater freedom of choice for the individizal, reflecting a change in the
approach to personal savings in the 1980s;

> ease of implementing the 1995 Pensions Act;

> the greater cost certainty (for employers} associated with a DIC scheme;
= the level of the contracting-out rebate;

> to introduce employees o pensions at affordable costs; and

> fewer and fewer people stay with the same employer throughout their
working lives, and the DC option could offer some of these people a
better deal,

However, the extent of the shift to DC schemes should not be over-
estimated.

Amounts of occupational pension in payment

Provisional findings from the 1995 GAD survey of occupational pension
schemes show 7.5 million people were receiving an occupational pension

fromn a former employer’s scheme of whom:

¥ four million men were forrer employees;

= two million women were former employees; and

= 1.5 million were widows, widowers or dependants of former employees,

It is estimated that about a guarter of the pcople receiving a pension from
their former ciployer's scheme were under stale pension age.

The prospect of a good occupational pension depends on a significant
number of years of pensionable service; scheme benefit rules; and, in the
case of DO schemes, a high level of contributions and investment returma.
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Even where people have the opportunity to belong to a good scheme, very
few will eventually receive the maximum benefits allowed under Inland
Reveniue rules. The main reasons that people do not receive the maximum
level of benelits are the fact that many people do not have pensionable
service for the 40 years normally required to get close to the limits and the
effect on pension rights of people changing jobs.

Figure 6.2 shows the proportion of pensioners receiving an oceupational
pension in 1995/6 and the average and median amounts they received.

Figure 6.2: Proportion of pensioners receiving pensions and amourits

FProportion with Average Madian

cocupalional amount . ameotnd 3
pension hcame
%a £ per waek - € par wesk

. All pensioner
©units

Total | 65 - 7870° 440

Singte pensioners B0 58.40 _ 3310

- Mairied pansionems 75 A402.20 T 8000

Recently retired

pensioner units
CTotal 69 9210 . B380

Single pengioners a5 ' 68.30 89.40 -
- Married penslonsars _ : 7 111.60 ) 720

Source: DES Pensionsrs' Incomes Somes TQQ&-"E

Motes: (i} Aversge amounts are the averages for those receiving an occupationa! pengion.
2] Becently retired pensiones units are defined as sfingle women aged €0-£4; single men agecl 6568 and
rnarried covples of whom the husband is aged 6589,
i3] Amounts are at July 1895 prices.

The difference between the median and average amounts reflects the
unequal distribution of these payments. For example, half of all single
pensioners with income from this source had occupational pensions of less
than £33.10 a week in 1995/6. Even so, that figure had grown 60 per cent
more than prices since 1979,

Who is covered and who is not

According 1o the latest published GAIY survey, in 1991, 48 per cent of all
employees — 10.7 million people — were members of an occupational scheme,
nearly double the proportion 40 years before. But there is evidence of decline
since the early 1980s — see Figures 6.5 and 6.4. Provisional estimates from
GAD indicate that the proportion has continued to fall and was down to

46 per cent — 10.5 million people —in 1995. (Further information from the
1995 GAD survey is in Annex F) :
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Active membership of occupational pension schernes is, by definition, not
open to the self-employed, unemployed and mon-employed’ such as
parentis at home, other carers, students and those who bave already retired.
At any ane time non-members constitute two-thirds of the working age
population. But a high propoertion of people reaching refirement —

“Figure 6.3; .‘Prtrpéﬂfdn'&if emp ' i pension séhgmé_s"f_sfﬁcéﬂ 1955 ; ; '
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particutarly men — have been members of an accupational scherne at some
time in their working Jives. Disney & af (1997) — based on a sample of people
aged 5569 in 1988 - show that 81 per cent of men and 42 per cent of womcen
at retirement age had, at some time, helonged (o an occupational scheme.

Employment sector

Provision of occupational pension schemes is virfually universal in the
public sector. In the private sector, the 1994 Employer's Pension Frovision
{EPP) survey — Cascy ¢t &f (1996) — found that Provision was most cormmon i

3= lurger companies. Nearly 80 per cent with more than 100 employees had
schemes compared with only 65 per cent for firms with 12-19 stalf and
as tew as 31 per cent of companies with five or fewer employees; and

> longer-established firms. 88 per cent of those firms established before
1900 had provision, falling to 61 per cent for those started in the 1960s
and 1970s and to 23 per cent among those set up in the 1990s.

Manufacturing companies were more likely to make provision than the
service sector (60 per cent to 51 per cent).

Scheme eligibility

Where there is a scheme, access may be limited to sections of the
warkforce or to individuals meeling certain criteria. Access is widest in the
public sector. In the private sector the EPP survey found:

> ppenness - i.c. being open to a1l sections of the workforce — of
accupational scheme membership increased with company size; and

> g marked simnilarity in the criteria used to offer membership. The most
common were as shown in Figure 6.5.

. Figure 8.5: Ehgibility criteria for individual employees, by type of pension provisior

Defined L " Defined
bhenefit . =~ . contribution
. . % _ K
Lengthofséwice S T T 48 ' T 4B
‘Hours worked” "~ - ' S 32 _ 29 -
Perrnanent status S o 9f - . 88
© Minimum age - ' - 55 36
Maximum age e S : ' 44 . 3
Employes grade/salary . : . 14 Nz

Source: Casey of af (1594} ' ) .
Mok, *Under the 1995 Pensions Acl, accoss cannct be derded to part-timers if this has the effect of
dincHrminating against mes of Wormen.
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Characieristics of those who are scheme members

The following picture emerges of people who belong to eccupational
pension schemes:

Gender and whether in full- or part-time employment

¥ Men are more likely to be members of occupational schemes than
women — 6.3 million men compared with 4.2 million women — according
to provisicnal findings from the 1995 GAD survey {see Figure 6.3). This
in part reflects their respective patlerns of employment.

> The proportions of men and women employees who belong to
occupational pension schemes have been changing. The General
Househaold Survey shows the following:

* amongst men working full-time, membership is down from 64 per cent

in 1988 = when compulsory membership became iliegal — to 58 per cent
in 1995;

# amongst women in full-iime jobs there has been little change in
membership {up from 54 per cent to 55 per cent); but

¥ amongsi women in part-ime employment, membership has doubled
from 12 per cent to 24 per cent.

Earnings levels

= Low earncrs are less likely to be scheme members. The New Earnings
Survey shows thal only about a third of fulltime employees earning less
than £170 a week in 1997 were scheme members, compared with about
threequarters of those earning over £450 a week. Differences between
men’s and women’s earnings levels may be a factor in women’s generally
lower rate of scheme membership. This may be particularly se in schemes
which make a deduction from earnings based on the National Insurance
lower earnings Jimit {or some fraction of it} in calculating pensionable pay.

Age

> Figurc 6.6 shows that scheme participation af any one time rises amongst
men under 30 reaching a platean of around two-thirds at age 85, For
wornen, participation declines during their 30s seitling at about 40 per
cent. Over the age of 55 acuve scheme membership declines, possibly
the result of early retirement being disproportionately focused on those
who have built up good occupational entitiements.

Ethnic origin

* A forthcoming report by the Centre for Research in Social Policy,
L.oughborough University — McEay e al— finds that non-whites were more
likely never to have belonged to an occupadonal pension scheme (or to
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Figure 6.6: Coverage of Gccupafrbhaf pansion schemes, by age and sex, 1997
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have taken out a personal pensicn) than their white counterparts, although
the difference is less marked among women than men (sec Figure 6.7).

Bowever, the lack ol available evidence has meant we have found it
impossible to determine whether the lower levels of pension coverage
for black and other minority ethnic grouips is a factor of lower levels of
pay and job oppertunities or a factor of ethnic origin fer se.

Length of service

> Length of service is also an important factor in determining whe is and
is niot covered by an occupaticnal pension scheme.

> Of employees who work full-time and have been with their employer for
mote than five years, 75 per cent of men and 70 per cent of women belong
to a scheme, Only 37 per cent of women working part-time and with
their employer for mere than five years are in an occupational scheme.

> Under a third of people with their employer lor less than twe years
belong to schemes. However, it may be the case thac if they stay beyond
two years they will subsequently join the pension scheme. In the vast
majority of cases, scheme members leaving with less than two years’
service will only receive a refund of their own contributions. A series of
short-term coniracts can therefore have damaging conscquences for
final pension levels.
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Figure 6.7: Pension coverage and ethnic origin
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Why people are not covered by occupational schemes

In the UK an employer’s decision whether to provide a pension scheme has
always been a voluntary one. Until 1988 the majority of employers who did
provide schemes were able Lo require employees to join as a condition of
ciployment. But since 1988, when personal pensions were introduced,
making membership a condition of employment has been illegal. So
membership of an employer’s scheme is now entirely voluntary. Employees
are able to choose instead to make their own arrangements through a
personal pension or to rely on SERPS. To understand why people in work
today are not in cccupational schemes we need thercfore to coensider tvo
sets of decisions:

> those that cmployers make about providing pension schemes; and

> those that employees make about joining a scheme where cne is available.
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Decisions that employers make

Tn addition to wanting to provide for their employees in old age, employers
l offer pension schemes because they see it is in their own interest o do so.

Most importantly, employers believe that the provision of a pension scheme
l will help attract, retain and motivate employees. They may also consider that

providing pensions enhances their reputation in the community generally

and avoids the bad publicity that can be associated with cmployees retiring
l into poverty. Schemes can also assist in altering the structure of a workforee
through early retirement. This pattern is borne out in a 1894 report by the
Conlederation of British Industry which ranked employers’ reasons [or
providing pension schemes. See Figure 6.8.

Figure 6.8: Companfgéf mgffkaffqnﬁ':‘or:pr@'l?jq}ng a péﬁsr’;ﬁn_ﬁc{le;hé_ B L

) . Cnmpames mutwatmn_ﬁ_
- -rawards pansfon schama

.

pansmn&a‘rthe mmpany‘s, cunvenueﬁce R
: __Sc_:urcg; _(;r_:ryl_e_dgmhun of’ El_njls_h In;:ﬂj_stl_'y {19_53,4} i

Employers operate in a competitive labour market so each company’s
decision is likely to be affected hy what other employers do. Many will want
to match their competitors’ practice in terms of the range and level of
henefits they provide for their employees. While pay is usually the main
reward that employers are able to offer their stafl, membership of a
pension scheme is often the most valuable benefil in addition to pay,
although it is not always seen as such by employecs.
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The EPP survey found that the main reasons employers did nof provide
schemes were:

> ‘cost’. We take this to mean contributions, administration and
management time (21 per cent);

>- a view that pensions were the employee’s responsibility (12 per cent); and

> the organisation was toe small (11 per cent) or too new (11 per cent).
This may not be a problem in thosc industries which operate an industry-
wide scheme.

Other possible uncertaintics which might dissuade cmployers from making
provision which were nat specificaily mentioned in the survey include:

> the risk for employers in having to guarantee future benefits. This may
arisc because of poor investment returns or because the nature of their
business alters. Thesc considerations apply partcularly in the case of
defined benefit schemes; and

> changes in the ]egal, regulatory and tax framework which may impose
unanticipated costs which the employer may find ditficult to avoid.

Decisions that employees make

‘The only requirement the state makes on individuals to have private,
second-tier provision is on employees who contract out of SERPS who - as
a minimum — must aim to make at least broadly equivalent provision,

For emplovees, membership of a scheme can be attractive because it
¥ allows them to benefit from their employer’s contribution;

# offers, in return for locking away incame until it is needed,
a tax-efficient way Lo provide for their retircment and usually also
life insurance, ill-health and survivors’ cover; and

> relieves the individual employec of the need to make poteniially
cornplex investment decisions.

But membership of schemes can also have drawbacks for employees.
Hawkes & Garman (1995) found the main reasons given by pecple for not
joining a schemc were:

> they might not stay with the employer (11 per cent);

> they did not know cnough about the scheme or had not thought
abhout it {ten per cent);

¥ they considercd themselves covercd by some other financial
arrangements (six per cent); and
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> they could not afford the expense (four per cent).

A further 41 per cent were ingligible and 20 per cent had alternative
pension arrangements.

The youngest age group (aged 16-24) were more likely than older age
groups to say that they did not know encugh about the scheme or had not
thought about it (21 per cent) or that they preferred to spend money on
other things (nine per cent;.

The way in which the invitation to join a scheme 18 presented to ernployees
is also important. The National Association of Pension Funds found in
1997 that 44 per cenlt of private sector {final salary schemes and 85 per cent
of public sector schemes automatically enter new employees into
membership. Where mnembership {s automatic, the proportion of
employees who join is 74 per cent for final salary schemcs and 90 per cent
for hybrid schemes. Where there is no automatic entry, the proportions are
about 50 per cent for final salary and 46 per cent for hybrid.

Other features of occupational provision

Additional contributions

All schemes are required to offer rnembers the opportunity to make
additional voluntary contributions {AVCs) up to Inland Revenue limils in
order to secure additional benefits, but it is for each individual member to
decide whether to do so. About 15 per cent of people do, some through
contributions to their employer’s scheme, some through free sianding
AVCs (FSAVCs) 1o & separate pension ammangement not run by their employer,

Pensions in payment

A good pension throughout retirement also depends on increases once the
pension is in payment.

Pension increases

Full linking to the retail prices index (RPI) has been the norm for the public
sector since the early 1970s. The 1991 GAD survey showed guaranteed RPT
Jinking was the case for only about one in nine private sector scheme
members. They were more likely to be offered guaranteed increases at
various rates up to five per cent a year. A quarler had no guarantees at all.

A recent survey by Incomes Data Services, on the other hand, suggests that in
practice most schemes have givent more or less full price protection over a
period of time — because most have a facility to award ad hoc increascs and
take the opportunity to do so when finances allow.
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The 1995 Pensions Act now requires all rights accrued after April 1997 —
except those based on AVCs — to be increased on a yearly basis in line with
prices up 1o five per cent a year throughout retirernent.

Survivors’ benefits

Almost all schemes offer benefits to dependants of active members who die
before taking their pension. Thesc take the form of lump sum payments at
the tme of death and/or - particularly in the case of DB schemes —
continlring pensions {or survivors inchuding child dependants. Schemes
have adapted to social change, and many will pay death benefits to
unmasried acduit partners. However, provision in the statutory public sector
schemes is more restrictive and benefits are only payable to legal spouses.

In the case of death after retirement the 1994 EPP survey (Casey e af [1996])
found that 90 per cent of DB scheines offered some swvivors’ benefits, as did
70 per cent of NG schemes. Almost all of these offered benefits to a former
spouse, and almost four in ten offered pensions for dependants, Similariy,
approxirnately four in ten provided benefits for a ‘nominated’ person in cascs
wherc the pensioner was unmarried. '

PERSONAL PENSIONS

We lock at personal pensions under the following headings:

> who is covered and who is noc

> the reasons people do not have personal pensions; and

¥ problems with personal pension provision.

It should be remembered that personal pensions are relatively new and
benefits are not yet generally in payment.

Definition of a personal pension scheme

We have 1aken the term ‘personal pension” to refer to pension arrangements '
that people make with a provider without the direct involvement of an
employer. We are not concerned here with retirement annuity contracts.
While we acknowledge that a number of people are currently benefiting
from them, they are lcss significant in the overall context of retirement
provision than the posi-1988 personal pension arrangemenits,

But we do include group personal pensions (GPPs) under this heading.
GPPs are a colleciion of individual personal pensions held by employees
with the involvement of the employer who may — and generally will — have
made a special arrangement with a provider. While they may have the
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backing of an employer, GP'Ps are essentially a collection of separate
personal pensions rather than an occupational schemc. The 1994 EPP
survey found that 17 per cent of privaie sector employers used GPPs as the
main means of pension provision for their organisaton. They mainly had
small nnmbers of employees, as the survey also showed that GPPs cover only
two per cent of employees in companies with cither an occupational scheme
or a GPP. However, cvidence from pension providers suggests that the
number of GPPs has grown substantially since then.

Background

A personal pension may comprise two parts — an appropriate personal
pension (APP) and an ordinary personal pension. Each is deseribed in
greater detail below.

Appropriate personal pensions (APPs) used for contracting out

APPs arc used where an employee takes out a personal pension int place of
SERPS ar a contracted-out occupational scheme. The DSS pays amounts
directly into the individual’s APP based on some of the earnings on which
MNational Tnsurance contributions are paid. These amounts provide a
‘protected tights pension’, i.c. a pension which is paid instead of SERPS, in
a standard form.

For about two million pecple, an APP is the only second-fier pension
scheme in which they are currently participating. For many of these people
the additional income un APP will provide in comparison with SERPS is
likely to be marginal and may be equivalent to having taken no action.
Indeed, some will receive less than SERPS would have provided.

Ordinary personal pensions (PPs)

These are available to both employecs and selfemployed people,
Employees may contribute to them in addition to an APP or SERPS.
Employees cannot simultaneously contribute to a T und carn entidements
in an occupational pension scheme.

Employers may also contribute Lo a personal pension. This may be through
a GPP. Accerding to a 1997 survey by the lnstitute of Directors, 1] per cent
of employers said they contributed 1o an employee’s personal pension.
However, we believe that where employers sponsar an occupational
pension scheme, they will rarely contribute 10 an employee’s personal
pension as an alternative.

It should be noted that our subsequent observations do not distinguish
between APPs and ordinary PPs, unless otherwise stated,
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Self-employed people

As noted in Chapter Five, people in self-employment are not covered by
SERFS and there is no reguirement for them to conlribute to any second-
tier pension, Before 1988 they were able io buy retirement annuity
contracts, policies which were similar to (oday’s ordinary personal pensions.

‘Who is covered by a personal pension

The number of people with APPs increased from 3.1 million in 1987/8 to
5.4 million in 1995/6 (T¥SS {19981}, These figures include those APP
contracis where the DSS paid no contribution because the holder had no
carriings in the year on which National Insurance contributions were
payable — 1.9 million in 1995/6. (These people were building up no
second-tier pension, cither through SERPS or an APP.) So in that year, only
about 8.5 million people had payments made by the state into their APP.

There is little informalion available on the contributions being paid to
personal pensions above the APP minimum, but we have deduced that
~ about 1.5 million cmployees may be making addidonal contributions.

According to the 1995 General Household Survey (GHS) a half of self
employed people were contributing to a personal pension. We estimate
that leaves around one and a half million self-employed people who were
not at the time contributing to a second-lier pension.

As personal pensions mature, and benefits start to hecome payable, the
absence of reliable data in this area will be a matter of concern if any
asscssment of their adequacy is to be made.

Gender and employment status

Part-iime woinen employces are the least likely to have a personal pension
—only 11 per cent do (GHS). This may be attributable to a number of
factors. Personal pensions have high fixed costs, and lower levels of pay for
woren, and especially part-time women cmployees, mean that the amounts
they arc able to contribute cannot support the costs and provide a
satisfaclory benefit. If carnings are high enough for 1 SERPS benefit, then
contnuing SERPS membership is likely 10 be more cost-effective and less
risky. No comparable data are available for part-ime men employees, as the
sample size was too smail. )

Figure 6.9 shows the cxlent of pension coverage amongst self-employed
people, including retirement annuity contracts. As with employecs,

self-employed women are less likely to have personal pensions than their
male counterparits.
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Self-employment and job security

Personal pension coverage for selfemployed people increases with the ime
they have spent in selfemployment, as Figure §.10 shows. This may suggest
that their participation is related to confidence in the future of their,
enterprise. The facility to carry forward unused tax allowable contributions
from eazlier years may also influence a decision whether to have a personal
pension from the heginning of selfemployment.

Earnings level

Those eamming less than £100 a week in 1995 were least likely to have a
personal pension (GHS). Above that level there was no discernible pattern,
Turther information on non-state sccond-tier pension takeup by earmings
level is at the end of this chapter.
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Figure B.10: Pérsonaf pension coverage by length of time in ssif-emplovment
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Why people do not have personal pensions

Participation in personal pensions is voluntary. In addition to the upper
limits on contributions set by the Inland Revenue, providers may also set
minimum contribution levels. Apart from these there are usually no other
eligibility criteria to satisty in the case of ordinary personal pensions.

The decision to take a personal pension should be based on financial advice l
as the range of choices is very compiex. Not cnly do people need o
understand the way a personal pension works, they need also to understand
their rights 1o SERPS benefits or to an occupaticnal pension if their
employer provides one. The following paragraphs summarise the reasons
which might, or might not, lead someone to take a personal pension.

{a) Employees
Employees may be attracted to a personal pension because:
> there i no occupational scheme available where they work;

> they antcipate they will change jobs frequently {and may be employed
on a shorkterrn contract);
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= their employer will contribute to the personal pension;

> they believe it is 2 cheaper option (han joining an occupational scheme.
It the short run their take-home pay may increase because they do not
have 10 contribure to their employer’s scheme;

> the expectation that SERPS will not provide an adequate pension
by itself; and

* they believe they will have more control and choice with a

personal pension.
The reasons people may decide #ot to take out a personal pension include:

> loss of the benefits from belonging 1o their employer’s occupational
pension schentc; '

> compeling spending or saving prioritics;

> Jack of knowledge about available products;

> time and effort - taking cut a personal pension requires a positive ace;
> knowledge of, and attitude to, investment nisk;

> adminisuation costs; and

> adverse publicity over mis-selling.

{b) Self-employed people
Reasons why self-employed people may not tuke a personal pension include:
> they see pensions as a low priority;
> their income may be unpredictable so financial planning is difficult;
> investment in the busincss may appear to offer a better returm;
> they sce their business as a source of pension; and

= lack of knowledge abont available products. ' ¢ J'!D

X
Problems with personal pension provision gg dndrgarhorss
!

As we'shall see in the next chapter, the costs of running personal pensions
are significandy higher than those for most occupational pension schemes.

Inevitably, administration costs reduce the share of contributions which !
result in pension rights.

Another problem is that many people fail to keep up payments to a
personal pension, Of personal pension contracts sold in 1993, about
30 per cent were no longer in force three years later (Personal Invesunent
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Authornty [1997]). As costs are often loaded towards the start of a personal l
pension contract, these pensions will give particularly poor value.

e e
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Early leavers from persenal pensicn schemes have been heavily penalised
by the effects ol these front-end loaded charges {administration costs and
conumissien). These charges can leave very litde to transfer to a new .
pension armangement, The effect of poot transfer values has come as a l

shock to many of the people affected.

‘The misselling of personal pensions has also greatly tarnished them and l
thase who provide them, Many employees opted out of an occupational
pension scheme {or transfertred deferred rights) in favour of a personal I
pension, often on the basis of bad advice.

This misselling is now the subject of 2 major review by the Financial Services I
Act (FSAY regulators and the personal pensions industry. The aim of the

review is'1o re-instate holders of mis-sold personal pensions into their former
occupational pension schemes, where possible, and/or to award '
compensalion to cnsure that the policy holders are no worse off than they

would have been had they remained in their occupational pension schemes. l

We would be concerned if this unfortunate episode has dissuaded people
from making second-tier pension provision. It is clear that any fumre
pensions developments will need to learn the lessons from this.

A number of the structural weaknesses in personal pension schemes are
now being addressed as soine providers begin 1o adapt their policies to
betier meet the needs of policy holders,

OCCUPATIONAL AND PERSONAL PENSION PROVISION l

In this section we look briefly at certain aspects of the combined effects of
occupational and personal pension provision, in particular the links with
paid work and earnings levels.

Figure 6.11 shows occupational and personal pension coverage amongst
employees in 1995. If we allow {or the cverlap between the two forms of
provision reported in the survey concerned, 78 per cent of men in full-time
employment had cither an cccapational or a personal pension or hoth. '
Amongst women in full-time employment the corresponding figure was l
§9 per ceat, but for women in part-time employment it was only 33 per cent.

Figure 6.12 shows the coverage of occupational and personal pensions for
employees by earnings level. It is very clear that people with the lowest
earnings are the least likely to have an occupational or a personal pension. '
I‘or example, 80 per cent of women in part-time employment eaming less
than £100 a week in 1995 had neither type of pension.
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Figure 6.11: Proportion of employees with non-state pension provision
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Motes: (1) Some indhiduals will be accruing future penslon entillaments through both occupational and-
personal pension schemes. Coverage af the two Typas of sehetne together is as follows:
78 per cent of men in Ril-lime employmat; .
62 per cent of women In lul-fime emplcyment; and
33 par cent of women in part-fime employment.
{2} Samnpla size for men in part-tima employment k2 too simall to gwe rellabfe estimates.

Some couples will look at their retirement income expectation as a unit,
and this could be an important determining factor in whether one or both
of them decide to join an occupational pension scheme, or to take out a
personal pension. If only one of themn joins, it may be on the assumption
that that pension alone will provide bath of them with an adequate
standard of living in rcirement.
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- Figure 6.12: Non-state pension coverage by earmings level femployees)
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Personal pensions have been tainted by the mis-selling that took place in
the late 1980s and 1990s and, as we shall see in the following chapter,
they can expose people’s savings to a degree of risk that many may not
understand.

Some people may choose other savings products, home ownership or
investment in a business instead of a non-state pension, But they will
need financial advice to weigh up the advantages and disadvantages of
the alternatives.

Failure to take up non-state pmﬁsion may, however, also be due to Jack
of understanding, poor knowledge, other pressures on the household
budget or an mnwillingness 1o think ahout the future.

In the absence of compulsion it scems inevitable that, under current
policies, non-state’ pensions coverage will continue to be higher for those
with higher incomes.
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7 Risk and efficiency in
pension provision

In this chapier we discuss the risks involved ih pension provision and the
: efficiency of different types of schesie, particularly seconid-tier pensions,

The nature of risk

The different ways in which pensions are provided — whether a state
scheme promising pensions puid from future taxation or an occupational
or personal scheme providing pensions from accumunlated funds — all have
a common underlying effect. This is that they provide a means by which
people stake a claim on a share of the future economy of the country when
they are retired.

A A S R MM N =

This is an important point. Regardless of how pensions are arranged,
the standard of living of tomorrow’s pensioners will be derived from
IOMOIToW's cConomy, not today's.

A further important fact is that providing pensiens is a very long-term
undertaking. A lot can go wrong between the time that state promises
are made, or private contributions set aside, and the time when people
are retired. '

At the most generual level, yisk in relation to pension provision can be
represented as the possibility that the claims en tomorrow’s economy,
which are implied by today’s pension arrangements, will not be realised,
That is, that people’s aspiralions, expectations and perceived rights will
be undermined.

It is worth noting that those with the very lowest pension expectations do
have somc proteclion against risk — provided that mezans-tested benefits

*™ continue Lo underpin their low expectations. The most vulnerable group
may, therefore, be those who plan for an cxpected pension to keep them
modestly above the minimum level, but who could fall below that level if
the risks act against them.

Risks in state provision

We suspect that, at least until recentdy, many people believed that the
promise of 2 pension by the statc was the safest form of pensicn provision.
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However, we think that belief is misplaced. For example, as we saw in
Chapter Five, the benefits of SERPS were cut significantly, for those retiring
in the next century, twice in the past 12 years. Moreover, the policy that
state pensions should be increased by the greater of the increases in prices
or average camings was changed with the Novernber 1980 uprating to
provide increases in line with prices only.

We have no wish Lo cxpress a view an the merits of these changes. What 1s
striking, though, is that, despite their considerable significance, they were
put into effect with very little public debate.

Because the state system aims Lo cover the vast range of circumstances of
the population as a whole, it will inevitably be complex, Its complexity is, in
our view, a major factor in its riskiness. Very few people understand it.

A second risk factor in the state system is that future taxpayers may refuse
to pay the level of taxes needed to sustuin the level of expected benefits.
Tooking ahead, we do not think that this shonld be seen as = major risk in
the UK becanse state pensions will be relatively modest and hence
affordable. 1t is, however, vital that people undersiand the Iimits of the
state scheme and that they are regularly told, clearly and unambiguously,
the benefits which they can expect to receive. Otherwise they will not
realise the importance of making additional provision for themselves.

Thirdly, state provision is vulnerable (o changes in governments and to
accompanying changes in political and social philosophy. This 15 inevitable,
but it does point aguin to the need for a system that is as simple and
transparent as possible and to the need for a high level of awareness and
understanding by the public. While not a panacea, this would increase

the likelihood that, when changes are made, the positien of

disadvantaged groups <an be highlighted and catered for in a way that is
fair and consistent.

Risks in funded schemes .

Pension arrangements involving the setting aside of contributions it
advance {funded schemes) have a different array of risks, some of which
apply to all funded schemes and some to particular types of fanded
scheme. We deal with the former first.

'The ability of funded schemes to deliver what people expect from them
depends crucially on the rate of return achieved on the investments over
the long term. More specifically, it is the rate of return in excess of price
and carnings inflation which matters, alter allowing for tax and expenses.
The reason for [ocusing on these returns is that people generally measure
their retirement objectives by reference 1o their living standards before
they retirc. Broadly speaking, therefore, it is only the investnent return in
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excess of prices and earnings which is counting towards the retirement
income goal.

Real investment teturns in funded schemes can be undermined in several
ways. First, as we saw in July 1997, the taxation basis of pension investments
can be changed for the worse, without any compensating tax concessions
for the lower pensions which will incvitably emerge. Particularly insofar as
such a change relates to funds that have already been accumulated, it
undermines people’s expectations and damages confidence and trust in
the system,

Real returns can also be damaged by high inflation. Higher real returns are
more likely Lo be achieved in an environment of low {(and hence stable)
inflation than in one of high inflation. '

Funded pensions, whether occupational or personal, depend for their
build-up on contributions from earnings. The risks of unemployment, and
periods of low pay, are therefore of considerable sigmificance. As well as the
loss of contributions, this can affect the real investrment returms in many
persanal pension schemes, due to the effect of continuing fixed charges on
a fund which is not being increased by further contributions.

Another risk to pension funds lies in fraud and the theft of assets as
occurred in the case of the Muavell pension schemes. This type of
behaviour is, we believe, rare but when it happens it has the potential to
cause very serious damage to people’s living standards in retirement, There
can unfortunately be no guarantee that jt will not happen again, although
the compensation scheme put in place by the 1995 Pensions Act provides
scheme members with some important re-assurance.

We now wirn to the particular risks which apply Lo the twe types of funded
scheme — delined contribution and defined henefit,

Risks in defined contribution funded schemes

In defined contribution schemes, the contributor’s pension is entirely
dependent on the investment return credited to his or her contribudons
and on the terms an which the accumulated fiinds can be converted into
an income on retirement. There is little dpubr thart, in the long term,
investment in equity shares holds out the best prospects for real returns.
But equity values are quite volatile and the individual ¢an do badly if values
are depressed at the time of conversion to a retirement income by the
purchase of an annuity.

Thus the individual shoulders the investment risks in defined contribution
schemes. The risks can be reduced by investment in assets with more stable
capital values — such as cash or government stocks — as retirernent
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approaches, but this too has disadvanizges. First, people often do not
know when they will retire and so such planning is difficult. Second, the
more stable ussets are likely to produce a lower investment return than
would cquities.

A further risk faced by thase with defined contribution schemes is that
interest rates may be unusually low at the time when the accumulated fund
is converted into an annuity. The resulting amount of annual income, for 2
given amount of capital, would then be lower thun expected. Mechanisms
to counter this risk, and the risk of depressed investment values at
retirement, have recendy been introduced for some types of defined
contribution scheme through the so-called income drawdown [acility, This
entails deferring the realisation of the individual’s investrnent fund to buy
an annnity until # more propitous time, and drawing a certain amount of
income in the meantime, But this too is risky (a more propitious moment
may never come) and in any event the level of advice needed is such that
this approach is unlikely o be cost effective except for thase people with
large amounts of funds to their credit.

The risks described in the last three paragraphs are of particular
significance for thosc whose expected pensions are low and who cannot,
therefore, tolerate much downside risk.

A group who are particularly exposed to the downside risk described above
are those who have contracted out of SERPS on a defined contribution
basis, through either an appropriate personal pension or & contracted-oul
money purchase (COMP) occupational scheme as their only second-tier
pension. Although, on average, it might reasonably be expected thatan
individual will obtain a larger pension than SERPS would have provided,
there is a wide distribution about this average and simulations suggest that
a significant minority of people may be worse off ~ particularly if they are
modestly paid, are alreacy part way through their working lives and de not
_invest in equities for most, if not all, of the time up to retirement. There is,
however, also a contrasting upside, whereby young people on higher
incomes wha are preparcd 1o rely on equity investment would be very likely
to henefit from contracting out of SERPS on a defined contribution hasis.

Given the variability of pension outcomes in defined contribution schemes
and that it is people on modest incomes who are least able o bear
downside risk, we believe that a key challenge for providers must be the
further development of mechanisms which allow for the pooling of
members' risk, both before and after retirement,
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Risks in defined benefit schemes l

Uccupational defined benefit schemes {which are usually of the final salary
variety) entail rather differcnt risks for the individual. In these schemes, .
much of the direct investment risk is taken by the employer who, in effect,
undertakes to provide the pension benefits that are set out in the scheme’s I
legal documents. This does not, however, amount to an absolute guarantee

~ mdeed no such thing can ever exist in pensions. The employer’s commitment

to meet the cost of a given scale of benefits is an important one, but it also I
highlights employer inselvency as a significant risk in defined benefit schemes.

We Bl nzatl pensions - the rospects fo- pension LarowiEion

In the past few years it has become very expensive to buy the annuities and I
deferred annuities from life insurance companies which are the main means

of providing pensions for scheme members where employer inscivency has I
occurred or the scheme s wound up tor other reasons. As a conscquence,
defined benefit schemes which appear to be adequately funded taking =
fong-term view of the future, may suddenly be found to be insclvent if the l
employer ceases to contribute and the scheme has to be wound up.

The 1995 Pensions Act intreduced a minimum funding requirement which
stipulates the minimurn level of assets that a defined benefit scheme should

hold. But this minimum might well not be sufficient to meet the cost of .
securing 1! the scheme members’ pension rights were it to be wound up.

This is because, 1o meet their solvency requircments, life insurance

companies need 1o invest in less risky, lower yielding assets than a typical '

contnuing defined benefit pension scheme would hold.

Thus, even with the minimum funding rcquirement arrangements in place, '
there remains a risk that members of defined benefit schemes will not

receive the benefits they cxpect should the employer be unwilling or I
unable to maintain contributions, We very much doubt whether members

of defined benefit schemes understand the nature of this risk.

But the most signilicant risk faced by the individual, specific to defined l
bencfit schemes, is that of changing jobs.

Prior to 1975, there was 1o requirement on schemes to provide any l
bencfits for a member who lelt before retirement age other than a return

of the member’s contribution ~ often without interest — if the scheme was
contributory. That said, many schemes in the public sector, and a few more
enlightencd schemes in the private sector, voluntarily provided preserved:
benefits to early leavers though they were often not indexed. l

Howcver, it needed legishation (o achieve universal good practice. First, in
the 1870s, came a requirement to preserve a pension, calculated pro rata to l
what would have been available at retirement, for those who left with five

or more years of service, In the 18805 the five-year requirement was
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reduced to two years. Also, and very importantly, came the requirement to
revalue the preserved pension from leaving service up to retirement in line
with price 1nflation over that penod, (o a maximum of five per cent per annum,

These measures have helped to reduce the job changing risk, provided
inflation remains 4l a modest level. However, to the extent that earnings
inflation exceeds price inflation, the protection required by law will stifl
leave the early leaver’s pension lower than the pension for a similar person
who docs not change jobs. And people whose jobs last less than owo years
are 1ot normally entided to a preserved pension.

Efficiency of second-tier provision

Economies of scale are very important in keeping down the costs of all
types of second-tier provision. The main types of costs are:

> adminisiration {inchiding investment management in funded schemes); (,Zn/i! mﬁ
= I ith regulations; and

CDmp HAnCce Wl I gl.l d110ns, an ” 'F{f; .
> advice to individuals. ,E{fﬁ e

They are, to some extent, interlinked.

The casts of administering SERPS, despite its complexity, are low when
measured per unit of benefit provided by comparison with an equivalent
tunded scheme. This is particularly true for those with relatively modest
bencfits, who represent a signilicant proportion of those who remain fully
in SERPS (i.c. who are not conuacted out). This cost-effectiveness is largely
achicved through the automatic provision by employers of earnings and
contributions information to the Natonal Insurance systern and becanse
SERPS can be regarded as a marginal addition to the cost of administering
the basic state pension. Taken as a whole, the weekly DSS administration
cost for state pensions in 1995/6 was 60p per beneficiary, or 1.1 per cent of
total state pension costs.

An indication of the costs involved in Tunning funded pension schemes
can be seen in the levels at which rebates of National Insurance
contnbutions are set for contracted-cut schemes. Figure 7.1 shows the
Government Actuary’s calculations of the esimated cost of rebates in
1997/8 and the value of the corresponding future SERPS benefits that will
not have to be paid as a result, The dilference between the two rellects the
costs which contracted-out schemes incur in providing the benefits that
replace SERPS. On average, across all ypes of scheme, the difference is
aboul 15 per cent. For defined benefit occupational schemes, the
differenice is only 12 per cent as their costs are Telatively low, but in the
case of personal pensions there is a difference of 22 per cent, reflecting
their much higher cosis per unit of benefit provided.
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Figure 7.1: Contracting-out rebates and the vatue of SERPS saved in respect of fQQ?}"B

Type of contracted-out Rebates SERPS saved SERPS/rebates
pension schame | - ' T
L _ £ billion, 1997/8 levels .7 Ratio
Occupational ~ defined benefit 52 g .. 4B~ C L {]88
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'-'-fﬂult:f hawa to hawa bs-an pa|d I::-1,|r tha ma‘te in the ﬂ.lture i Ihc:se concerned had nnt contrscted out

Second-tier [unded schemes — whether occupational or personal — bear a
heavy burden of relatively fixed regulatory compliance costs. In the case of
occupational schemes, this relales both to regulations to protect the
members (c.g. the 1995 Pensions Act and the various enuctments dealing
with carly leaver protection, sex equality and the like) and to tax-approval
rules to protect other taxpayers. In the case of personal pension schemes,
the dominant legislation is the Financial Services Act, although the
tax-approval rules are also extensive,

There can be no doubt that the costs of funded second-tier pensions would
fall if the regulatory framework were simplified. Existing regulations have
grown over a long périod in some cases. Like Professor Goode and his
committee in their 1993 report, we believe there would be merit in going
back 1o bhasics, by examining the objectives of regulation and whether these
objectives could be achieved in a less complicated and prescriptive way
‘through more general and clearly expressed statements of principle’.
indeed, we feel that thisis an essential pre-requisite of further matenal
expansion of funded second-tier pensions.

Advice an pensions tends 1o be cxpensive. This is pardy because of
avoidable complexity but also, unavoidably, becanse the planning required
is long term, In our view, two important clements which would reduce the
need for extensive advice for individuals are, first, a reducdon in the
complexity of the system and the choices within it and, second, the
provision of clear, unambiguous information on a regular basis of what
cach individual can expect to receive from the different parts of the system.

The key principle in regulating funded sceond-tier pensions must congnue
to be the protection of members’ benefits. While we believe simplification
is both necessary and achicvable, it must not be te the detrinent of scheme
members’ intercss.
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The main coneclusions emerging from this chapter are:

> all forms of pension provision involve risks;

> it is the low or modestly paid who are least able to shoulder the
downside risks of second pensions, particularly of the defined
conlributon type;

= provided means-ested benefits continue to underpin the expected
pensions of those with the lowest incomes, the most vulnerable group
may be those whose expected pension is planned to keep them just
above the minimuri level; :

= contracting out of SERPS on a defined contribution basis nvolves a
material degree of downside risk, particularly for the relatively low
paid who are already part way through their working careers;

= investment in equitics over long periads, while'pomnt'ial]}r volatile,
. affords the most effective response to the risks involved;

> in funded schemes, mechanisms which allow for risk sharing amc:ngst
the participants are important. It is an important challenge for
providers of all types of deﬁned contribution products to mLmduce
‘such mechanisms;

> legislation over tic ]ast 25 years has reduced substantally the
" job-changing risks for future eaﬂ}r leavers from defined benefit .

schemes;
> SERPS is efficient from an administration point of view; and -

= a reduction i in CUIHIJIEXIE}’ cm:tp]ed with the provision of clear ©
information to individuals about their pension expectations, would
help in three ways. First, it would help in the management of the risks
involved. Second, it would rcsult in lower costs and higher benefits
for a given level of contributions. Third, it would help people to plan
for their reﬁremﬁﬁ_t with greatcr confidence, We believe governments
need to spell out un'am'biguﬂusijr thie likely future value of state
pensions in relation to future living standards, and all future
recipients of non-state pensions should be given regular estimutés of
the pensions they can cxpect to receive set out at least in real terms in

reladon to prices.
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8 Financing pension
provision

Building on the previous discussion and information, in this chapter we
cansider the ways of financing pension provisicn. In particular we look at:

© 3 the respecuve merits of pre-funding pension rights and of meefing .
their cost through ‘pay-asyougo’ financing; -

> the role c-f incentives, dusmc&n‘nves and ::c:-mpulsmn in second-tier

pensmns, anrl

. the X regirﬁe for pensions and competing savings producis.

In previous chapters we have looked ut the benefits that the various types
of pension scheme provide, at some aspects of cost - notably the cost of
benefits in the state pension scheme and the costs of administering
different forms of pension provision — and at the risks involved in
pensions, We now tirn 1o some key aspects of the way in which pensions
are financed.

We begim with the differences between pay-as-you-go and pre-funding.

The mix of pension finance

In the UK pay-as-yougo (PAYG) and prefunding are the main methods l
used to provide the financial resources from which pensions are paid.

PAYG involves directly transferring resources from today’s contributors or .
taxpayers to meet the cost of pensions and benefits paid to today's

pensioners. With the pre-funding approach, Loday’s contributions are saved
and invested to accumulate assets that are used to pay pensions when l
today's contribufors retire. '

Other methods arc possible. For example, governments can issue debt o
meet the cost of oday’s pensions which will fal! to tomorrow’s taxpayers to
redeem. Under the book reserve approach favoured in Germany, pension
contributions are in effect invested in the cmplﬂ},rer’s-'mmpan}r with an
insurance underpinning. Untfunded public sector occupational schemes in
the UK — such as those for the armed forces, civil service, health service
staff, police and teachers — are best seen as another form of PAYG.
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The mix between financing metheds varics berween countries and over
time. In comparison with other countries, the UK meets a relatively high
proportion of its pension liabilities through funded schemes. Figure 8.1
gives cstimates for 1993 ol the respective levels of pension fund assets in
relution to gross domestic product (GDP} for a number of developed
countrics. UK pension fund assets have continued to grow since then,

In Figure 8.2 we show our estimates of the extent of both funded and
unfunded pension provision in the UK. In the case of unfunded schernes,

Figure 8.1 Pension. fund assets in refation
to GDF, 1693

Assels 58
% of gross
domestic
product
Balgium . a
" Denmark 20
Gearmany &
Spain ' z
France ) 3
freland ' _ 40
ltafy "1
The Natherdands ' B3
UK SR : 79 -
European Union ftotal 20
Us ' 59
“Japan . - 45
Source; Commission of the Europearn:
Comnumnities {1997)

we have used estimates of the
value of rights accrued within
thern i1 1995 on the basis of
a cautious assumption about
the future investment returns
that could be achieved if
these pensions had to be paid
from an invested fund {fouar
per cent per annum above the
rise in prices). For funded
schemcs, we have used the
amounts of assets they hold
as an cstimate of the value of
rights accrued in them. The
eslimates in Figure 8.2 are
therefore hased on different
approaches to valuing
pension rights and give only
a broad indication of the
positian.

Figure 8.2: The financing of UK pension rights in 1995

Typa of pensian.

Estimated value
of accrued rights, £ bifflen

" State acheme — basic

. -SERPS 150
Unfunded public sector-achemes 166
Total, unfunced 850
.Funded_:ot:cupa'tional schemes 585 -
Personal pensicns - 165
Total, funded - 750
Al UK pension rights 1700

Source: Penslon Provision Group calodlatlons from vancus sources
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Unfunded rights

With these caveets in mind, the bread picture is that less than half of all
pension rights are within the state scheme. Another 11 per cent of pension
rights are in wnfunded public sector occupadonal schemes. In total, unfunded
rights account for about 55 per cent of all pension rights in the UK

Funded rights

About a third of all pension rights are in funded occupational schemes, l
and about ten per cent in personal pensions, In total, about 45 per cent of
all UK pension rights ure backed by investrent funds. '

Each method of pension finance has its own sct of effects including;:
= eCONoinic;

> financial;

> social; and

> political,

Aucmpts to quantify these effects and delermine the impact of moving from
one method to another have not always produced clear cut conclusions or,
where they have done so, have been criticised for their anatytical methods '
and assumptions. The inferences drawn from such studies often depend on

the nature of the goals set for the pension system concerned. Here we
concentrate on cvidence about the economic effects of pension finance, .

The economic effects of pension finance l

The UK has a mixed approach to pension financing with a relatively high
proportion of funded provision. Studies have looked at the effects of I
moving towards more funding. It is argued that funding may raise the level

of saving, so leading to greater investment and better productivity. If '
peopie see their contributions as a form of saving rather than taxation,
moving to funding may improve financial incentives in the labour and
capital markets. {Funded schemes may also improve the sense of personal I

responsibility and ownership, leading 1o an increase in total contributions.)

For a scheme covering the whole population, funding might reduce |
required contribuldon rates if, in the Iong run, the rate of return on
investment cxceeds the sum of the rate of population: growth and the rate l
of earnings growth, This condition has applied to much of western Europe
since the war — including the UK — but cannot of course be predicted with
confidence in advance. '
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The scale of the potential economic benefits of making a change o more
funding can only be assessed using models. Results appear to depend heavily
on the underlying assumptions. For example, Professor Martin Feldstein’s
predictions for the large potendal bepefit to the US economy from funding
its state pension scheme have been criticised for the high rate of investnent
return that was assumed {see, for examnple, Feldstein and Samwick (19971,

A {urther argument that has been put forward for preferring o funded
approach is a greater perceived seeurity of the pension promisc. It may
be more difficult for governments to make adverse changes to funded
schemes, though it is always open (o governments, for example, to make
changes to tax arrangements.

Funded schemes are, however, not generally redistibutive from the better
off to the less well offl If they were, this could undermine any sense of
personal ownership they offer. In contrast, financing the basic state
pension on a PAYG basis — with earnings-related contributions — has the
acdvantage of making redistribution clear and explicit.

There is indeed a good economic rationale for pursuing a mixture of
funding and PAYG methods. The argument is that a pension portfolio
shonld be invested across a wide range of assets in order io spread risk.

A large part of a country's stock of wealth Hes in the investment in its
people’s skills. It has been argued that PAYG is a good means of investing in
this asset (see Merton [1983], and Miles [1997]}. PAYG may also be pardcoularly
suited to meeting the fizture cost of pensions as the rerom from human
capital is less volatile from year to year than is the case for financial assets.

The ‘double burden’

The potential benefits from more funding are also likely to depend on the
exact proposal being put forward. Moving from an existing PAYG scheme
to a funded one may have a very long payback periad because of the
‘donble burden’ involved. This is where the cost of pension rights alveady
built up in an unfunded scheme has 1o be met from current contributions
or taxes for a Jong lime into the future, at the same time as additional
contributicns are nceded to build up funds for the new sysiem.

In a recent study, Professor David Miles of ITmperial College has examined the
consequences of ruising the extent of pension funding in the UK and other
western European countries as a passible way to meet the cost of demographic
change. He finds, for example, that if the UK were to fund its state pension
scheme then, on his central assumptions, becavse of the double burden
problem, it would be at least a quarter of a century before the conribution rate
retiwned to the level predicled under the existing PAYG regime. In the
meantime contributions would be substaritially higher than with PAYG.
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Is there a need te change in the UK?

We have found no ohjeclive criteria by which to judge whether the UK has
the right mix of pension finance. We do not believe there is evidence
available which would justify a drarnatic change in the balance of pension
finance. The two parts of second-tier pensions that are not prefunded arc
SERPS and some public sector oeccupational schemes. These public sector
sthemes might be more sujtable candidates than SERPS if a further move
towards pre-funding were considered to be desirable.

Compulsion e

There are already compulsory pension arrangements in the UK. The state
provides first-ticr provision for everyone subject to their contribution
record. It also compels every employee with earnings currendy above

64 a week 1o have some form of second-tier provision, either through
SERPS or an occupational or personal pension.

There is 1o similar requirement for selfemployed people to make

second-tier provision, and although many sell-employed people have good
second-tier pensions or make alternative arrangements such as the sale of

their business on retirement, the lack of compulsion could leave many to

rely on means-tested benefits in retirement. With the recent increase in l
self-employment we see this issue having increasing importance. From the
perspective of providing good pensions it is difficuit 1o see how the current I
distinction can be defended.

Owing to the cuthacks in SERPS we described in Chanter Five, the degree I
of compulsion will fall in the next century, Under the current policies of
continued uprating of the basic state pension and of the National

Insurance contribution limits in line with prices, the level of earnings l
covered by compulsory provision will alse decline in the long term,

Reducing the amount of compulsory coveruge is bound to have an impact I
on the total level of pension provision. Given a choice, some peaple will
prefer immediate consumption or other forms of saving, l

Some of the consequences of reducing the exient of compulsion were seen

in the Iatc 1980s. From 1988 employers were no longer able to require I
employecs Lo join their pension scheme, Other effects clearly played a part,
such as structural changes in UK industry and the aggressive selling of
personal pensions. Nevertheless, some of the fall in gccupational pension I
scheme membership since then must be attributed to the removal of
compulsion, Many chose personal pensions instead — though often not l

providing equivaientdevel benelits - but athers made no alternative
provision. They either postponed joining their employer’s scheme or did
not join at all, or left the scheme if they were already in it.
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This is nol to say that we agree with compelling people to join occupational
pension schemes because there will always be some people for whom
contributing to certzin types of occupational scheme would not be suitable.

In our view, in seiting a compulsory level of provision any government
needs to strike a batance between the long-term advantages to individuals
from better income in relrement — and to future taxpayers from lower
cxpenditure on meuns-tested benefits — with the right of individuals to have
frecdom of choice in how they use their money.

Financial incentives

Both in Chapter Five and in the preceding section, we drew attention to the
links between making pension provision during working life and expecting a
potential enfitlement to means-tested benetits in retirement. The prospect of
receiving meuns-tested assistance must influence some people to save less,
though no doubt many alse want to ensure that as far as possible they do not
have to rely on such help. In this section we look at two other forms of
[inancial incentive for pension provision:

¥ tax, in the contexi af other forms of saving; and

> the arrangements to contract out of SERPS.

The tax treatment of pensions and other forms of saving

We begin with an overview of the main forms of saving and the distribution
of personal wealth. We then go on to discuss the pensions fax regime in
the context of the tax treatment of the main forms of personal saving.

Four types of investment dominate UK personal savings:
= home ownership:

> pension rights;

> interest bearing accounts and cash; and

> life insurance.

The (ax arrangements for each arc different and, along with factors such as
accessibility, allect their refative attractiveness, We comment on the
position as it is at the time of preparing our report, for example before the
introduction of the proposed Individual Savings Accounts (ISAs).

Home ownership and other property

The total valuc of owner-occupied property is well in excess of
£1,600 bLillion. In 1995 there were over 16 million ocwner-occupied
dwellings with an average value of £63,200 — two-thirds of the o] housing
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stock. Wealth from property probably extends to around hall the adult
population, allowing for joint ownership of most houscholds not occupied
by 4 single adulr.

The proportion of older people who own their homes will continue to rise

for the foreseeable future (Forrest ef af [1997]), Schemes 1o enable older
people to release some of the wealth tied up in their homes have existed in l
the UK for more than 30 years. A numbcer of new equity release producis

have been launched very recently, and there is considerable interest in how
the market will develop. Growth in home ownership, particularly through

the ‘right-to-buy’ scheme, means that home ownership in old age now

reaches further down the income distribution. But substantial proportions

of the poorest clder pecple do not own their homes, limiting the scope for
equity release to supplement the lowest incomes.

As we saw carlier in this chapter the total value of occupaticnal and
personal pension funds in 1995 was about £750 billion. If unfunded public
sector pension rights are included, the total is stiil below the figure for
homes and property. In 1895 cceupational schemes had:

# over ten million achive members;

# about five million deferred members (some of whom will be active
members in other schemes); and

Pension rights I

> more than seven millien pensions in payment,

About eight million personal pension arrangements of all types were also '
in force in 1986/, including those into which payments were no longer
being made. I

Interest bearing accounts and cash

The total value of intercst bearing bank and building society accounts and

cash in 1995 was about £225 billion. Inland Revenue figures record the
amounts held by about 15 million people — many of these will be very small l
amounts. Unly about £27 hillion was held in Tax Exempt Special Savings _
Accounts (TESSAs} which, it could be argued, enjoy tax advantages broadly
comparable to those enjoyed by pensions, despite their greater accessibility. I

Life insurance

The total funds held in life insurance {exrluding any pensions element) in
1995 were also about £225 billion. I

Other forms of personal saving
According 1o the Inland Revenue the amounts held in 1995 were: l
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3= listed company securities (including unit tusts) of about £110 billion,
held by about five million people;

> national savings totalling about £56 billion;
= unlisted company securities of £49 billion, held by 500,000 people;

> Pergsonal Equity Flans (PEPs) with a total capital value of about
£38 hillion; and

3 UK government and municipal securities of £30 billion, held by
4.4 million people.

The distribution of personal wealth

The distribution of wealth 1s such that much is concentrated amongst a
relatively small proportion of the population, For example, in 1994 the
Inland Revenue estirnate that the most wealthy ten per cent of the
population owned about hall of total personal wealth, excluding the value
of pension rights. Many people are unlikely to be able to finance much
retirement income from thelr non-pension assets.

The pensions tax regime

Broadly speaking, the tax pusition of funded pensions is that tax is paid on
pensions and other benefits when these are paid out, whilst no tax is paid
on contributions or invesuncnt income received by the fund. Itis
convenient to refer Lo this structure as EET (Exempt contributions;
Exempt investment build-up; Taxed outgoings).

Pensions are different from other forms of savings — indeed some might say
that pension provision has more of the characteristics of insurance than
savings, The two key diffcrences are, firstly, that resources put aside for
retirement are not aceessible before then, and hence are locked away {or
lang periods, and secondly that the pension stops when the recipicnt dies —
there is no ‘pensions capital’ for the next generation to inhent. Thus
funded pensions represent, in essence, a redistribution of an individual’s
income, deferring income during the working years 1o be used during
retirement. An important element of insurance also plays a part, with
pensioners who dic young effectively subsidising those who survive to
extreme old age.

The EET tax regime is neutral as between consumption now and
consumption later. 1t cnsures that income is not taxed iwice. And it

taxes incorme as and when it is veceived, which strikes a fair balance
between pensioners who die young and those who survive for a long tme.
It therefore appears to be particularly suitable [or pensions.
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In practice the LET regime is not applied rigorously, First, the benefits are
not all taxable, In particular, part of the pension (usually about one
quarter) can be exchanged for a lurmp sum which is tax-lree. Second, not
all investment income is tax-free. In particular, funds cannot now recluim
any part of the corporation tax paid by companies on the profits which are
distributed as dividends on UK equity shares. Third, there are strict and
complex Irmits imposed on the amounts that can be contributed and for
on the benelits that can be paid under an approved scheme.

Mecasured against the FET system — which we believe is appropriate — the
UK tax regime for approved pension schemes is not privileged. Measured
against some other major forms of saving it Is privileged, but in comparison
to PEPs and TESSAs this is not so.

Other avenues for saving have different tax regimes, which can he
characterised as either TEE (as in owner-occupied housing [broadly], PEPs
and TESSAs) or TTE (as in some savings accounts). Since pensions require
savings Lo be tied up for very long pceriods of time, the return on them
needs to be as much — if not more - than for other forms of saving. Given
that most people are probably choosing between the forms of saving listed
above, increasing the return on saving via tax relief on pensions can help
10 cincourage people o choose pensions. Otherwise pecple will have a
strong incentive to aveid having pensions. Given that a TEE regime is
about equivalent to EET, the incentives in the current tax system for
pension provision are, in our view; sinall relative to other forms of saving
such as owner-occupied housing, PEPs and TESSAs.

Because the EET tax regime is largely appropriate, and because there are
other ways in which it is possible to save which attract similar {(TEE) tax
realment, it is wrong to attribute substantial costs to the current way of
taxing pensions. By comparing the current systern with one in which
contributions and invesoment retarns are both taxed, the Inland Revenue
comes up with a cost of the current systern (£13 billion a year) which in no
sense measnres iis real cost relative to an appropriate system or with
respect o other relevant types of saving.

Contracting out

About two-thirds of employees are in occupational or personal pension
schemes that are contracted out of SERPS. They are allowed to pay lower
Matignal Insurance contributions towards the cost of state pensions and
benefits provided they make alternative provision through an occupational
or personal pension which aims to pay them at least the level of pension
they would have received from SERPS. Contributions paid by employers
with contracted-out pension schemes are also reduced. The difference
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benween the contributions paid by full members of SERPS and these who
are contracted out is known as the contracting-cut rebate.

The rebate

The amount of the rebate can have large incentive effects. Tn arriving at
the amount of the rebate, governments have to balance two sets of
intercsts. They must:

> compensate those who are contracted out for the cost of providing the
pensions the state would otherwise have to pay; and

» ensure a fair deal for those who are not contracted out and who also
tend o be amongst the lower paid.

If the rebate were set significantly above the cost of providing SERPS-level
berefits, this would ercate an incentive to contract out, Conversely, setting
the rebate at too low an amount would create an incentive to be a full
member of SERPS.

The effect of age

Age is an important consideration. SERPS is a form of defined benefit
scheme — an average salary scheme as opposed to the more usual final
salary arrangements found in most defined benefit occupational schemes.
For cach year of membership, SERPS pays a defined level of benefit in
retirement. In a funded defined benefit scheme the cost of providing
people with a pension increases as they grow older, because as each year
passes there is less Gme before retirement for conlributions to earn a
retorn before the pension is paid. This applies cqually to contracied-out
funided schemes that undertake to pay pensions in place of SERPS, so the
cast of providing SERPS-levcl benefits rises as people graw older. This
effect was magnified when SERPS was [irst introduced because, in
addition, benefits for older people were phased in ata faster rate than for

younger people.

Defined bhenefit and defined cantributionh schemes

When SERPS began in 1978, only defined benefit occupational pension
schemes were allowed 1o contract out, These covered people of all ages and
a flat-ralc rebate was set which offered an average level of compensaton
across all ages. But in 1988 it became possible to contract out using defined
contribution schemes, either those run by employers or the new personal
pensions. These schemes were not required to provide the same
guaranteed lcvel of pension as were defined benefit schemes, and
contribution rebates had to be pald into cach individual’s account,

The scope for averaging the cost of providing SERPS-level benefits across
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people of different ages that applies in the case of defined benefit schemes
doces nol apply in the case of defined contribution schemes.

Despite this, a single flarrate rebate was retained for all types of contracted-
out scheme. As before, the rebate was intended to give an average level of
compensation aeross people of all working ages. This still had some logic in
the case of defined benefit occupational schemes covering a cross-section
ol ages. Bur in the case of personal pensions and defined contribution
occupational schemes it created 1 huge incentive for yonnger people to -
join. The proceeds of investing their contribution rebates would far exceed
the level of pension they could get in SERPS, (This applicd particularly to
young men because of their later pension age and lower life expectancy.)
In addition to the rebhate, a further two per cent of earnings within the
National Insurance limils was paid to those who went into a defined
coniribution occupational scheme or personal pension. It is no wonder so
many pceople were attracted out of SERPS by such schemes,

Age-related rebates

New arrangements for contracting-out rebates were introduced in 1997,
Rebates for people in defined contributien occupational schemes and
personal pensions arc now sel on an age-related basis. In 1998/9 these
range from 3.1 per cent of relevant earnings in the case of defined
contribution occupational schemes (3.4 per cent for personal pensions) up
to a maximum of nine per cent. The rebate for defined benefit schemes is
still a single [lat rate rcgardless of age — 4.6 per cent of relevant earnings.

The inroduction of age-related rebates has done much to restore a more
balanced position between contracting cut and not doing so, Amongst
defined benefit occnpational schemes the Oat-rate rebate still creates
potential incentives favouring schemes whose membership is
predominantly young and have the lowest administration costs, Bat, as
Figure 7.1 in Chapier Seven showed, the higher costs of personal pensions
in particular continue to be reflected in larger rebates for those schemes
relative to the value of the pensions they will pay in place of SERPS.
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However they arc provided, pensions are a charge on the cconormy at the
time they are paid. We have found no overriding economic reason to
change policy in order to alter significantly the balance between
predfunding and pay-asyou-go. There are good cconomic reasons for not
putting ail pcnsidn eggs in one basket by overreliance on elther system.

Financing the basic state pension on a pay-us-you-go basis, with
eamingsrelated contributions, has the advantage of making
redistribution clear and explicit.

The compulsory level of pension provision must strike a balance
between the long-term benefils (o individuals from bet{er income in
retirement — and to future taxpayers from lower expenditure on
means-tested help —with the right of individuals to have freedom of

choice in how they use their money.

If policy makers did-wish to extend pre-funded pensions to the low paid,
they would need to overcome the problems of:

= low-paid people'’s ability to alford the necessary contributions;
> the low level of pension low contributions deliver; and
> the current costs of administering small amounts of pension rights.

We believe that the existing systcm ol tax treatment for pensions is
Targely appropriate. It dees not provide large incentives comparcd
to some other forms of saving.

The introduction of age-related rcebates for defined contribution
schemes has done much to restore a more balanced position between
contracting out and not doing so.




9 The future prospects for
pensioner incomes

Inv this chapter we look ahead to what is likely to happen to pensioner incornes
in the st quarter of the next century. We:

* review the main forees that will determine pensioners’ incomes; and

* summarise special analyses we have commissioned using the PENSIM
model 1o assess the effects of alternative assumptions on the future
incomes of single and married pensioners.

Forces that will determine heﬁsibheé incomes

We start by looking at what currently are the main components of pensioner
incomes. The XSS Pensioners' Eacomes Sertes for 1995 /6 shows these are:

> stale pensions and benefits (51 per cent);
= orcupational pensions (24 per cent);

> investment income (16 per L‘Ent.); and

> earnings (eight per cent).

Becuause of the way that income staristics are assembled at present, income
truom personal pensions comes under the heading of 'investment income’
in these figures. (As the amounts paid through personal pensions grow, it
will in [uare be important to show them separately.) We constder each of
the main components in turmn, including personal pensions.

As we have seen in previous chapters, changes are taking place in all
sources of pensioner incomes. For some of these changes it will be many
years before their full effects feed through,

As has been the case thronghout our report, our concern is to look at the
implications of current policies. However, we do lock at the CONSEUENCES
of uprating means-lested benefits faster than prices, which we think is
inevitable in the long run. This could be regarded as 2 change in explicit
policy but is int keeping with what has happened in the past, at Ieast over
the long term,




State pensions and benefits

‘We saw in Chapter Five that — when viewed in the Jonger tetm - state
provision is going through a period of dramatic change. To recap, the
main elements of change are:

b irlcreasing the level of the basic state pemsion m line with prices 50
thzt its value falls further and further behind average earnings;

> the introducidon of SERPS in 1978 and subsequently the significant
cutbacks made o the benefils promised under 1t;

¥ the phascd risc in women'’s state pension age to 65 — the same as men’s —
starling with women retsing in 2010;

3 ending the rght for married women 1o opt out of the National
Insurance pension scheme and the introduction in 1978 of home
responsibilities protection for people looking after children or caring
for a disabled person; and

* the impact of inking the National Insurance contribution eamnings
limits to prices so thal they too are falling in relation to average
€arnings.

As far as the hiest Ger of state pension provision is concerned, the net effect
ol these changes will be that in the [uture more peaple will receive some
hasic state pension and more will qualify for the full rate. This will affect
women mere than mern. But the value of the basic state pension will form a
declining proportion of people’s earnings. If carnings grow faster than
prices by 1.5 per cent a year, the full rate ol basic state pension will fall
from about 10 per cent of men's average ecarnings now to reach about nine
per cent in 2040,

Second-tier state pensions will aiso fall in relation 1o average earnings for
people reliring in the next century as the various sels of changes to SERPS
come into effect and reduce the value of new SERPS pensions coming into
payment each year

We jtlustrate the combined effect of changes 1o the basic state pension and
to SERPS in Figure 9.1, It shows what the amounts of state pension for
people reaching pension age in 2004, 2020 and 2040 will be in constant
eamings terms. The examples assume that the people concermed are full
members of SERI'S and have had the particular levels of carmmings shown
thraughout their working life, or since SERPS began in 1978, if shorter.

Yor someone on carnings of £200 a week, basic state pension plus SERPS
will fall from about half their earnings in the year 2000 1o a third in 2040.
For someone on £300 a week, the fall is from about 40 per cent of their
earnings ta just over a quarier. These are the proportions that siaie pensions
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Figure 9.1: Future amounts of state pensions

Reaching

Basic pension + SERPS

Amount in As propariion

pension age in constant earnings terms of eamings

Earning £200 a wesk in 2000/1 terms

2000
2020
2040

a8 449
78 a8
66 33

Earning £300 a week in 2000/1 terms

2000
- 2020 -
2040

23 41
aa 33
B4 ) - 28

Source: Government Actuary’s Deparimaent

Motes: (1} Eam'uan are aseumad 0 grow faster than prices by 1.5 per cent & yesr,
() The proportions shown are of the camings of the Mdiveuz' and not of, for example, avarae eamings,

£ per weak - I

form of earnings when pcople reach state pension age. Once state pensions
arc in payrnent they are increased in line with prices, so the longer people l
ate retired, the further behind earmings their pensions will fal],

Means-tested benefits ' l

In our view — given pust experience — it is very unlikely that the floor

provided for pensioner incomes through means-tested bencfits will be held

to the rise in prices in the longer term. This would leave poorcr pensioners
falling further and further hehind those in work. For the modelling which .
we describe later in this chapter we have, therefore, examined the likely

effcet bodh of linking the rates of meuns-tested benefits to prices and of
linking them to the mise in average earnings, We have also assumed that the '
limits which apply to amounis of savings (which arc used in calculating )
entitlernents to thesc benetfits) will also increase, respectively, in line with I
prices or with carnings. If these Hmits did not increase, more and more

people would be cxcluded from these benefits on the grounds of their

savings as the real value of the limits fell. Eventually, very small amounts of I
savings would be sufficient to exclude people from being able (o receive
means-tested benefits. Such an assumpuon does not look sensible to us. l

Other benefils

The number of pensioners réceiving disability benefits has grown
substandally in recent years. We have taken no view about what will happen
in the fulure to these benclis.
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Occupational pensions

We saw in Chapler 5ix that membership of occupational pension schemes
is stiil growing amongst women, particularly those in part-time work, but
that the proportion of men who are 1n such schemes has been [alling since
the early !980s. There are noe indications that on current policies these
trends will reverse in the future.

‘The amount of benefits that occupational schemes pay has been nsing and
is likely o continue to do se. One reason for this is the requirement on
schemes — introduced in 1856 and cxtended in 1990 - to revalue the
benefits of people who leave a scheme before pension age (‘early leavers’)
in line with prices up to five per cent a year. The torthcoming report
Butlding Up Fension Rights by the Ceaue for Rescarch in Social Policy,
Loughborough University, also shows that on average people arc
accumulating greater rights in oceepational pension schemes than did

earlier generations.

A key influence on the amount of cccupational pensions is the growth in
people’s earnings. Average earnings tend to grow faster than prices. So the
average amount of new occupational pensions coming o payment
increases when measured against the risc in prices.

The stalutory requircinents 1o inercase pensions in payment in line with
prices will cover an increasing proportion of peaple’s cocupational pension
rights. Much of this protection is subject to an upper limit of five per cent a
year so they are therefore highly vulnerable to any sharp bursts of inflation.
If inflation remains low, we £xpect occupational schemes in general to
continue their recent practice of breadly matching the risc in prices for
pension rights not covered by such stalulory requirements.

Personal pensions

Few of the five million people who took oul a personal pension as a result
of the reforms introduced in 1988 have so far retired. As they reach
pension age over the next few decades, amounts of personal pensions in
payment will nse substantially.

Investment income

Other forms of investment income — for example, from savings accounts
and shares — arc also, in our vicw, likely to rise in significance. As people’s
living standards risc, they tend o save more. This is reflected in our
modelling in which we also make assumptions about the rate of return

4N savings.
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Earnings

We saw in Chapter Four a long-term trend {or fewer men to continue
earning after stawe pension uge. This has been associated with growing
sources of pension income and ~ for many pensioners — higher lving
standards and increased owmership of homes and other assets. On balance,
we would expect the wrend for fewer men to carn after state pension age 1o
continue, at least undl the number over 65 years of age rises sharply in the
second guarter of the next cenmury.

‘Fhe position for women is more complicated. Their state pension age is
due to rise, and many occupational schemces have chosen to equalize at

Gb yeurs of age, 100. 'This may have the effect of increasing the proportion
of women who carn after the age of 60, though there is no guarantce of
this. Nor may it apply ufter the age of 85. The general tendency for women
to spend more time in paid work may also feed through into mare
continuing Lo earn after pension age. But against these effects, some -
wormnen will benefit from receiving higher pensions in their own right.

As for men, higher pensians and the general growth in living stanidurds
may reduce the need that some women have to work past pension age.

For our modelling we assume that the proportion of people who carn in
retircment remains at about its current level and that the amounis they
carn mcrease in line with average carnings.

‘Projections of pensionerincomes - B

We repart here the resules of spectal analyses we have commissioned using
the PENSIM model developed for the DSS. Curry (19986) describes the
model in detail.

PENSIM

The aim of the PENSIM model] is 10 give an indication of future trends in
the growth and distribution of pensioners’ incomes. This is an especially
diflicult and complex exercise as so many diverse factors influence a
person’s income in refirement, 1 involves, for example, making estimates
of people’s circumstances throughout both their working lives and their
retirement until they die.

The PENSIM modecl is bascd on survey data collected from represcntative
sumples of the population at different stages in their lives. It uses various
rechniques to estimate what happens to them subsequently, in particular
those of their circumstances which determine their incomes in retirement,
for cxample:

# their employment and earnings levels;
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> their membership ol the vanous forms of pension scheme; and
= other forms of savings which they are abic 1o accumulate.

The information the model generates in this way is then used (o calculate
how much people in different situations receive from each income source,
The results are intcnded to be representative of the pensioner popilation
living in privatc households, excluding, for example, people hving in
restdential care or nursing homes.

With two exceptions, PENSIM models all the main sources of pensioner
income and makes deductions for income max. The cxceptions are Council
Tax Benefit and disability benefis, As a result PENSIM tends to understate
the levels of pensioner incomes,

Another important cavent is that the model does not fully reflect the effects
on retirement incoines of single people marnrying after they were
interviewed or of married couples separating or divorcing after being
interviewed. "['his will also have an impact on the meodel’s results, bur we
have found no evidence o indicate its possible scale or direcdon.

We have looked carclully at the construction of the PENSIM model, its data
sources, assumptions and other specificarions. Whilst like all models it
inevitably has shortcomings, we believe PENSIM is a useful wol for
identifying the likely consequences of alternative economic and policy
assurnptions. Tes results are not, of course, forecasts of what will happen in
practice. We are grateful to DSS economists for the help they have given us.

Qur assumptions
We asked for estimates to be made of pensioners’ incomes in:

¥ 1997, as the base yeur for comparison. There are some differences
between these figures and the Fensivners’ Facomes (BI} Series that we
showed in Chapter Three. Some of these are due to the face that
PENSIM does not include Council Tax Benetit and disability benefits,
others are the inevitable result of using survey data and statistical models
that can only approximate the real world. PENSIM's estimates for
amaunts of occupational pension in 1997 ulso look low in relation to the
PI Series. But PENSIM’s purpose is to show how the position will change
in the future, and we de not believe that this particular difference
detracts significantly from the model's value in that respect; and

¥ 2025, the furthest ahead [or which PENSIM is able to give
I leniable estimates.

l IF‘ { |

We also looked at results for intervening vears (sce Annex G).
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2025 is not very far ahead in pension planning terms. 'eople who arc

20 years old today will mot reach the state pension age of 65 untl 2043, l
50 our results reflect the position of people who are now in their late 30s -
who will reach 65 years of age in 2025 — or older, including some who have I
already retired. For many of the people who will be over 65 vears of age in
2025, a large part of their pension provision has already been made.

Economic assumptions

We have made a number of assumptions about the economy hetween now
and 2025. In our central projection the most important ones are:

> average earnings grow [aster than prices by 1.5 per cenl a year;

¥ unemployment is in the range of one.to one and a half million for most
of the period up to 2025 (ILO definition);

# returns on investment are four per ceni above the annual Tise in prices;

¥ prices risc by an average of 3.8 per cent a year {see Curry [1995]. for
further details); and

> rents rise in line with prices,

In Annex G we show the effects of varying some of these assumptions, Of
the economic assumptions, it is varying the rate of growth of earnings that
has the greatest impact, The faster that earnings and the economy grow,
the higher also will be future pensioners’ living standards,

State pensions

We have assumed Lhat stale pensions and the National Insurance
coniribution earnings limits continie to be inereased in line with prices.

Means-tested benefits

As noted earlier, we have also made alternative assumptions about the ratecs
of means-tested benefits and the limits used in their calculation for
amounts ol savings. The two assumptions are that they are increased either:

= in line with the rise in frices; or
> in linc wilh the tise in earnings.
Our results

General growth in incomes

Over the period from 1997 to 2085 average earnings will rise by 52 per cent
more than prices on our cental cconomic assumptions. This suggests that
for the working population in general living standards will be about haif as
high again as they are now.
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(Our projections suggest that in the period to 2025 the average incomes of
married pensioners will rise by slightly less than the rise in average earnings
to reach about £350 a week in today’s prices. But single pensioners’
mceormes will rise rather more than average earnings and will be bvo-thirds
higher than now, about £200 a week in today's prices.

Sources of pensioner income

State pensions and benefits will continue to comprise a large proportion of
pensioner jncomes, though less so than now. The state will provide about
half the income of single pensioners in 2025 (compared with about 60 per
cent now}), and about 40 per cent of married pensioners’ incomes (about
45 per cent now) . However, one source of state income, SERPS, will rise
substantially, as will ocenpational and persenal pensions and investment
income. These are all sources that arc strongly related to the level of
people’s carnings during their working lives, and in total they will provide
around two-thirds of pensioners’ incomes in 2025, comparcd with under
hall now.

ncome Support

Mecans-tested benetits will also continue o be a significant incoine source.
¥or exumple, on the assumption that Incomne Support rates and savings
lirnits increase in line with earnings, around one million pensioner nIits
arc likely to receive thal benefit in 2025 despite the rise in other sources of
pensioner income. That compares with about 1.8 million pensic_rn-:ﬁ‘ units who
receive Income Support now, though sorne of the reduciion will be because
the rise in women’s stale pension age will mean that women on Income
Support under the age of 65 wil no longer be included as a ‘pensioner wml’,
(If Income Support rates and savings limits were, inslead, to rise only in
line with prices, the number of pensioner units receiving Income Supporl
in 2025 would be rather lower, around 0.5 million.} These calculations are
very approximate. They assume, for example, that there is no change in
the proportion of pensioners entitled to Income Support who claim it

Individuals and economic growth

On current pelicies, the future risc in pensioner incomes will not be
spread cevenly. The maijority of individual pensioners who have already
retired are unlikely to see any rise 10 their own hving standards becausc
their sources of income are likely to rise only in line with prices, al best.
The exceptions are likely to be, at one end of the distribution, those who
can cliim means-tested benefits — which we believe governments will raisc
in line with eatnings over the long run — and, at the other, the very well-off
who recenve a large share of their income from investments such as equities
and real assets whose value tends to increase with economic growth.
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How the distribution of pensioner incomes will change

In Figure 9.2 we show, on our assumpuons, PENSIM’s estimates of the rate
of change In income benveen 1997 and 2025 for each fifth of the single
and married pensioner income distributicns. 1t is imporant (o note that
this analysis involves comparing the Incomes of different people at the two
points in time, although some individual pensioners will be in the same
fifth in both vears.

figure 9.2: Growth in pensioner incomes 1897-2026

Fosillon in inéame Single pensioners ' Marﬁéd pensioners
distributioi by fifths pHces earnings ' pﬁées'-. _earnings
Increases from 1997 to 2025

% % % %
Lowest fifth - 23 57 2T : 40
2 ' : 31 53 40 _ 41
3 35 44 A7 o 47
4 52 53 45 48
Highiest fifth a3 03 5l 5
Avarage &8 , 66 47 48

Source; Projecions for the Pension Provision Group using the PENSIM mode

Nales: (1) The table shows the exlent ta which the inceme of each fifth of fhe income distibution In 2025 has
risen faster than prices comparsd 10 the income of cach ffth in 1897,
{2] The cormpansons are between the pecpls who are in each b of the Incames distribution n that
pariicular yoar. The companzons are not therefore between the same people.
(@ Trices' end "semings’ refer to our assumptions abou! Uhe increase in the rates of means-tested benefits
and the savings fimils used to calculate entillements.

In the single pensioner income distibution, the largese rise is likely to be
at the highest fifth — more than 90 per cent above the rise in prices. On

our assurmprion that means-tested benelit rates and savings mits keep up
with average eurnings, for all parts of the distribution — except the middle
fifth ~ the rise is at least as fast as the rise in average carnings (52 per cent).

The puttern of a larpe rate of inerease contined o the upper end of the
single pensioner income distribution probably has no single cause. It would
be wrong to place too much emphasis on this resull since it may be partly
beeause the model does not reflect fully the prospect that single people
will marry. Significant improvements in the retirement incomes of some,
but not ali, groups of women who will have recently reached 65 years of
age in 2025 could also be an explanarion. Changes in the incomes of
women have a substantial impact on the incomes of single pensioners as a
whole since single women pensioncrs greatly outnwnber men.



In the marsied pensioner distribution, the rise in income is likely to match
the rise in average eamings only for the highest fifth. For mamed
pensioners, a rise of only about 40 per cent is projected for the lowest
rwo-fifths.

Figure 9.2 aiso shows that the incomes ol single pensioners arc more
SCNSIvE 10 assumptions about means-tesied benelits than are married
pensioners’ incomes. This is because single pensioners will remain more
dependent on these benefits than married pensioners.

Pensioner income inequality

Given the results in Figure 9.2, it is not surprising that we find that (he
cxlent of income ineguality amongst pensioners is likely to nise between
now and 2025. In Figure 8.3 we show this in terms of the matio berween the
income of the top fifih and the income of the lowest fifth. For single
pensioners, the ratio rises from 3.3 now 1o about 4.0 (assuming
means-tested benefits and savings limits nse in line with earnings). The nse
m this ratio for married pensioners is smalier, from 5.5 now to 3.9. Were
means-lested benefits to be linked instead 1o prices, income inequality
would increase al a much Faster rate, particularly {or single pensioners.

Figure 8.3: Extent of pensioner inequality
Income of highest fifth as a ratio of income of lowest fiflh
1897 2025

Means-tested baneflf reles end
savings fmits rise in ling with:

prices earnings
Single pensioners 3.3 5.2 4.0
Married pensioners 5.5 43 3.9

Source: Projections far the Mengion Provision Group oging the PERSIM modsl
Mote:  Figuees showe the ralio of the avarage inceme of tho 1op fifth of the single and mamed pansicner
diglributions to the average income of the lowest fifth,

Linking the basic state pensicn — which 1s currently the largest single
source of income for pensioners — to only the 11sc in prices is a major causc
of the continuing growth inn pensioncr inequality. But the growth in
imequality is also 1o a large extent a reflection of the success in encouraging
accupational and personal provision. The bigger role [or carmings-related
pensions - state and non-state — which has been a feature of the policy of
governments for several decades, must inevitably lead to more inequalily 1n
micome in old age, Figure 9.4 illustrates these points,
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Figure 8.4: Pensioner incomes before tax in 1997 and 2026

L per wask (1997 prices)

L per weesk (1397 prices)
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Figure 8.4 {continued)
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The mzun iurmq of pens]on provision — '-;t:atf- occupammal and
pcr&ml.al have undcrqone m.ijur changes in recent -decades. 'Ihe
effects of these changes on pensioner incomes.will conunue m he
feht for decades ahead, '

We have looked in particular at 2025 and have fohnd-'

*= state pensmus und henefits will continue (o have a subslanu.il m]c in
pensmnc: mr_c}mes, hut to a ]cssm extent than now* .

3 earnin ~re]ated ensions — slate, ooc atmnal and erscma] -—-w]il be
P
mnre 1mpon;ant Lhan now; :

: > :weragf- pensicner hw‘ng standards are likely 1o be Balf as ‘high again
as now, similar Lo the pr njected average rise for thc-se in pmd wnrk

> the risc in average income for smqle pensioners mli be greater than
' For mamed pensioners; -

> most individual pensioners will continue Lo see their own income fall
bhehind the li'ving standards of people in paid work, because for most
pensioners ~ once they have retired - their incomes are, at best, likely
to rise only in ine wirth prices; and

* there will be a rise in pensioner income inequality as a result of the
move Lo greater reliance on carnings-related forms of provision,

‘Beyond 2026 current policies wll lcad to a continuing erosion of the
value of state pensions relative to carnings. We would expect the irend
to greater income inequality in old age to continue,
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10 Conclusions

In this chapier we set out the conclusions and messages that we have drawn
from our examination of pension provision in the UK We have worked on

the hasis that the current policics which shape pension provision wil] condinue;
e were nol asked to look at new policy options. But we have commented,
where we think it appropriate, on arcas where we think a change to current
policy is inevitable. S : '

1 The state’s role is necessary and affordable

= On current policies, state pensions will be no less affordable than they
are today, bul this is because state pensions will be a falling proportion
of average earnings. While we recognise that the future is unceriain, it is
our opinian that the contribuiions required o meet the cost of state
peusions will show litile or no increase us a proportion of earnings and
will eventually {all towards the middle of the next cenary.

> Cutbacks in state pensions lead to a greater role for non-state provsion
if people are to retire on adequate incomes. But non-state provision
currenty depends on being in paid work, and good non-stale pensions
depend on people earning enough over their working lives to afford the
necessary contributions,

> Because the basic state pension alone will nat be adequate, the effect
is Lo raise the extent 1o which muany people will have to depend on
means-tested benefits assuming, as we belisve, that the level of
means-tested benefits will have Lo Ase faster than prices.

= Omnly the state can effect redistribution to those with low lifetime
incomes. The state has, therefore, an inescapable role in ensuring that
meaningful pensions arc provided for those on low pay or who spend
long periods without carnings. So, just relying more m the future on
existing forms of non-state pension will leave gaps in provision {or the
most vulnerable groups.

= The key challenge for policy makers i o find ways to prevent these
gaps arising.
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2  Occupational schemes have hoosted some pensioner
incomes

# J'ast growth in the coverage of occupational pension schemes and
improvernents in henelits, as the result of higher earnings and
legislation, will conunue 1o raise incomes for many new pensioners who
have better provision than their predecessors. But therce is still scope for
schemes wo change and adapt to social und Jabour market developments
- as indeed they have in the past.

> Tt will always be the case, however, that many people — cspecially the low
paid — will not retire with significant income from occupational schemes
and that for some employees these schemes will not be suitable because
af thelr working patterns.

3 SERPS is currently better than many people think,
but it will decline

# For many people retiring in rhe next [ew years, SERPS and the
basic state pension will provide enough income ta keep them ofT
means-tesred benelits.

= But the value of SERPS pensions for the newly retired will start o fall
further and further behind eamings from the start of the next century.
Furthermore, SERPS coverage has namrowed and for many higher paid
people it serves only as a benchmark and not as a provider of benefits.

N -

= SERPS also docs not cover the self-employed.

4 A further rise in pensioner inequality seems very likely

# The conclusions in 1, 2 and 3 above, together with the growth of earnings
inequality for those in work, will result in the gap between rich and poor
pensioners — which has already widened considerably since 1980 -
continuing to do so. This will happen, although to a lesser extent, even
if the floor provided by means-tested benefits rises in line with earnings.

kS W W

9 Means-tested benefit levels will inevitably continue
1o rise

> (yiven that the basic state pension js rising only in line with prices, it will
not provide an adequate income in iself.

= Il the Ineome Suppoert floor is linked to prices, the rate of benefit for a
single pensioner over the age of 80 will, for example, fall from about
19 per cent of men’s average eamings now, to about eight per cent by
2050. We cannot cnvisage any government will find this acceptable in

-
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isolation. We therefore believe that the level of Income Support will
have 1o 7ise faster than prices.

> We also therefore cxpect the poorest penstoners to have to rely on
Ircome Support to an increasing extenL

Personal pensions provide some cpporiunifies

3 Personal pensions have encouraged non-state provision resulting
in some people saving more and others starting to save for
their retirement.

* In their current form personal pensions are not suitable for everyone,
cspecially the Jow paid, and now have @ bad reputation because of the
problems ol “mis-sclling’.

- ¥ Any future developinent of nonsstate pensions needs to build on the
good expericnce and leam Uie lessons from the bad experience.

Compulsory provision is not new

3 We already have compulsory sccond pensions paid for by employees and
emjployers through SERPS and the contracting-out arrangements.

> The compulsory level of pension provision must strike a halance
between the long-term benefits to individuals from hetter income
in retirement — and to [uwre taxpayers from lower expenditure on
means-tested help — with the right of individnals 1o have freedom of
choice in how they use their money.

3> There is no requirement far the sell-employed to have second pensions.
Tt is difficult to sec how the current distinecon can be defended.

Those who ¢an save more should be encouraged
to do so

% There is a role for the state in encouraging those who can afford it 1o
save for Lheir retirement.

= But il the Governmnent's aim Is to extend non-state provision to low
carners we see three key prablems that will need to be overcome:

= Lhe ability of the low paid to afford the necessary contributions;
3 the low level of pensions that low contributions provide; and

> keeping the cost of administering small amounts of pension
rights low.
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= The low paid have very little financial incentive (o save for their
rcurement if the only eflect is to reduce their entitlement to

means-tested benefits once they have redred. In praciice, this disincentive

may be counteracted by a desire to avoid having to rely on means-tested
bencfits. But rhe loss of these benefits still tends to be seen as unfair by
those who do not qualify for them as a result of having saved.

& Pensioners do not share in economic growth

> With pension increases unlikely 1o exceed price inflation, standards of
living in retircinent for most pensioncrs will fall relative to the rest of
the population. This will become more of an issue with people living
longer and spending more of their lives in retirement.

10 The position of women is changing

> Women tend to have Jower pensions than men because they often
spend less of their working lives in paid work and because of past
discrimination in occupational schemes. Future prospects for women
are better relative 1o the past, but their improvement relative o
mcn 15 constrained by their different patterns of paid work and levels
of carnings.

¥ State pensions for women retiring over the next two decades will
continue to improve relatve to men's, but against a declining level of
state provision.

> Pensions policy in isolation can only go so far in resolving pension

rovision problems for women, Labour law and emplovment, farnily and
P P ¥

child care policies have a role to play too.

11 Self-employment can increase people’s risk of being
poor in old age

# The number of people experiending periods of self-employment has
risen substantially. The nature of self-employment has changed. Today,
many self-employed jobs are insecure and Jow paid.

> In contrast to the posilion for employees, SERPS does not cover periods
of sef-employmcnt, nor is there any requircment to make private
pension provision. Itis difficult to see how the current distinction can
be defended.

> Pensions policy in isolation can ouly go so far in resolving the pension
[ provision probicms of self-employed people. Employment policy and
labour iaw have a role to play too.
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12 Everyone must be able to plan with confidence for
retirement

> Governments need to spell out vmambiguously the likely future value of
stale pensions in reladon o future living standards.

= All fulure recipients of non-state penstons should he given regular
estimates of the pensions they can expect, at least in real tetms in
relation to prices. People also need to be warned that over long periods
they will measure their Jiving standards, not against price rises, but
against carnings levels, which rise faster than prices.

> We think that the curreat ax system is broadly suitable for pensions.
Further increasing the tax burden on tunded pensions risks damaging
the amount of provision being made, especially as pensions arc nol now
greally tax privileged by comparison with some other forms of saving.

= Jmproved public awareness und understanding of pensions are
imporiant ingredients of better pension provision. The current
complexity in all ypes of prostsion — and in pensians regulation —
makes it very dificult for a sadsfactory level of awarencss and
understanding to be achicved.

13 Pensions have had, and always will have, an element of
risk for the individual

= All forms of pension provision - including state pensions — have
inherent risks and uncerintes which can affect the pensions people
receive relative to what they cxpect.

* The low paid are the least able to cope with the adverse effects of risk.

= With non-state pensions, some of these risks are already being managed
better than in the past. Bul improvements are siill needed, particularly if
nor-siaie pensions are 1o be extended further w the low paid.

14 More pre-funding is not a panacea

= llowever they are provided, pensions are a charge ou the economy at
the time they are paid. We have found no overnding economic rcason
Lo change policy in order to alter significantly the balance herween
pre-funding and pay-asvou-go. There are good economic reasons for zof
putting all pension eggs in one basket by overreliance on either sysiem,

# The role of the first tier {i.e. the basic state pension) is redistributive
and we believe it should conunuc to be financed on a pay-as-you-go busis.
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= It will be clear from other conclusions that we expect there will be more l

non-state second-tier pension provision in the future. We think it is
appropriate that this is prowded on a pre-funded basis,

¥ Two parts of second-tier pensions that are not pre-funded are SERPS '
and some public secior occupational schemes. Those public sector
occupational schemes might be more smitable candidates than SERPS if’
a further move towards pre-flunding were considered to be desirable.

15 Betier informed and co-ordinated policy making
is needed

> A consistent approach is needed across the several gOYETHMEnt
deparunents involved in pension policy making. This is conspicuously
lacking at present.

> An organisation, independent of government, needs to have lead
responsibility for accumulating, analysing and publishing informadon
about current and future pension provision and its implications for
pensions policy.
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Annex A - Glossary of terms

The terms in this glossary draw on (thosc in Pensions Terminelegy and extracts
are reproduced by kind peynission of the Pensions Management Tustiute.

ACTIVE MEMBER

A member of an occupational pension scheme who is at present accring
benefits under that scheme in respect of current service, A member of a
personal pension scheme currently contributing to that scherme.

ADDITIONAL VOLUNTARY CONTRIBUTIONS (AVCs)

Contributions over and ahove a member's narmal conwibutions, i any,
which the member elects to pay 10 an occupational scheme in order 10
secure addidonal benefits.

ANNUITY

A series of payments, which may be subject 1o increases, madc at stated
intervals until a particular event occurs. This cvent is most commonly the
end of a specified period, or the death of the person receiving the annuity,
or of the person’s widow/(er).

APPROPRIATE PERSONAL PENSION

A personal pension scheme granted a certilicate by the Contributions
Agency, enabling its members to use it for contracting out of SERPS.

APPROVED SCHEME

A retirement benefits scheme which is approved for tax purposes by the
Inland Revenue. The ternn may be used o describe an occupational
pension scheme, a personal pension scheme or a FSAVG scheme.

AVERAGE INCOME

Average ~ or mcan — income Is the total incomc cveryone receives divided
by the number of people receiving il Average or mean income is usually
higher than the median income.

BASIC STATE PENSION

The flat-rate {not earningsrelated) state pension paid to all who have met
the necessary National Insurance contribution requirements.

11



120

TUWCCE = IPD DADELE T i DEREDE SrnA s

CONTRACTING OUT

A pension scheme is contracted out where it provides benefits in place of
SERPS and has been given a contracung-our certificate, or appropriate
scheme certificate, by the Contributions Agency.

CONTRACTING-QOUT REBATE

The amount by which the employer’s and employee’s National Insurance
contnibutions are reduced or rebated in respect of employees who are
contracted oul by virtue of their membership of an appropriate personal
pension scheme or an occupational pension scheme,

CONTRIBUTION EARNINGS LIMITS

See National Insurance earnings Hmits.

CONTRIBUTORY SCHEME

A scheme which requires contributions from active members, even if such
contributiony are temporarily suspended during a “eontribution heliday’.

COUNCIL TAX BENEFIT

A means-tested state benefit for people with low income and savings Lo
meet the cost of their Council Tux.

DEFERRED MEMEER

A member entitled woe preserved benefits.

DEFINED BENEFIT SCHEME

A scheme where the benefits are defined independently of the
contributions payable, and benefits are not directly related to the
mvestments of the scheme. The scheme may be funded or unfunded,

DEFINED CONTRIBUTION SCHEME

A scheme which provides a pension based on the contributions paid into
the scheme in respect of each member, the investment return on the
penston fond and the cost of buying an annwity at retirement.

DRAWDOWN FACILITY

See income withdrawai.



Wi g SR plarensnt — D8 T SRS N SADE G

DSS

Department of Social Security.

EARLY LEAVER

A person who ceases 1o be an active member of a pension schemne, ather

than on death, withowt being granted an immediate retirement benefit

ELIGIBILITY

The conditions which must be met for a person to be a member of a
scheme or to receive a partcuolar benefit, These may, for cxample, relate o
agce, scrvice, status or ypce of employment.

EQUAL TREATMENT

The principle reguiring one sex o be reated no less favourably tan e
other.

FINAL SALARY SCHEME

A defined benefit scheme where the benelit is normally based on an
individual’s pay close to retirement and on their length of scheme
membership.

FIRST-TIER PENSIONS

In the TJK this is the basic state pension.

FREE STANDING ADDITIONAL VOLUNTARY
CONTRIBUTIONS (FSAVCs)

Contribuiions to a pension contract separale from an aoccupational pension
scheme, made by an actve member of that scheme. Benefits are sccured
with a pension provider by conwibutons from e member only.

FUNDED/FUNDING

Provision for mecting future pensions linbilities by the saving and
investinent of contrbutions to accumulate assets which are used 10 pay

pensions when loduy’s active members retire.
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GRADUATED PENSION SCHEME

The state earnings related scheme which began on 3 April 1961 and ended
on & April 1975, The forcrunner of SERPS.

GROSS DOMESTIC PRODUCT (GDF)

The st of all cconomic actvity taking place in UK territory.

GROSS NATIONAL PRODUGT {GNP)

GDP plus the net income the TTK receives from abroad.

GROUP PERSONAL PENSION (GPP) SCHEME

An arrangement made for the employees of a3 partieniar employer, or for a
group of scli-employed people, 1o participate in a personal pension scheme
on a grouped basis. Within the arrangement, each personal pension is a
separate legal entity.

HOME RESPONSIBILITIES PROTECTION (HRP})

Protection of cnudement to the basic state pension for people not in
regular employment because they arve caring for children or a sick or
disabled person at home.

HOUSING BENEFIT

A mcans-tested state benclit for people with low income and savings to
mect the cost of rent.

HYBRID SCHEME

1.  An occupational pension scheme in which the benefit is calculated as
the better of nwo alternarives, for example on @ther a final salaryor a
defined contriburicn basis.

2. An occupational pension scheme which offers doh tinal salary and
delined contribution benctits.

ILL HEALTH EARLY RETIREMENT

Retirement on medical grounds before normal pension date. The henelit
may exceed that payable on early retirement in other circumstances.
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INCAPACITY BENEFIT

A stane honelit paid te those who have met the necessary Nationul
Insurance conditions and who cannet be expecred 1o work due to sickness
or rlixahilit;r. It 15 nol means-Ltested,

INCOME SUPPORT

A meanstested state henefit for people who are not required to be
available for work and who have litthe or no income and savings,

INCOME WITHDRAWAL

Withdrawal of pensian income from a personal pension or defined
contribution occupational scheme, while annuity purchase is deferred.

INDEX LINKING

An adjustment in line with the change in an index (usually of prces or
carnings).

INDUSTRY-WIDE SCHEME

An ocoupational pension scheme operated on behalf of several employers
in a particular industry.

INFLATION PROOFED

Comrmonly uscd to describe a system wherchy pensions in pavment and/or
preserved benchits are wutematically lncreased al regular intervals by
reference to a specitied mndex of prices or earnings.

ILO (INTERNATIONAL LABOUR ORGANISATION])
UNEMPLOYED

The 1LO’s delinition of unemploviment. Pecople without a job who are
availahle to start work m the next two weeks and who have cither Jooked
for work in the previous four weeks, or are walting to starl a job they have

already obtained.

LIABILITIES

Amounts which a pension scheme has an obligation to pay now orn the

firture.

12
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LIMITED PRICE INDEXATION (LPI)

The legal requirement to increase pensions in payment under an '
occupational pension scheme (excluding AVCs and FSAVCs) and protected -
rights under an appropriate personal pension scheme, by five per cent frer l
anmum Or the increase i the Rerail Prices Index (RPI) il less. It applies ro

pensions accrucd in respect of service after 5 April 1997, I

LOWER EARNINGS LIMIT {LEL)

The minimum amount, approximately eguivalent to the single PCIson’s
basic state pension, which must be earned in any pay period before
Narional Insurance contributions are payable.

MEANS-TESTED BENEFITS

A benefit paid by the state that depends on the income and other financial
resgurces available 1o the payee.

MEDIAN INCOME

The midpoint of the distribution of incomes.

MINIMUM FUNDING REQUIREMENT (MFR)

A legal requiremnent that, under a prescribed set of actuarial assumptions,
the svalue of assews of 2 defined benclit scheme should not be less thun its
liabilitics. l

MONEY PURCHASE SCHEME

See defined contribuden scheme,

|
i
i
|
|
|
|

NATICNAL INSURANCE EARNINGS LIMITS

National Tnsurance earnings limits are weekly, monthly or annual amounis '
fixed for each tax year. Nutional Insurance contributions are not payable by
the employce or emnplaoyer if the employee’s reckonable sarnings arce below '
the lower carnings limir (IE1). Employees pay conrtributions on

reckonable earnings over the LEL and up te the npper carnings limit i
(UEL}. Employers’ conuibutions are payable on all reckonable earnings '
above the LFIL.. Separaie limits apply for self-employed people. I
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NON-STATE PENSIONS

Pensions provided by an occupational pension scheme {including those for
public sector employees), or by & personal pension provider.

OCCUPATIONAL PENSION SCHEME

A scheme organised by an employer, or on behalf of a group of employers,
10 provide pensions and/or other benefis for, or in respect of, employees
on leawng service or on death or at retirement.

PAY-AS-YOU-GO (PAYG)

An arrangement under which benefits are paid out of cuirent
contributions and taxes, and no funding is made for future Jiabilites.

FERSONAL PENSION SCHEME

A scheme under which an individual who 1s self-employed, or in
non-pensionable employment, or employed but not a member of

an occupational pension scheme {except a death in service only
arrangement), can make pension provision. All personal pensions are
defined contribution schemes,

PRE-FUNDED/PRE-FUNDING
See funded/funding.

PRESERVED BENEFITS/PENSION

Benefits or pension arising on an individual ceasing 1o be an active
member of an occupational pension scheme and payable at z later dare,
usually the scheme's normal pension age.

PROTECTED RIGHTS

The benefits from a contracted-out delined conwibution pension scheme —
either an occupational or persenal pension - deriving from the minimom
vontributions which must be paid into the scheme as a necessary conditicn
of contracting cut. The minimum amount is the contracting-oot rebate
plus (in the casc of a personal pension) the tax relief on the employee’s
part of the rebate.



PUBLIC SECTOR PENSION SCHEME

An occupational pension scheme for employees of central or local
governmenl, a nadonalised industry or other statutory body, for example '
the schemes for the armed Torecs, crnl serviee, healih service and local

RATE OF RETURN

The percentage change in the value of an invesiment over a period, taking '
inte account both the income from it und the change in its market value. _

The difference bebwveen the rate of return of an investrment and a sclected .
measure of inflation over the same period.
II

anthority stafl, the police and fire services, and teachers.

REAL BATE OF RETURN

RETIREMENT ANNUWITY CONTRACT

An annuity contract between an insurance company or fricndly society and
a self~employed persun or someone in non-pensionable employment, which
was established before 1 July 1988 and approved by the Tnland Revenue.

SECOND-TIER PENSIONS

T'ension paid throngh SERPS or an occupational or personal pension scheme.

STATE EARNINGS RELATED PENSION SCHEME (SERPS)

The carningsrelated pension for employees paid in addition o the basic
SLALe pension,

STATE PENSION AGE

The age from which pensions are normally payable by the stale pension scheme. .

UNFUNDED SCHEME

A scheme where assels are not acenmilated in advance of the benefits
starting to be paid.

UPPER EARNINGS LIMIT {UEL)

The maximum amount of earnings (equal 1o approximately seven times
the lower earnings lirmit) on which Nadonal Insurance contributions are
payable by employees.
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Annex C - Income surveys
and definitions

In Ihis annex we;

32 d{""i[ nhe the main sources of information that we have used in our report
‘ori the incomes of mday 5 pensmners and how lhey have chang&d
recenﬂ}r, : -

' 3=" ouﬂme Lhe .dPPTE)dl:h used i in Chapter Three to compare the incomes of
. pcnsmners and those of thf: rest ﬂf the pnpu]&tmn on an -::quwalenl
mcame bas]s, and .

> show more detailed tables for single pensioners,

The Pensioners’ incomes Series

The Pensioners’ Incomes (PI) Series is published annually by the DSS. Tr s
based on sample surveys of private households in the UK People living in
residential care or nursing homes, for example, are not covered.

Participation is voluntary. The response rate is known to reduce amongst
the oldest age groups.

Consistent data have been published for each calendar year fiom 1979 1o
1993 and for 1he financial years 1994/5 and 1995 /6. Huouseholds are
interviewed once so cach year’s figures are based on different households.
Interviews arc held continuously throughout the year except arcund
general clection campaigns,

Gross income comprises cash income from all sources, including Housing
and Council Tax Benefits ({or earlier years, rent and rate rcbates and
community charge benefit} plus the value of certain forms of income in
kind, such as free meals provided by employers and (rec coal or coke in the
muing industry, Net income is gross income less income (ax, Nutional
Insurance contributions and contributions to accepatonal pension
schemes, but not te personal pensions, (It is proposed to bring treatment

of the last two types of contnibution inte line.)

Income ligures are usually shown both before and after the cost of housing

[n

M N A N O ae e

and counail tax expenditure,

With one exception, the £/ Serdes gives figures for ‘pensioner units’,
A pensioner unit is cither 1 murried couple where the man is aged 65 or
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aver, or a single person — the term ‘single’ including also divorced,
scparated or widowed people - who is aged 60 or over in the case of
women, 65 or cver in the case of men. The exception to the use of income
units is where comparisons are made between pensioners and the rest of
the population. These use the HBAT basis which is described below.

Maost of the pensioner incomc statistics used in the P7 Serdes and in this
rcport are based on the Famnily Expenditure Survey, In 18493, the DSS
started a ncw survey, the Famly Resources Survey. This is the basis for
Figure (.1 which shows detils of incomes for single pensioners under 75
and for those aged 75 or over, both according to whether they have never
marned, are widowed, or are separated or divoreed.

Figure C.1: The incomes of single pensioners, 1995/8

Single pensioners aged under 75 Singls pensionsers aged 75 or :_war"
Never Widowed Separated! Al Never Widowed  Separated!. AN
marriad divareed married - divorced
© Gross income, 160 142 A58 147 12 128 118 1 28
of which: ’ - '
State pensions L
and benefits 82 a1l a3 ad BO g g4 . © 51
Occupational : ' a
preEnsion a1 31 22 31 3z 22 - 15 - 23
Inwestment :
income 21 13 18 14 13 12 B .12
Earnings 14 7 20 11 2 2 2 2
Other incormne . * * 4 1 . * 1 .
MNet incorme BHG _—
hMean 131 118 119 120 109 107 11 107
hedian 105 100 104 102 a6 oy 101 a7
Net incorne AHC
hean 110 a7 1 o8 &89 BG 71 86
hedizn 82 72 67 71 68 £4 65 (512]

Sourge: Spedial analysis by the D55 of the Family Resources Survey for the Pension Prowvision Group
MNotes: (1) * = less than B a week,

{2} BHC = before housing costs; AHG = after housing costs.

(3} Componenis may not add to gross intoms due to rounding.

Households Below Average Income -

Householeds Betow Average fncome {HBAI) is also published annually by the
DSS. 1t is based on the same swrveys of the private household population as
the PI Series and uses siinilar methods. The main differences are as follows.

As its name suggests, HBAT results are given in terms of honsehold
incomes. 8o, for exumpie, where a pensioner shares a household with-
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whole household. The PF Serigs takes into acconnt each pensioner unit’s
own income. So a low ncome pensioner in the Pf Series may appear in a
relatively high income household in HBAL

athers, in HBAT the pensiomer is assumed (o share in (he income of the l
‘Equivalert incomes’ '

ITBAI makes an adjusrment to heusehold incomes to reflect the diflcrences

in compositdon berween households. The resulting measure of income is '
known as ‘equivalent income’. For examnple, two adults living togcther are
assumed to need beltween about 1.7 and 1.8 times the income that an adult
Tiving alome would need to achicve the same living standard. A child aged '
11 is assumed 1o require just under hall the income that a single person
househeld needs, '

11BA} figures are given in terms of the nuwmbers of individuals living in the
housclicld population, l

The Retirement Surveys

In November 1988 the Office of Population Censuses and Surveys (OPCS)
- now part of the Office for National Statistics {ONS) — began interviewing
a sample of people aged 55 to 6% about their plans for, and experiences of,
retirement and collected details of their work and pension histories.
Interviews were completed by January the next year. It is known as the 1088
Retircment Survey. The main results were published by Bone et af (19923,

A follow-up survey of the 1988 respondents was held in 1994. An analysis '
linking the tvo surveys is published in Thsney ef ol (1957).
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Annex D - Income adequacy

In this annex we IUDk al some of th: issues concernmg ddequacy zmd :1t :
" recent eﬂdcncc on pcaple 5 Expeclamms ubont their retirement mcnme LT

Absolute standards
One approach to an absolute standard of :adequaq.' is to construct a budget
nreded to support a particular pattern of expenditure. 'The Family Budget
Uit {FBU) have calculated for Agé Concern what Margarct Wynn -
borrowing an American term = called a ‘modest but adequate’ budget for
older peaple (sce Oldlield and Thirlway [1997]). The authors recognise
the difficulties in amiving at the necessary judgeinents about what is
inchuded in the budget. They adopt as a rule of thumb that *where more
than 50 per cent of households possess an item or use a scrvice, it is
included’. Their comparison appears ta be with 50 per cent of ail
households, not just pensioner households, The FBU's latest estimate is
tor 1997 - see Figure D.1.

We have also looked at how many pensioners could afford such a budget by
comparing the 1984 version of the budget with available data on pensioner
incomes in the Penstoners’ Incomes Series. We looked at data for the financial
vear 1994,/56 and for the calendar year 1979:

> for 1994/5 we found that the poorest 60 per cent of pensioners —
whether single or married - could not have afforded the ¥BU budget

from thelr incomes; and

> for 1979, when pensioners’ incomes were on average much lower, even
amongst the top 20 per cent ol pensioners, many would have had
difficulty affording the 1994 budget. Of course, a comparable budget
for 1979 might have been lower.

Another approach is to canvass public epinion. In 1991 the British Social
Attitades Survey asked people whether they thought that a married couple
living on £75 a week — a little under the standard rate of basic state pension
for a couple if the woman had optled out of National Insurance — ‘are really
poor’, ‘are hard up’ or ‘*have enough to live on’. Around a half of people
sclected “hard up’ with the rest split roughly equally between ‘really poor’
and ‘have encugh to live on’ (Askham e &l [1995]).

Huncock ef &f {199%) asked people who were in work for their views on
the adequacy of their own expected pension level. In Febiuary 1995
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- Smgfe wuman slng.fa woman Mamed coupfe : Mamed cﬂup.‘e -

Dwner-accupmr o Tenant Ow;:er-nr:cup:ers Tenanis -
. 2 : ) “Car
ST - Epw
Hﬂusmg (11 - 57.47
Gﬂuncn tax{z} Sant
.Fu I Tooee 1487
: ..:-'__.-.;1,3;11‘ L
1323
- Gl _ : _11 ?6
3- Persuna] E:EI.I'E : 676 .
‘Household goﬂds [3] 16.35 -
Heusshold aemces {4]_.'.-':.'3.-: 585
Motoring: {5);. - L A7.29.
- Fares et 409
Eeisure gmds @ 8.48
Leasme semc:e.s {7} 1618
| Pets-- ' 414 l
- Tolal experiditure 248.27
oo p1us rnmme tax {B‘,i 18.31
i income mquamd ' o : ?‘3?.34 - 18235 22941 OR7.68
o - Annual gross. - R S i o : -
. income requ.rred LT ?’ 150 S '?’,900_'_ _ 11,850 : 13,900 : .
Soureer Family Budget Llr'nt -Aprl 1987 prices . - . ; : s
‘Notes: 17 York Unitary .ﬁulhorrty AvEFAgS refls by dweilm type for Apnl 1996 {GIPFA Statisical Infarmation '
Senvice, Apr] 1896, Hausing Rent, pp 16-17} uprated io April ‘EEFEI? PFiGES by the increase over the I
previous year of 4.8 per cent (CIFRA, p2):
: ) ) {2) Councll tax referenced to Yark Unitary Authonty,
L e - {3 Costs-of durables are spread over prodoct litetimes. -
: © ) Includes telephune and postage. : I

5] Second-hand Ford Fiesta 1,100 cc hatchback )

6] Includes dally newspaper, magazines, books and lelevislon, . ' .

(7] Includes heshh-promoting activities and an annual holiday in Blackpoal [fc:-ur day package fc-r single )
pansu:nnrar sEvEn days hali-board (or pensiones .coupts),

78 per cent of those with an expected pension of £12,700 per year or more '
thought it would definitely, or probably, be adequate. Half that proportion
thought so whose expected pension was in the range £6,400 to £9,500 per '
year. Only 11 per cent of those with expected pensions below £3,000 per

year thought they would be adequate. See Figure D.2 for more defail.

The same study asked married men and married women cn middie incomes .
if they thought a pension of £6,000 per year would be adeguate. Two-thirds

of those over the age of 60 thought it would be adequate, compared with I
less than a third of those under 45 years of age. At all ages, more women
thought the pension would be adequate than mcn. See Figure I35 I
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Figure D.2: \lews on adeqguacy of expected pension by expected pension fevef

Adequacy of expected pensfon

Adequafe inadequate All
Expected Def. Prob, Tolal Prob. Def. Tatal % Sampls
pension level size
FPercenfages
up to £3,000 2 8 11 17 7e 89 100 600
£3,001-5,000 7 11 18 23 59 &2 100 155
25, (K1-6,400 i1 22 33 23 44 a7 100 147
£6,401-9 500 12 26 38 25 a7 G2 100 163
£9.801-12,700 i7 32 49 24 2y o 100 117
£12,701 and ovar a8 40 78 7 18 23 100 86
e
N0— 000 e 1 Adequate {total}
== == == -2 Jnadsquate [lotal)
a0 — —
80 T : 4
5 . -
w70 T, o
g S
5 . i i
T 60~ S
E ., . "'__.
C 50— oy
B N
B ap- .
E? Iy *
5 30 o \
20 - .
------- T2
10 -

I | | E | ) |
W Ia 3000 3005000 BS0H-6A00 064018500 D9.501-12,700 E12.701 avd v
Expaciod pansion levet

Source: OPCS Omnlbus Survey, Februany 1995, repared in Hancock et af {19835)

Motes:  (f) Del. = definitely.
Prob. = probably.
{2 Totals may not surn dug ta rounding.

A third appreach is to estimate the number of people with incomes below
. — or within a certain range of — the rates of benefit paid under Income
Support or its predecessor schemes. These rates represent the minimum
Ievel of income (after housing costs) on which Parliament expecis people
to be able to live. Bur this approach produces the perverse result thar, if
benefit rates are improved to help those on low incomes, morc people
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F;gure D 3 Effecr of age and gender Gn I:kshhcrad r::z‘ fhrnk.-ng & pensron m‘ £8, GDU a year wilt .

_ be _adequate-‘ mamred men and w-::men crn mfdd!e mcc:mss

" Bolres: OPCS Omnliols Stirvey, Febryary 1985, veperled In Hancock et of (1995) - .

appear to be poor even though many of them have higher mcomes as a

result. Official figures are no longet produced on this basis. Jtis also I
notable that the minimum income level for pensioners in the Income

Support scheme and its predecessors has generally been above the value l

of the basic state pension.

Because of the dilliculty in reaching agreement about what constitutes I
adequacy it is now not unusual for studies of low income to look al the

position of a range of lower income groups, without attempting to define

in precise terms what constitutes poverty or inadequacy. l

Relative standards '

In Chapter Three we showed the extent to which pensioners are
concentrated towards the lower end of the distibution of income for the l
population as a whole, As individual pensionets grow older, the living
standards of people in work increase, but each pensioner’s own income will
unly increase if she or he goes out to work, or it her or his savings and
investments yield high returns, or if benefit rates increase faster than prices. '

A specilic relative standard might be set as a fraction of average incomne.

Thus, [or example, the Furopean Coemmission has adepted a working
decfinition that peaple face social exclusion if their income is below half the l
national average. On the basis of the T385 HBAT statistics in 1993/4 this
corresponded to £123 a week for a married couple or £68 a week for a '
single person. Aboui a quarter of marred pensioners and a third of single
pensioners were in that position. I
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Replacement ratics

Another reladve approach is to compare a person's income just after
retiring 1o her or his pre-retirement income. These arc known as
replacement ratios. Recent research by Disney o af (1997) into the 1988
and 1994 Retirement Surveys suggests that, for people Tetiring towards the
end of the 1980s, there was a wide range in these ratios. The median ratic
was between 70 and 80 per cent, depending on the exact definitions used.
That is equal to a drop in income after retircment of between

20 and 30 per cent. But as many as a fifth of people saw their incomes

fall by over 50 per cent on retirement, whilst for one in six people their
income rose to be more than 50 per cent above its pre-retirement level.

This last statistic requires further explanation. Essentiully, the pcople whose
incomes rose after redrement were those who had low incomes betore. The
authors identify three main groups in this position:

> people in relatively unprofitable scll-employment or part-time
employment before retirement for whotn pensions represented an
improvement in their regular income,

> people whose income from investments had risen: sharply; and

3 people who were widowed between the two surveys and whose personal
income as un individual rosc as a resuli of, say, starting 1o receive a
survivor's pension or becoming eligible for means-tested benefiss.

Perhaps, more importantly, the research challenges the notion of
retirement as a single step everyone takes at u particular pointin time to
stop doing paid work. For many people retitement is a more gradual
transition. But for the vast majority of people, however, the process of
relirement is associated with a fildl in their disposable income.

Financial expectations in retirement

Disney # el (1997} found that the majority of those who retired between
the ovo Retirement Surveys correcty estimated or underestimated the level
of their linancial wealth in retitement . However, those who retired before
they had expected to werc more likely to have less wealrh than they had
anticipatcd, which may suggest that thesc individuals were unable 1o fulfil
thelr relircment savings plans.
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Annex E - Further detail on
state provision

In this annex we give further information about the way state pensions and
means-tested benelits are calculated.

State _bensions '

Basic state pension

Basic state pension is a flat-rate contributory benclit paid to men aged 65 '
and women aged B0 and over who have adequate National Insurance

records. A married woman can earn a retitemenl pension in her own right, I
or she can be entitled to a pension on the basis of her husband’s

contribution record at 60 per cent of his ralc. Widows, certain widowers

and divorced women who have reached pensionable age can use their .
spouse’s contribution record to help them ohtain a full basic pension. '

To receive a full basic pension, men must have 441 qualifving vears of
National Insurance contributions out of a working life of 49 years
{age 16 ta 64), women 39 years out of 44 (age 16 to B9).

Contributions can be credited for spells of unemployment or sickness.

Home responsibilities protection (HRP) is available for people who do not
work or whose earnings are below the {annual) lower earnings lmit
becuanse they are caring for children or Ior a sick or disabled personi. HRP
reduces the number of qualifying years needed lor a full basic pension.

Currently over 87 per cent of men qualify for a full basic pension, but only
about 50 per cent of women do. More women will get a full basic pension

in the future, as the effects build up of both the abolition of the provision

whereby marricd women could opt out of the National Insurance scheme l
and the introducdon of HRE.

Earnings-related pension I

SERPS, which began in 1978, provides an earnings-related top-up to the l
basic state pension. The riles are complex, and major changes have been
made that reduce the righis of people reaching state pension age after the
turn of the century. '
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SERPS for people reaching state pension age before April 1999 is
calculated as follows:

> for each year from 1978,/9 onwards, an 'camings factor’ is calculated for
each individual. This 1s derived from the carnings on which she has paid
National Insurance contributions. For most people, their carnings factor
calculated in this way is the sume as their earnings as an employee;

¥ the earnings factor is then revalued for each year excepl the onc before
pension age in line with the increase in average earnings. The annual
Nadonal Insurance lower earnings limit (I.F1.) for the last complete tax
year 15 then taken away [rom cach year’s revalued earnings to give a
‘surplus’ for cach year; and

* these surpluses are added up and divided by 80 to give an annual

amount.

For people reaching pension age in 1998/9 this calculation gives a pension
equal to 25 per cent of their earnings betwecn the lower and upper
contribution limits. But for people reaching pension age after April 1599,
the 1886 Soaal Scourity Act sigmificanty reduces the amount of the SERPS
pension they will receive compared to people retiring now. For people
reaching pension age in 2010, their SERPS pension will be, at most,

20 per cent of their relevant carnings. The pension will also be calculated
over a liletime’s earnings (o7 since 1978, if shorter) rather than on the best
20 ycars' earnings which was the original promise made in the 1970s.

Widows and certain widowers currently inherit their spouse’s full SERPS
entitleinent accrued up to the date of death, subject to their total SERPS
pension being no more than the maximum pension that can be paid 10
somcone at the upper earnings limit (UEL). But for the survivors of people
who die after April 2000 this is reduced 1o 50 per cent of their spouse’s
SERPS entitlement.

Annualization

The 1995 Pensions Act also made a change to the way in which the
surpluses are calculated that determine the amount of an individual’s
SERFPS pension. This will apply to people reaching state pension age from
April 2000. It was termed ‘annualization’, but is 2 further cut to most
people's state pensions, which hits the lowest paid proportionately hardest.

The present calculation revalues an individual’s total earnings (up to the
UEL) for each year in line with the increase in average earnings and then
deducts the annual LEL for the last complete tax year from each year™s
revalued earnings to give a surplus for each year. Because the LEL grows in
line with prices rather than with average earnings, a larger propertion of
each person’s earnings are ahove the LEL than would have been the case if
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the LEL had been linked to average earnings, which was the original
intention in the 1970s,

So called annualization will change the calculation so that the annuat LEL
is deducted for cach year before the revaluation described above takes
place. The effect will be that a larger deduction is made from each person’s
carnings before the amount of his SERPS pension is calculated.

Family Credit/Disability Working Allowance

Payments of Family Credit and Disability Working Allowance made from
April 1995 count as carmings lowards SERPS entidement for people who
reach pension age trom April 1999,

Contracting out

Individuals can contract out of SERPS by joining a contracted-out
occupational pension scheme if their employer provides one, or by waking
out an appropriate persenal pension (APP). The contracting-out
arrangements have applied to defined benefil occupational schemes since
1978, to definced contribution occupational schemes since 1988 and -
because of a backdating provision - 1o APPs since 1987,

Equalisation of state pension age

The 1995 Pensions Act provided for stale pension age to be equalised at
65 yezrs of age. ‘The increase in women's pension age will be phased in
between 20106 and 2020, The iead-in time means that no woman born on,
or before, 5 April 1950 will be affected, and those born between 6 April
1950 and 5 March 1955 will not be fully affected.

Non-contributory retirement pension

Non-contributory retirement pensions were initally payable to men and
woineil who had reached pension age before the National Insurance
scheine began on 4 July 1948 and who satislied certain residence
conditions. The wives, widows and former wives of men who qualilied
conld also receive this pension, provided the condilions were met und
provided they had no other state pension enttlemenl. Very few people now
receive pensions on these grounds,

Nowadays non-contributory retirement pensions are paid to people who:
> are aged 80 or over; and

* are ordinarily resident in the UK on the day they rcach 80 years of age
og, if later, the datc of claim; and
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> have been resident in the UK for (en years in any continueus period
of 20 years which includes the day before the ape of 80 is attained or any
later day.

It is paid at G0 per cent of the full basic state pension currently £38.70 per
week, to about 21,800 people.

Uprating

All siale pensions in payment — and the eammings limis for National
Insurance contributions to which they arc linked by statute — are uprated
annually by the increase in retail prices. From April 1998 the full raie of
basic pension for someone under the age of 80 and without dependants is
£64.70 per week. The lower carnings limit for Nadonal Insurance
contributions is £64 per week, the upper limit £485 per week.

Means-tested benefits

Income Support

Income Support provides cash help for people who are not required to be

available for work, whose income is below a certain level and who work less
than 16 hours a week {24 hours for partners), Only one person of a couple
living togelher may claim. Income Support is non-contributory and tax free,

The main components of Income Support are personal aullowances paid
according to age and family status and flat rate premiums for groups
recogniscd as having special needs, such as disabled people, elderly people
and [amilies. Together these are known as each person’s “applicable amount’.

For most people, to qualify for Income Support their savings must be below
£8,000. A "tariff income’ is assumed at £1 {or every £250 of savings betwesn
£3,000 and £8,000. Savings below £3,000 and the income from them are
ignored. Higher savings limits apply to people in residential care or
nursing homes,

The amount of a person’s entitlemnent is calculated by deducting her or
his resources (tariff income plus other income and carnings) [rom the
applicable amount. Certain forms of income are pardally disregarded.
For instance, income from a charitable rust is disregarded up to a
maximum of £20 per week.

Assistance with housing costs

For owner-occupiers, Income Support will cover mnorigage interest. For
tenants, the cost of rent is paid by Housing Benefil. Income Support also acts
as a passport to Council Tax Benefit, which will meet Council Tax liability.
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Assistance for disability

Any Anendance Allowance or Disability Living Allowance is ignored in the
Income Support assessment. Disability premiums can also be paid in
addition to pensioner premiums and to Attendance Allowance or Disability '

Living Allowance,

Uprating of benefit .
Unlike state pensions there is no statutory requirement to raise Income l
Support rates in line with prices. The only requirement 1s tor Minsicrs (o

review the rates annually. However, in practice, the benefit has been
uprated each year since it introduction in 1988 using the "Rossi’ index,
which is the index of retail prices less housing costs. Somne rates — including
those for pensioners — have been increased faster than the rise in prices.

Housing Benefit and Council Tax Benefit give means-tesied help for
peaple an low incomes — both in and out of work — Lo pay their rent
and/or Council Tax.

Housing Benefit and Council Tax Benefit l

The personal allowances and premiums used in the calculation of Housing
Benefit and Council Tax Benefit are the sume as those for Income Support, l
as are the disregards for certain forms of income including the full

disrepard of Attendance Allowance and Disabitity Living Allowance, l

The main diflerences from Income Support arc:

> the savings limii above which no benefit is payable is £16,000 rather '
than £8,000; and

> the wuy maximurn benefit is caleulated and the use of ‘taper‘s‘, hoth .

desctibed below.

Both Housing Benefit and Council Tax Benefit have maximum amounts of
benefit which may be paid, The maximum rent used to calculate Housing
Benefit for private sector tenants is bascd on rent officers’ determinations.

i ineligible service charges are included in the rent, then the maximum l
rent is reduced to take account of those charges. The maximum Housing
Benefit is the maximum rent (as reduced where appropriate) less any
deductions for non-dependants. Curvently, maximum Council Tax Benefit is

the full urnount of Council Tax due, less any deductions for non-dependants, I

People on Income Support receive the maximum ameount of Housing

Benefit and/or Council Tax Benefit. For pecople not on Income Supporta |
comparison is made between their “applicablec amount’ (the sum of the '
personal allowances and premiums to which they arc cntitled) and their
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income {less any disregards}. If their income does nol exceed the
applicable amount, then they are entitled to maximum Housing
Benefit/ Council Tax Benefit. Otherwise entitlement is caleulated by
working out the difference between income and the applicable amonnt,
{the "excess imcome') and:

> for Housing Benefit, subtracting 65 per cent of the excess income from
the maximum amount of Ilousing Benefit; and

¥ for Counci Tax Bencilt, sublracting 20 per cent of excess income from
the maximum amonnt of Council Tax Benefit,

The 65 per cent and 20 per cent reductions arc known as tapers,
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Government Actuary’s

|
1
Annex F - Notes by the |
|
Department 1

Demographic prospects | |

For the purpose of this note, it has been assumed that the focus is on
age-retirenmcnt provision, Although pension provision is not exclhisive to
age-retirenient, in general the main demographic impact arises from
trends in the number of people who actually {or petentiafly) qualify for
income [rom *age pensions’.

The demographic prospects are vitl for any fundamental review of the
natonal arrangemends for pensions. The overall costs of the transfers to
the older people under any pension system, however the financing is
arranged, depend on:

relative to the number of people creating the resources from which
the moncy is made available to provide the pensions; and

(b) the average amounts of the wansfers relative to Gross National
Product (GNP) per head. In view of the method of financing almost
all state schemes largely by contributions levied on workers, attention
often focuses on average earnings per carner, rather than GNP

Inevitably, demographic considerations focus on the ageing of the
population and the commeonly expressed concerns over the ‘demographic
time bomh' cavsed by an ageing population. But:
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= There has alrcady been an enormeous increase in the numbers of older
people over the past 50 years. In spite of the general increasce in the
formal pensions transfers over that period, there has not becn the
econemic collapse or social revolution which might have been expected
from the scaremongering attached Lo ‘demographic ume bombs.

% Any financial strain there might have been, has been met through
increasing GNP per head (or average real carnings) so that the
increased transters have been more easily accepted by the
waorkers/ contributers /inancers.

MNonetheless, from the perspective of penston provision in the fulare, it is
important to take the expected demographic outlaok inte account. Ii may
rcasonably be argued that the level of pension provision in the UK is likely
(o be too low relative 1o muny pensioners’ expectations in the medium and
longer term. This is the result of (he falling vale of state pensions rclative
to earnings and the reducing proportion of employees covered by good
occupational pensions. Thus there will be pressure to increase the general
level of pension provision — indeed it can be argued that the function of the
Pensions Review is to find acceptable ways of enabling this outcome to arise.

The financial impact of these extra transfers to the elderly will be
compounded by the ageing of the population, other things being equal,
The precisc scale of this demographic change is always subject (o
uncertainty, increasingly so the further into the future we look. The
following discussion is based on provisional estimates from the
Government Actuary’s Department National Population Projections for
Great Britain based on the mid-1996 population prajections.

Figure E.1 shows the population of Great Britain by broad age bands for
1997 and sclected future dates, together with the projected numbers based
on an index of 100 in 1997. 1n order to focus on the population changes
themselves, Figure F.1 shows the projected number of people aged 65 years
of age and over, rather than the number over state pension age. (The state
pension age for women will rise from €0 to 65 years of age in the period
2010 to 2020} Although not everyone between the ages of 20 and 64 is in
puid work, nor docs everyone over 65 years ol age receive a pension, the
rends in these broad age groups are a reasanable proxy for the expected
trends in the number of people who are cconomically active and the
number of pensioners. Whilst trends in early retirernent and in economic
activity of women and at young ages should not be ignored in any detailed
analysis, it is likely that such factors will be of second order relative to the
demographic trends.
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Figure F1: The age distibution of Great Britain's poputation
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The projections are basced on an assumed total fertlity rate of 1.8 in the
medium and fonger term. As this is significanty below the replacement rate,
the numhers of children are projected to [all in funire, followed with a lag of
about 20 years, by a drop in the numbers al working ages. Eventually, there
will be a fall in the number of pensioncrs, but by that time the strucrare of
the population will have aged considerably. Net inward migration for the UK
is assumed ta be about 65,000 a year from 1889,/9 onwards.

Figure 5.12 in Chapter Five shows the effect of allowing for the lower state '
pension age for womnen that will apply in the period up to the equalisation

of state pension ages in 2020, As women aged 60 years and over are treated

as retired in the early years in Figure 5.12, the increase in the women'’s

state pension age can b seen 1o offset part of the demographic ageing.

However, the relative increase in the numbers of pensioners is still l
significant.

One common preposal (o offsel the increasing relative number of '
pensioners is 16 increase the pension age after it has been equalized.

This is 2 complex issue, involving much more than simple demographic l

considerations. In particular, potendal Jabour market effects and the
impact on benefits other than retircment pension need to be taken
into account. The impact on the worker/pensioner ratio is shown in '

Figure 5.13 of Chapter Five.
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Fuiture §tﬁte pension entitlement

This nete explains further the assumplions used in Figures 5.8 to 510 in
Chapter Five 1o provide examples of the likely level of state pensions in the
future, assuming a contnuation of the current system and policies. In
order Lo avoid obscuring the issues, the illustrations are highly siylised.

Basic state pension is in principle straightforward. Most people resident in
the UK for the whole of their working lives are likely to have enulement
either 1o the full rate ar to have entilement very close to that level.

Although the complexilies of basic state pension ave ignored for this note,
they may be imporiant in specific cases and raise detailed issues. In
particular, it will be a further 20 years or so belore almost all women
retiring will have paid full National Tnsurance contributions throughout
their working lives as a result of the abeliticn of the ‘married women’s
option” in 1877, Together with the inrroduction of home responsibilities
protection and the generally higher Jevels of women's economic activity
than in carlier years, this will result in most women being entitled to higher
levels of basic state pension than is the case for women retiring in the next
20 years.

If the annual vprating of basic state pension continues to be in line with
prices, trere will inevitably be a gradual decline in value relative to
carnings, with the extent of the decline critically dependent on the level of
real earnings growth in future. The extent of this is clear m the figures.

SERPS entitlement depends on career euarnings since 1978, which obviously
differ greatly between individluals. Most (but not zll) higher earners
generally rely to a lesser extent on state provision for their retirement as
they also have some other torm of pension provision. For the purpose of
Hlustrating the impact of the fature trends in SERPS entitlement, we have
therefore used median earnings.

Figures 5.8 and 5.9 show (he amounts of state pension as percentages of
overall average carnings in the year of retirement respectively for men and
for woinen with age-specific median earnings each year in all but six years
of their potential working tives from the age of 16 to pension age.

Figures 5.8 and 5.9 illustraie several aspects of state pensions. Although the
general nature of these is now well recognised, the scale of them is worth
noting. The features include:

> the contimuing decline in basic stalc pension reladve to carnings.
Although the change from cone year to the next is small, the cumulative
cllect clearly calls into question the sustainability of policy towards
uprating the basic state pension only in line with prices, at least in the
mediom o longer term. The figures are based on an assumed 1.5 per cent

153



Wiz gl nsed pensiong — iNe Arosoncis for ponsion provizion

a year real earnings growth. If instead real earnings werc o increcase by
two per cent a year, then, by 2035, basic siate pension would have fallen
from the cwrrent 17 per cent of average sarnings to cight per cent, insicad
of the 9.6 per cent level with the 1.5 per cent earninygs assumption;

> the importance of SERPS since 1978 in offsetting the decline in basic
state pension for employees as they reach stale pension age. (SERI'S
pensions — like the basic state pension — are increascd in line with prices
once (hey are in payment.) Inevitably, the extent to which this applied in
individual cases depended upon the individual accruing SERPS
entitlements, or on the contracted-out equivalent;

> the peak of SERPS entitlements around 2000 followed by the decline in
Fowre. Initially this is as a result of the reduction in the future SERPS
accrual rate and the phasing out of the higher accrual rate for thosc
retiring in Lhe period from 1978 to 1998, In the longer term, provided
the earnings limits on which SERPS accrucs continue to be revalued in
line with prices, SERPS, too, declines as a proportion of average
earnings once relevant earnings are cut ofl by the Upper eamings limit.
Ii is worth noting that at present the upper carnings limit is only 14 per
cent higher than average male full-Uime camings; and

> for these examples, by 2035 the level of the total state pension (basic
state pension plus SERPS) is about 60 per cent of the current level
. telabive to earmings.

Effect of gaps in contribution record

It is possible to produce numerous variants on these simple examples,
although there is a rapid danger of obscuring the main issues, especially in
any fundamental review, For this note we have only considered the effect
of having complete years without earmnings or with earnings below the lower
limit. Thesc can occur at any time in an individoal’s working life, although
they are most comnon at the youngest ages from 16 years of age onwards
whilst still in education, and in the years immediately preceding state
retirement age. In general, but not always, credited contributions protect
basic state pension entitlerment.

In addition, many women have significant career breaks in the middle of
their working lives, Although the Social Security. Contributions and
Benefits Act 1992 contains provision which could protect SERPS
entitlements il such gaps are due to “home responsibilities’, i.e. looking
after children or caring for a disabled person, the relevant regulations have
not yet been ldid. As these provisions would probably fall within the
Citizenship Pension issue, it is useful to illustrate the impact of such gaps
without any compensating provisions.
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Figures 5.8 and 5.9 show the effects of gaps of three years at the start of
warking life and three in the years before state pensien age. Figure 5.10
shows the effect for married women ol an additional gap of 15 years with
no cariings from the age of 25 to 39 years. The general effect is obvious,
but it is worth noting (he scale. As SERPS forms an increasingly important
proportion of total state pension entitlement for people with around.
median carnings, and, as gaps in earnings affect SERPS much more than
basic state pension, there is a scrious reduction in longer ierm expectation.

Future prospects for the National Insurance fund

This note gives further information about the cstimates on prospects for
the finances of the National Insurance fund in the longer term. It is mainly
based on the detailced estimates made for the Pensions Bill (Tlecember
1994) and the corresponding quinguenmnial review, with adjustments to
update the estimates. We are currently carrying out the analysis which will
form the basis for the next guinguennial revicw of the National lnsurance
fund, to be complcied around the end of hc year. Although that will
inevitably resnlt in numerous detailed changes 1o the assumptions, the
gerteral conclusions are unlikely 1o be matenally affected.

The National Insurance fund operates on the pay-asyou-go principle, with
contributions set to be broadly equal o benefit expenditure each year.
Account can be taken of the expected [inancial prospects for the next few
years in order to avoid trivial adjustments to the contribution rates. The
fund is small relative to both income and outgeings — currently it is about
16 per cent of these amounts. It merely provides a cushion against the
inevitable uncertainties involved in sctting the contribution rates in
advance of the relevant year as well as a degree of hiquidity.

The financial prospects for the Matonal Insurance fund depend
critically on:

> demographic changes;

= the Jevel of flat ratc pensions relative to earnings, as the latter are the
Lasis on which contnbutions are levied; and

= changes to average benefit levels. These are projected to arise mainly
from higher female catitlement to basic pension and to the effect of the
phasing in of SERPS and changes to the SERPS accrual rates. Changes
in the level of contracling out also impact on SERPS expenditure.

In addition, labour markel changes can produce both short term

fluctuations in the financial position (e.g. sharp changes 1o unemployment
and employment) or longer term changes {e.g. trend changes in economic
activity or earnings distributions). Finally, legislative changes in reaction o
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the perceived financlal position, or for other reasons, can produce
discontinuities to trends.

As the cost of the basic state pension dominates benefit expenditre, the i
general naturc of the cffect of demographic changes follows closely on the l
population changes themselves, which are covered in the earlier note

‘Demographic Prospects’. It is rthevefore not considered further here. l

The level of basic pension relative to earnings levels follows the general
pattern dilustrated by the note "Future State Pension Entitlement”. There is, I
of course, considerable uncertainty over the assumption for the long term
average rate of real enrnings growth. Our projections, and the following
comments, are based on an average real earnings increase of 1.5 per cent a l
year. This is perhups cautious by historical standards but is not an
unreasonable assumption for the long-term future. A higher assumption l
for real earnings growth would reduce basic state pension fasler relative o ™
earnings and, other things being equal, reduce the contribution rates

needed in future to balancc income and expenditure. I

cxpenditure at a slightly faster rate than that implied by the demographic
changes. A small reduction in the level of male entdtlement will be more

than offser by increasing temale entitlement based on their own l
contribution record as a result of higher female economic activity, the
abolition of the married women's option and the introduction of home
responsibilities protection. However, as married women are the group most l
attected by these changes and they are already entitled to pensions of

ubout 50 per cent of the full rate (and 100 per cent when widowed, as

many become) bascd on their husband’s contributions, the financial effect l
is less than might be expected.

Changes to the underlying basic pension entidement lead 1o increases in I

SERFPS cxpenditure is still relatively immature. However, the changes l
legislated in 1986 and 1995 mean that SERPS expenditure will, at its
maximum relative to earnings, be only twice its level in 2000, At that point,
SERPS expenditure will be about 30 per cent of that on hasic pension. In

the long term, the expenditure on SERPS penstons from the National
Insurance fund will depend critically on the future level of contracting out, l
although the ‘Toss’ of contribution income in respect of conuracted-out

peaple must also be taken into account. '

Figure 5,14 in Chapter Five shows future benefit expenditure in constant
earnings terms. Our projections have not been adjusted to tuke acgount of
the provisional 1996-based populatdon projection. However, the general
conclusions likely to be derived [rom the table remain valid. l
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As shown in the note ‘Demographic Prospects in Great Britain” the
numbers in [uture of pecple at working ages change much less than those
al pension ages. Thus, expressing the higures in real earmings gives a useful
indication of the fulure financial pesition. The simple conclusion is that
the fall in the value of basic pension relative to carnings roughly offsets the
demographic and scheme marnurity changes up to 2030, Thereafter, as the
demographic position is projected to be more stable, the [alling value of
basic pension predominates and the costs fall relative to earnings. It is
important. to emphasize that the projecuons imply that basic pension will
be about half its current level (relative to carnings) by aboul 2040,

Figure 5.15 in Chapter Five shows the contribution rates needed ta balance
income and outgo in future with price linked and eamings linked
upratings of hasic state pension and the eamings limits for contributions
and SERPS. These figures are based on our projections for the Last
quinguennial revicw and so do not allow for the provisional population
figures and other minor adjustments to bring them fully up to date.

Trends in occupational and personal pension provision

Althiough we appear to be at a critical point in the development of pension
pravision in the UK, it is instructive to start by looking at occupational scheme
membership since 1953, (aken [rom successive surveys by the Government
Actuary’s Deparunent. (Flease refer to Figures 6.3 and 6.4 in Chapter 3ix.)

Pension coverage for male cmployees reached a platecan in the early 1960s.
Since 1983 the coverage has been falling steadily.

Fernale employees’ membership has continned to rise. In recent years,
this is likely to be the nct clfect of an increase due to greater membership
of part-tme workers offset by the general reduction in occupational

pension provision.

Anecdotal evidence snggests that there has been a switch from defined
henefit to defined contribution provision. Not only are most small
arTangements now defined contribution, but a number of major schemes
have switched to defined contribution provision for new members.

Changes in occupational scheme rules since 1991

The 1995 Government Acruary's Department survey asked schemes about
changes 10 scheme rules since the previous 199] survey, or the date of
inception of the scheme, if later. This data has not yet been rated up to
cover all schemes or membership for the UK. However, about three

per cent of schemes in the sample had either introduced a defined
contnbulion systern for some or all its members, or had changed from a
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defined benefit to a defined contributien scheme by 15995, Very few )
defined contribution schemes had introduced final salary benefits for some I
or all members or had converted to a defined benefit scheme. Around six

1 seven per cent of schemes in the National Association of Pension Funds
survey in 1996 had switched {rom final salary to defined contribution for

some or all members, or had added a defined contribution scheme in the
previous 12 months. This would suggest that there has been an increase in '
the numbers of schemes switching [rom defined benefit to defined
contribution provision, although it is dilficuli (o say whether this will '
continue once the impetus for reviewing scheme provision, because of the
regulations introduced by the 1995 Pensions Act, has receded.

Changces in the provision of schemes arise for a variety of reasons: because

of changes in legislation, attitudes of employers and cmployecs to

pensions, changes in working patterns, and so on. The most common I
change recorded by schemes since 1991 in the 1995 Survey was an increase

it the numher of part-timers eligible for membership. This is likely to have I
arisen becanse of the increase in the number of people working part-time

and because of Furopean Court of Justice judgements stating that

excluding part-timers could be discriminatory. The next most common l
change was in respect of the introduction of better terms for early

retiremnent, Reasons for this may include employers wishing to rernove the I
older workforce by making retirement more attractive and also taking into
account the wishes of more employccs who want to retire eariy. l

Over ten per cent of the sample registered an improvement in the level of
death-in-service lump sum payments. This continues a wend noted in

previous surveys. A similar number of defined benefit schemes had given I
an increase in the level of guaranieed pensions increases. This is likely to

have arisen mainly because of the effects of the Pensions Act requiring I
schemes to provide pensions increases equal to the increase in the RPE (up

to a limit of five per cent). The prevalence of scheme surpluses in recent

years may also have led to vanous improvements in benefits, including l
higher guaranteed pensions increases,

Another feature of the trend in occupational scheme provision is the
increasing complexity of arrangements. This includes arrangements such as
those which provide money purchase benclits for younger coplovees with

the option to transfer to a final salary arrangement ai a later date; final l
salary schemes with: low rates of accrual with the benefits payable topped

up through defined contribution ammangemenis; schemes which provide

final salary benefits with defined contribution underpins and vice versa;

and cafeteria schemnes which offer varying levels of benefits which normally
require differing levels of employee conmribution according to which

benefit level the member chooses.
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Trends in personal pension provision

There has been: an increase in the number of arrangements of personal
pensions for employees over the last five years, especially with regard 1o
arrangements in which contributions are received from the D55, employees
and employers and in free standing voluntary coutribution schemes,

Other types of arrangements include those where contributions are
received from the DSS and schemes not approved for Natonal [nsurance
contribution rcbates.
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Future cost bf $tate_pénsiuns

In Chapter Five we showed estimates for future expenditure on state
pensions and other National Insurance benefits and the contribution rates
that will be necded 1o meet their cost. We also noted the effects of
expressing those costs as a proporiion of all carnings, rather than just those
on which National Insurance contributions arc paid.

Those estimates were all based on cur cenual economic assumptions. Here
we show the effect of varying the main long te¥m economic assumption:
the extent to which average earnings grow faster than the rise in prices. We
also give an estimate of the future cost of state retirement pensions alone,
i.e. excluding the cost of Natonal Insurance benefits paid to people under
pension age.
We show in Figure G.1 expenditurc on all National Insurance pensions and
benefits as a proportion of the earnings of employees and seli-=employed
people, using the following assumptions about the growth of average
earnings in cxcess of prices:

¥ OIE Per cellt a year,
> 1.5 per cent a yeur; and
> w0 PET CChni 8 ¥ear.

These correspond, respectively, 1o a pessimistic, central and optimistic
assumption zbout the future growth in real earnings.
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Figure {3.1; Earnings growth and the cost of Nationa! Insurance pensions and benéﬁtsi .

Annual rate by which average eernings grow faster than prices

Yoar 1% 1.5% BT
2000 12 12 iz
2010 13 12 ";__1_" _
2000 13 1 a0
2030 . | B P L - 100
2040 ' 13 10 S
o050 ' 12 9 g e

Source: Governrnent Actuary's Department

Mete:  The table shows Ihe projecied expendilure sach year on Natlonal Insurance pensjoné and I:!-eﬁeﬁfs' :
expresscd a5 a roportion of the total earnings recelved by employees and self-employed people..

In cxamining long-term trends, we belicve it is sensible to express these
costs in relation to total earnings rather than the earnings on which
contributons arc paid. We have included in Figure G.1, as well as state
retirement pensions, the cost of Natienal Insurance benefits that are paid
to people under state pension age, such as Incapacity Benefit, the
contributory part of Jobseeker’s Allowance and widows” henefits,

Figure G.T shows, not surprisingly, that the more average earnings grow in
excess of prices the lower the costs will be expressed in this way, Were
earnings increases to exceed price increases by as much as two per cent a
year, thesc costs would fall from about 12 per cent of eamings in 2000 to
about seven per cent in 2050, Conversely, if earnings growth were only as
little as ane per cent a year above prices, these cosis would form the same
proportion of earnings in 2050 as in 2000 having, in the meantime, nsen Lo
about 14 per cent in 2030 and subsequently fallen away again.

Hwe look only at thic cost of spending on state retirement pensions, this
will lorm about nine per cent of earnings in 2000, In 2050 1t would
comprise about six per cent of earnings if average earnings grow

lwo per cent u year faster than prices, about 7.5 per cent on our central
assumption and about 8.5 per cent of carnings if average earnings grow
only one per cent a year more han prices,

In comparison to assumptions about earnings, those about other economic
factors such as unemployment have a relatively small effect within the
ranges that secrn likely to appiy.
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Future pensionerincomes -

In Chapter Nine we showed the resuolls of special projections made for us
using the PENSIM model on the basis that means-tesled benefits and
savings limits rise either in line with prices or — which we think more likely

—in line with earnings. Those projections were based on our central

assumptions aboul the economy. Here we show the effect of varying those

assumptions.

Aguin, we do this by using both a “pessimistic’ and an ‘optimistic’ case as well l

as our central projecdion. Details of the assumptions are shown in Figure G2,

Passimistic ;.. Central

' Dptfmreﬂe

case. .. ..  projection - . - Dase

s ; I e Percentages per ennum E
' Hetumcm mn.restment cver pﬁge@;_. S B 3 ) S li 5.

Growihofrents overprices © . . .0 . 0 2

Notes: - {1}

Price i mereaeee are assimed to average 3.8 per cent a year in all cases.

General trends

We look first at the projected growth in the average incomes of single and
married pensioners on each setl of main economic assumptions, As Figure
G.3 shows, the diferent cconomic assumptions have a major impact on the
value of average carnings received by pcople in work. On the central
assumption that earnings grow faster than prices by 1.5 per cent a year,
average earnings in 2025 will be zbout half as high again as they are now.

[2} Urtemploﬂ,rment le eeeumed in all cases fo be In the range of one to 1.25 milion for mest of the period.

Figure G.3: Growth in average pensioner incomes and average earrings, 1997-2025

Economic Eingla Married Average
assumptions pensioners pensicners eamings
prices earnings prices eTHITS
% %% O % %%
Optirnistic a5 80 &Y = 74
Cenitral a8 G 47 4B 52
Passlimistic 53 58 41 4 a2

Source: Projections for the Pensicn Provision Group using the PEMEIM modsl

Mates: (1) Figures show ihe extent 10 which pensioner incomes and average eamings grovw faster than the rise In

{2} "Prices’ and 'eamings’ rafer o assumptions abowr the future retes of means-ested beneflts and savings
limits. They are assurmed to Tise either in ine with pricas or in line with samings.

prices between 1997 and 2025
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On our optimistic assumption that earnings grow two per cent taster than
prices, average earnings wilt be about three-quarters as high again in 2025
as they are now. On the pessimistic assumption, the growth will be only
about a third.

Average pensionet incomes are also affected by the differences in
economic assumptions, but o lesser extent. In the central case, married
pensioners’ average incomes rise a little less slowly than average earnings,
those of single pensioners slighily more, But on our optimistic
assuinptions, the average incomes ol married pensioners grow substantially
more slowly than average carnings. ¥or single penstoners the posidon
depends on whether means-tesied benclits and savings limits rise in line
with prices or earnings. In the pessimistic case, pensioner incomes grow
substantially faster than average earnings.

To a large extent this pattern arises beeause, for many of the people who
will be pensioners in 2025, much of their pension provision has already
been determined. This applics pardcularty to people who have already
retired or arc about to. As far as average pensioner incomes are concerned,
therctore, they are to sonie extent insulated apgainst the full effect of wider
trends in the economy over the next 25 years.

The implication is alse that much of the impact on pensioner incomes of
differences in econamic performance in the next 25 years will not be fele
until well after 2025,

The distribution of pensioner incomes

We now look at the growth in pensioner incomes al differcnt points in the
pensioner income distribution. Figure G.4 shows our resulis which divide,
respectively, single and married pensioners into fifihs ranked according to

their income [evel.

The results in Figure (.4 refer to changes between 1997 and 2025 in each
fifth of the disaibution. They do not refer to the same indiwviduals in each
yeur. Thus, a pensioner in, say, the lowest fifth of the distribution in 2025 may
have seen no growth at all in their own income — or indeed a decline — even
though the average income of tic statistical category in which they appear in
2025 is projected to have increased by around 57 per cent since 1997 {central
projection, earmings uprating of means-tested benefits and savings limis}.

Differences in econonmic asstunptions have a substantial impact on the
projected incomes in 2026 of the lowest fth of the distribudon, if
means-tesied benefits and savings limits rise in line with carnings, but
much less so if they were (o rise only in line with prices. Diftercnces in
economic assumptions also have a large impact at higher levels of the

pensioner income distribution,
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Figure (.4: Growth in pensioner incomes by fifths, 1997-2025

Econpmic _ Lowest . Middie Highast Average
assurnptions fifth fifth fifth eamnings
prices earnings = prices eamings  prices eamnings

% % b % b %6 %o
Single pensioners
Optimigtic 24 71 2% 5 - 110 o f4
Cantral 23 57 25 44 _ a3 3 G2
Pessimistic 22 43 32 3B 84 85 32
Marrfad pensioners ' '
. Optirnistic - ¥ 53 54 55 .68 68 74
Centiral 27 400 4¥ 47. a4 L] 52
Pagsirnistic " 2h 30 - 42 - 42 . AG 45 32

Source: Projeclions f,or’lhe Pensfon Pravision Sroup using the PENSIM modsl

Medes: {1} Figures show the extent to which the averags incoms in ezch fifih of the single and mamisd pensioner
income distrbiutions, ard o which average earnings grow faster than the rize in prices bebwesn 1987
and 2025, : :

t2] 'Prices' and "earmings’ refer to assumptions about the fulure rates of means-lested benafits and savings
lirnits. They are assumed to fse aitier in line with prices or In line wilh eamings. Differences in this -
- assumption do nat affect the results of projections for the highest fifth.

Pensioner income inequality in 2025

We looked at peasioner income inequality in Chapter Nine in termns of the
ratio of the income of the top fifth of pensioners to the income of the
lowest fifth, considering single and married pensioners separately.

Figure G.5: Extent of pensioner ineguality

Income of top fifth as a ratio of income of Jowest fifth

Econonile 1997 L 2025
assumptions . Means-tested benefits and
| savings lmnlls vise in line with:
prices earnings
Sinagle pensfonsrs
Optirmistic 5.6 4.0
Central 3.5 52 4.0
Pesgimistic : 5.0 4.2
Married pensioners
Optimlstic 4.6 3.8
Central 3.5 43 3.9
Pessimistic 4.1 3.9

Source: Frojections for the Persion Provigion Group using the PENSIM model

Note:  Figures show the ratio of the average income of the op fifth of the single and mamed pensioner
distributions to the average incema of the lowest fifih.
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Figure G.5 shows the impact of alternative economic assumptious on the
growth in pensioner incoine ineguality that will occur by 2025, The ratio
for single pensioners is projected to rise from 3.3 in 1997 to between 4.0
and 5.6 in 2025, depending on assumptions aboul the cconomy and the
uprating of means-tested benefits and savings imits. For married
pensioners, the growth in income inequality in terms of this ratio is from
3.5 t0 between 3.% and 4.6 in 2025,

If means-tested benefits and savings limits rise in line with eamnings, varying
eCONOMIC assumptinns has little impact on the rate of growth inequality

in the period to 2025, If those benefits and savings limits were 1o rise only
in line with prices, then the rise in inequality would be greatcr in the
optimistic case, and smaller in the pessimistic case.

Projections for five-yearly intervals

Figures G.6 and G.7 show results at five-yearly intervals hetween 200 and
2025 using our central economic assuraptions and assuming means-tested
benefits and savings limits increase in line with eamings.

Figure G.6: Profected incomes at five-yearly intervals for single pensioners

400 1 o Lowest fifth 2 Fourth fifth
B Second fifth W Highest fith
00 B Middle fifth B Awerage of all single pensioners

£ per week {1897 prices)

Source: Projections for the PPG wsing the PENS niodel
Moie:  On central economic assumptions and assuming means-tested benefits fse in lIne with eamings.

16£
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'.ng_ur_’e_ G.7: Fféféq'tgd fﬁ.c-:émes_ at ﬁ_&e—yearﬂf intervais for married pen_éfonef& -

€ perweek (1997 prices) . -
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