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FOREWORD

With concerns about many aspects of the UK pension system,
both public and private, growing by the day, there has been no
shortage of commentary and criticism on the subject, as well as
a number of attempts to propose a way forward. The Pensions
Commission, under Adair Turner, has carried out a great deal
of analysis of the present structures and has put forward a range
of questions to be addressed over the coming months before the
commission’s final report is due to be published in the latter part
of 2005.

The authors of this monograph, Philip Booth and Deborah
Cooper, come from very different political perspectives, but they
have sought, through careful economic analysis, to identify some
of the fundamentals that are needed in designing a sustainable
approach going forward, and on which they have discovered they
can very largely agree. They lay bare the true nature of many of
the features (or perhaps one should say quirks) of the present
UK pension scene. These have arisen as the result of unabashed
lobbying, at some time in the past, by particular interest groups or
as a result of political favours given to appease or woo groups with
an identifiable common interest.

Their proposed ideas and solutions are presented as having
more or less universal application, rather than being solely for
the UK, although inevitably the complications of the current
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situation and practical politics regarding the possibility of making
changes may limit the scope for implementing any such ideal, be
it in the UK or in any other country. Nevertheless, the well-consid-
ered conclusions, from a closely argued and academically based
appraisal of the current complexities and disfunctionalities, do
deserve careful study. They offer the opportunity to think where
we haven’t thought before about radical solutions to pensions
problems that would not merely tamper with the symptoms but
grapple with the causes of some of the present difficulties facing
pensions in the UK.
CHRIS DAYKIN CB, FIA
Government Actuary

December 2004

The views expressed in Research Monograph 60 are, as in all IEA
publications, those of the authors and not those of the Institute
(which has no corporate view), its managing trustees, Academic
Advisory Council members or senior staff. As with all IEA publi-
cations, Research Monograph 6o has undergone a thorough
process of peer review. As one of the authors is a member of the
IEA’s staff, the review process was supervised independently by
the chairman of the IEA’s Academic Advisory Council, Professor
Martin Ricketts.

Deborah Cooper is an employee of Mercer HR Consulting. The
views expressed in this monograph do not necessarily reflect the
views of her employer.

SUMMARY

The current system of retirement income provision in the
UK needs a complete overhaul. This overhaul should not
apply just to state pensions but to the tax system surrounding
pensions, the social security system, the income tax system
for pensioners, the regulation of private schemes and
contracting out of the state pension. In many ways the
questions asked by Turner’s recent Pensions Commission
report do not lead to answers that are sufficiently radical.
The current forms of government involvement in retirement
income provision encourage rent-seeking by lobby groups
and are the result of effective rent-seeking in the past. The
elderly have special tax concessions; pensioners are given a
‘tax-free lump sum’; several different forms of social security
benefit are given to the elderly, their only apparent purpose
being to persuade parts of the electorate to vote in a particular
way; regulation and over-complex tax systems provide gains
for consultants, regulators and lawyers, who benefit from the
complexity.

The complexity of the current pensions system is also the
result of progressive reform to try to mend a broken system
and well-intentioned, but failed, initiatives, such as increased
means testing.

13



THE WAY OUT OF THE PENSIONS QUAGMIRE

14

In the current pensions system about half of all pensioners are
receiving means-tested benefits — a figure that could rise to
two-thirds in a generation — and pensioners can often receive
about ten forms of income, all with different qualification
and tax rules attached to them. The system is ridden with
disincentives to save and work.

Proposals that many pensions researchers, lobby groups

and politicians have made for a ‘citizen’s pension’ should

be rejected. The contributory principle of the state pension
should be retained, as should the principle of contracting out
of the state pension system. A ‘citizen’s pension’ system is
inherently unstable.

The state should offer a single, simple, contributory pension
benefit, payable from age 70, and a single simple means-
tested benefit that does not increase with age. Increased
compulsory pension provision is not necessary. Individuals
and schemes should be allowed to contract out of the single
state pension.

Such a reform, together with the other reforms we propose,
will restore the coherence of the pensions system and restore
incentives to save and work — including working beyond state
pension age, if an individual desires that.

There should be no special income tax allowances for the
elderly.

The pension tax-free lump sum should be abolished but
pension funds should, once again, be allowed to reclaim
corporation tax credits on dividends, thus reversing the ‘£5
billion a year tax grab’.

There should be significantly reduced regulation of pension
schemes. Solvency should be regulated only in respect of a

SUMMARY

small part of the benefits such schemes offer. Regulations
surrounding the purchase of annuities should be relaxed
significantly.

An Independent Pensions Commission should be set up.
This would have a role in certain technical matters of pension
provision to prevent manipulation by politicians. One of its
responsibilities would be to set the level of national insurance
rebates given to individuals and schemes that are contracted
out of the state pension scheme.
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1 INTRODUCTION

Much of the writing on pensions over the past twenty years has
concentrated on the issue of the unfunded burden of state pension
provision. Economic work that has been intended to demonstrate
the superiority of market provision has done so on the grounds
that private, funded provision does not lead to the problem of a
‘demographic time bomb’ and implicit government debt in the
same way that unfunded state provision can. The position of
the UK, for example, has been compared favourably with that of
many other EU countries. Writers on the other side of the debate
have tried to demonstrate either that the demographic time bomb
is not an important issue or that there is some kind of economic
equivalence between funded and unfunded pensions. These issues
are important but well researched by other authors.

There are other, equally important, microeconomic issues
relating to the role of the state in pensions policy that, until
recently, had not received the same attention as the problem of
the unfunded pensions burden.! This monograph deals with such
microeconomic issues. The authors come from two different
perspectives. One is an economist confident that market solutions

1 This has changed. The recent Pickering review (Pickering, 2002) looked at
simplifying the framework for pension provision, and recent work done by the
Pensions Policy Institute, the Institute for Fiscal Studies and the Pensions Com-
mission has also looked at microeconomic issues in pension provision.
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to economic problems are superior to centrally planned solutions.
The other is a practising actuary who believes that the state has an
important role in pension provision. Nevertheless, despite the fact
that the authors are not totally agreed on the potential solutions to
the UK’s pension problems, they do agree that the state could take
a number of actions to reduce intervention in retirement income
provision which would increase economic welfare and allow the
market to work more effectively. The tax framework for pensions
is incoherent;” the tax and benefits system works to create serious
disincentives to save and work; the way in which the government
chooses to supplement retirement incomes is far too complex;
and regulation is both intrusive and ineffective at achieving what
might be legitimate economic ends.

Reform must be radical

Many proposals to reform the state pension system have been
put forward recently. These have often involved proposals to
increase the basic state pension to reduce the impact of means-
tested benefits or proposals for compulsory pension provision so
that fewer people are likely to have to fall back on means-tested
benefits. Such solutions might, or might not, improve slightly on
the status quo. They entirely miss the point, however. The whole
system of income provision in older age, in the UK, is incoherent
from top to bottom. It encourages rent-seeking — the seeking of
special privileges from the government — by particular groups
that are very numerous in the electorate and by professionals and

2 The Finance Act 2004 has partly addressed some of the inconsistencies in the
treatment of different products.

INTRODUCTION

government employees who gain from making tax, regulatory and
social security systems more complex. Indeed, the current system
can be seen as a function of the process of rent-seeking. Free televi-
sion licences, the tax-free lump sum from pension funds, special
tax allowances for pensioners, the winter fuel allowance, increased
means-tested benefits to help the poor and special taper rates to
help those who suffered from increasing means-tested benefits
can all be seen to have benefited one interest group or another
to which a political party might find it convenient to appeal at an
election. Almost every aspect of the state pension, benefit, regula-
tion and tax system should be revisited and radically reformed.

There are so many different groups receiving special privileges
under different parts of the current system that radical reform
might lead to few net losers. People who lose from one reform may
gain from another. This may make reform easier. For example, the
extension of means testing has led to gains by groups who have
saved little. But, on the other hand, the particular income tax
system that pensioners face helps those with moderate savings.
The system has grown as if politicians, having implemented a
measure to benefit one group of people, have tried to implement
a complementary measure to benefit the net losers from previous
reforms. The result is incoherence, complexity and a quagmire.
There is certainly the potential for huge net welfare gains from
reform of the whole system.

Principles for pension reform

Our reform proposals, discussed in detail in Part 3, are based on a
number of general principles.

23
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1

There may be a legitimate role for the government in
providing a single means-tested benefit in retirement to

act as a safety net. There is no reason, however, for the
characteristics and level of that benefit to differ from the
characteristics and level of means-tested benefits before
retirement. There may also be a role for the government

in providing needs-contingent benefits (for example, cash
payments to provide long-term care for the elderly). We do
not discuss these further, however, as they should broadly
be independent of the pensions system. Similarly, we do not
discuss in detail the major non-cash, means-tested benefits,
such as council tax and housing benefits, but there is a
strong case for absorbing these into the single, basic means-
tested benefit. The winter fuel allowance and free television
licence should be abolished along with other, more minor,
discretionary payments to pensioners.

The tax system for elderly people should be no different from
that for younger people.

There is an economic case for the state to require a particular
minimum level of compulsory pension provision because

of the means-tested benefit safety net. But given our
proposed reforms to means-tested benefits, this minimum
compulsory level of pension provision need not be higher
than it is currently. The fact that we have compulsory pension
provision already is often totally ignored in the debate

about compulsion. We should not have more compulsory
pension provision than we currently do, although it should
be differently designed. The state should provide a state
pension at the minimum compulsory level, for those who
have an appropriate national insurance contributions

INTRODUCTION

record, although it should be permissible for people to make
appropriate alternative provision by ‘contracting out’ of the
whole of the state system.

Pension saving should remain outside the tax system

until pension income is received — that is, tax relief should
continue to be given on contributions to pension schemes.
There should be no arbitrary benefits given to those who
save for a pension, however. The tax-free lump sum should
be abolished. On the other hand, arbitrary taxes such as the
taxation of equity returns from equity dividends, begun in
1997, should be removed.

Given that pension saving should take place outside the

tax system until benefits are received, it is reasonable for

the Inland Revenue to place some limits on tax-relieved
provision. These limits should simply be designed to prevent
clear abuse, however. If the tax-free lump sum is removed,
there are few possible abuses of the tax system and therefore
no reason to have strict limits on pension provision given that
these impose costs on savers and providers of products.
Regulation of the solvency and investment policy of pension
schemes should be limited to those parts of schemes that
are designed to provide the minimum required compulsory
pension where people have decided to make private rather
than state provision. Beyond that, regulation can become
much less onerous and be limited to ensuring that schemes
are operated transparently.

The pension system should not institutionalise a particular
retirement age.

The level of compulsory minimum pension provision

would form the basis for any annuitisation requirements.

25
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Individuals would have to use pension funds to purchase
annuities only in so far as is necessary to provide them with
the compulsory minimum pension provision and ensure that
they are not dependent on means-tested benefits.

The above principles would allow the pension system to
operate in a free environment that should enable individuals
and families to maximise their welfare. Currently the system of
retirement income provision seems designed to maximise votes
from interest groups. The above principles for reform focus the
political and economic debate on the issue of how much income
redistribution there should be through means-tested benefits and
the degree of compulsory provision that is necessary to alleviate
the moral hazard created by means-tested benefits. It is because
these principles are enduring that any reforms based upon them
would be enduring. The principles will adhere through changing
demographic and financial conditions and proposals based on
them will not become outdated as tax levels and systems change.
Indeed, the proposals based on these principles are internation-
ally applicable although, of course, the level of any compulsory
minimum pension and the age from which it is paid may differ
from country to country.

The above principles will also contribute considerably to the
deinstitutionalisation of the retirement age. Premature part-time
working and early retirement will no longer be artificially encour-
aged by special tax, pensions and benefit systems for those aged
above 65 (or, in some cases, 60).

The proposals we have developed, based on these princi-
ples, are designed to discourage and as far as possible eliminate
the rent-seeking that the current system encourages. Few other

INTRODUCTION

authors seem to have taken on board the important principles of
public choice economics when looking at pensions policy options.
Not to do so is a serious and fundamental error.

There is one further principle on which the authors are not
agreed. One of the authors believes that the pension system
should be reformed to maximise freedom of choice in pension
provision, with funded provision, based on privately invested
contributions, established as the norm for the provision of any
compulsory minimum. The other author believes that there is a
role for state retirement income provision (through the compul-
sory minimum). For the purposes of this monograph, we work on
the basis that the state will provide a compulsory minimum level
of retirement income but, as is noted above, any individual should
be able to ‘contract out’ of the state system, with actuarially
neutral national insurance rebates being paid, assuming that it
can be demonstrated that appropriate private provision has been
made.? Contracting out could be extended to those who do not
pay national insurance contributions but still receive a pension
entitlement from the state (for example, those receiving home
responsibilities protection), although the authors disagree on how
much of an advantage this would confer on savers.*

3 Again, one of the authors would prefer to have a ‘tighter’ definition of ‘appropri-
ate private provision’ with some guarantee of the pension or the size of the fund
that would be accumulated to buy the pension.

4 Seldon (1960), in one of the earliest IEA publications on pensions, opposed
contracting out on a number of grounds. Many of those grounds are nullified,
however, if (a) contracting-out rebates are actuarially neutral and related to the
actuarial value of the benefit forgone and not to the individual’s national insur-
ance contributions, and (b) there is proper accounting for future state pension
liabilities so that a person who contracts out would receive a cash payment but
would also contribute towards an equivalent reduction in the government’s pen-
sion liabilities which would be costed and on the government’s balance sheet in a

27



THE WAY OUT OF THE PENSIONS QUAGMIRE

28

A contributory pension not a citizen’s pension

A number of proposals have been made for the development of a
citizen’s pension similar to the New Zealand model. The National
Association of Pension Funds (NAPF) has set up a committee to
look into its potential operation in the UK. The Pensions Policy
Institute (PPI) has published favourable commentaries on the
proposal (see O’Connell, 2004) and the NAPF has recently
published a report, the research for which was undertaken by the
PPI, examining how a citizen’s pension could be achieved.>

In most of the proposals, a citizen’s pension would be paid
to anybody who passed a residency test, at a level that would be
high enough to prevent a person from receiving means-tested
benefits. It is quite possible that a citizen’s pension, combined
with the abolition of the state second pension (S2P), would lead to
an improvement on the current situation. There are serious disad-
vantages with the approach, however, and its proponents seem to
have ignored completely the influence of this type of system on
the behaviour of large parts of the electorate. The citizen’s pension
would be set at an arbitrary level by the government of the day.
At any time, pensioners, who are forming an increasing propor-
tion of the electorate, could vote for its increase. Indeed, although
less likely, the electorate could vote for its abolition! The pension
would be even more politicised than it is today. A citizen’s pension
would provide an arbitrary redistribution of income, to be deter-

proper resource accounting system. With such a system, the government would
not have the incentive that now exists to give rebates that are less than actuarially
neutral.

5  See the interim report of the NAPF, produced by the PPI on 6 December 2004,
at  <http://www.pensionspolicyinstitute.org.uk/uploadeddocuments/NAPF_
TCP_Interim_Report_Master_report_6Deco4.pdf>.
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mined by the electorate of the day, from the working population
to the pensioner population.

Some proposals have been made for an independent commis-
sion to fix the level of the pension. This is not credible. Given
that the citizen’s pension would be financed through taxes raised
by Parliament, Parliament would have to have responsibility
for setting its level. There is a potential role for an Independent
Pensions Commission (see below and Part 3) but not one that sets
the level of the pension.

Instead of a citizen’s pension, we propose the maintenance
of the contributory principle of pension provision. Indeed, we
suggest making it more explicit in respect of the basic state
benefit. The government would set the amount of pension (linked
to an index, such as wages or prices) that would be accrued as a
result of national insurance contributions in a given year. The
cost of that pension would be borne quite explicitly by the genera-
tion that would receive it, through national insurance contri-
butions, at the time of accrual, like the former State Earnings
Related Pensions Scheme (SERPS) and its successor (S2P). There
would be redistribution within the system because, for example,
an earnings-related contribution might be paid to obtain a fixed
benefit, but there would be no general incentive for those accruing
a pension to vote for a higher rate of pension accrual — because
there would be an increased national insurance cost in doing so.
Of course, no parliament can bind its successor. Parliament could
vote to increase or reduce pension entitlements after accrual. But
this would be much more difficult than under a citizen’s pension
scheme because it would go against all the principles of the
system. It has proved much more difficult, for example, for the
government to tinker with accrued benefits in the SERPS and S2P
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systems that have an explicit accruals system, than it was for them
to alter the up-rating of benefits in the basic state pension system.
We also propose an Independent Pensions Commission (IPC) to
take decisions that are essentially non-political and which relate
to the protection of the value of accrued rights when changes are
made to aspects of the state pension scheme.

As well as the political economy of the citizen’s pension being
highly problematic it is very difficult to see how contracting out
of the state pension, if appropriate private provision were made,
could be facilitated. Indeed, its proponents generally wish to end
contracting out. This would be a retrograde step, removing choice
and competition and requiring large numbers of people to rely on
the state for much of their retirement income, even if they would
prefer not to do so.

It is difficult to see a single advantage in the citizen’s pension.
Its proponents cite the advantage that it is received regardless of
whether or not somebody has made contributions in their working
lives. It is not obvious why this is an advantage. It is not difficult,
under the accruals and contribution system that we propose,
which has been the bedrock of pension provision (state and
private) in the UK, to attribute notional contributions to partic-
ular groups of people who cannot make national insurance contri-
butions (as is done for non-working parents with children up to a
certain age and also for other groups in our current system). It is
nevertheless true that in a pension system based on the contribu-
tory principle some people may ‘slip through the net’ and make
insufficient contributions to receive a pension above means-
tested benefit levels. Given the ease with which it is possible to
obtain a contribution record for the basic state pension — and we
propose using the same approach for our single state pension as is

INTRODUCTION

currently used for the basic state pension — the number of people
who will be in receipt of the basic means-tested benefit will be
relatively small. It does not seem reasonable to design a pension
system that ensures that no individuals are in receipt of means-
tested benefits after retirement any more than it seems reasonable
to have a system whereby no individuals are in receipt of means-
tested benefits before retirement.

The Turner Commission

When the Pensions Commission, chaired by Adair Turner,
published its report in October 2004 it laid down a challenge to
those involved in pensions policy. Four basic policy options were
described by the commission: allowing pensioners to become rela-
tively poorer; higher taxes or national insurance contributions;
higher savings (including private pension provision); and higher
average retirement ages.

The proposals in this monograph should certainly lead to
a more soundly based state and private pension system and to
greater voluntary labour force participation by those over 55.°
They will also lead to much-reduced complexity, another problem
identified by the Pensions Commission.

In the debate on pensions, little attention is given to the possi-
bility of reducing the level of means-tested benefits. This is a fifth
policy option, although one that could be regarded as implicit in
the Pensions Commission’s first option. In 1999, the proportion of

6  The phrase ‘retirement ages must rise’ used by the commission is not a helpful
one as it gives the impression of retirement being a once-and-for-all decision. In
a free labour market, participation in the labour force may still occur, even if
people are not working full time.
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pensioners in receipt of means-tested benefits was 37 per cent. The
proportion had been falling for at least six years and would have
continued to fall as the State Earnings Related Pension scheme
matured. The Pensions Commission forecasts that, if current
policies continue, 65 per cent of pensioners will be in receipt of
means-tested benefits in retirement in 2050. The reason for this
sea change is a rise in the level of means-tested benefits that took
place from 1998 to 2003 and which is expected to continue. Most
proposals for pension reform propose raising the state pension
up to the new level of means-tested benefits. As stated above, our
own proposals are that:

» Means-tested benefit levels should be the same pre and post
age 65.

* The compulsory minimum pension requirement should
be closely related to the means-tested benefit level so that
anybody with a reasonably full contribution record will not
receive means-tested benefits.

o Itis a matter for Parliament to decide what level of means-
tested benefits to offer at all ages.

In practice, this would imply either a reduction in means-
tested minimum incomes paid to pensioners or an increase in
those paid to people before age 65. This focuses the govern-
ment’s attention on what the basic safety net is that it wishes to
provide and away from ‘buying votes’ by offering better minimum
incomes to particular groups in the electorate. Of course, needs-
based benefits could be provided to people in old age — whether
they should be provided by the state or through private insurance
is an entirely separate policy issue.

INTRODUCTION

Microeconomic, not macroeconomic

We have not estimated the fiscal cost of proposed solutions.
This is partly because the authors are sceptical of the accuracy of
macroeconomic modelling, which is necessary to estimate such
costs, and also because it is beyond the scope of our specialisa-
tions. Furthermore, we are more interested in looking at where
policy changes could unambiguously enhance economic welfare
by reducing the distortions created by current approaches: we
believe that it is the role of the pensions economist to propose
the design of frameworks for retirement income provision that
meet certain economic criteria. Nevertheless, we have indicated
where we believe that certain changes to the system would be
fiscally neutral, not allowing for other welfare gains and behav-
ioural changes. The fiscal cost of any proposal can be changed
by changing the general level of tax allowances, the level of the
compulsory minimum pension provision or the age from which
the compulsory minimum is received, and by changing the level of
the basic means-tested benefit.

The remainder of the monograph is organised as follows: Part 1
explains the current landscape of retirement income provision in
the UK and identifies some of the problems; Part 2 analyses the
problems that government policies have created in greater detail;
Part 3 proposes solutions. The reader interested only in policy
solutions could read Part 3 first and do so without any loss of
continuity, as the framework we propose is not dependent on any
particular starting point for current policy. Also, the framework
we propose can be applied to other countries: again, the interested
international reader could refer to Part 3, broadly ignoring the UK
context.
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Throughout we have used the phrase ‘retirement income’ to
describe any form of income paid to somebody who has retired
partially or fully or who has qualified for the receipt of income
owing to their age. We use the phrase ‘pension’ to describe the
payment of a life annuity, either from private sources or from
the state, from a given age. We would like to make clear from the
outset that one aspect of state intervention in retirement provision
that we believe reduces economic welfare is the incentives that
are created for individuals to retire at particular ages (or choose
full rather than partial retirement). Thus, when we use the terms
‘pension’ and ‘retirement income’ we do not intend to convey the
meaning of full income replacement from a pre-determined age.

There are two major issues that we do not discuss which are
relevant to the pensions landscape. The first, as we have already
mentioned, is the problem of non-cash means-tested benefits such
as housing benefit and council tax benefit. These are a significant
part of many pensioners’ incomes but they raise a wider set of
issues than those addressed here. The second is the extent of regu-
lation of the selling process for personal pension products. Again,
the regulation of the selling process raises a wider set of issues,
although potentially important for people saving for pensions,
across the whole of the financial sector.

Part 1
Wading Through the Quagmire

There are several main forms of retirement income in the UK.
The most obvious are state pension provision and pension provi-
sion from private sector pension schemes. The latter can be either
personal pensions or company pensions funded through occupa-
tional schemes. There are, however, a number of other forms of
retirement income. Some of these originate from private savings
and investment decisions (such as income from general savings or
income from let properties). Others originate from government,
such as means-tested benefits paid in retirement. Part 1 of this
monograph analyses the sources of pensioner income today, as
the background for the analysis of the shortcomings of the system
and of policy proposals in later parts.
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2 STATE RETIREMENT INCOME
PROVISION

Benefits paid to a recipient purely on account of age (i.e. not
related to another contingency such as disability) can be divided
into three main categories: the basic state pension, earnings-related
pensions and means-tested benefits, such as the Pension Credit.
The third category can be further divided into cash benefits and
benefits in kind (the latter including free television licences or
housing benefit). A further category, benefits that are not means
tested, are also paid to those of pension age (for example, winter fuel
allowance). In the remainder of this chapter we explain the current
pattern of income provided by the state for those of retirement age.

Basic state pension

The basic state pension s paid to all who have an appropriate contri-
bution record. It is contributory, not means tested, and its level
doesnotdepend on the earnings of an individual at retirement. The
contribution record is gained by making compulsory national insur-
ance (NI) contributions in employment, although a record will also
be given to those who undertake caring responsibilities in the home,
such as looking after children. The total contribution is dependent
on earnings up to the Upper Earnings Limit," while the pension is

1 Although this position is further complicated by the fact that there is no upper
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a fixed amount. The link between contributions and the pension
paid is therefore an imperfect one, and this system of providing
state pensions is often said to redistribute income towards the
poor. Such income redistribution is ambiguous, however, for two
reasons. Those on low incomes are likely to enter the workforce
at an earlier age and could have more years of contributions (up
to 49 years, which is five years longer than the maximum period
for which an individual has to work to qualify for a full pension).
Second, those on low incomes are likely to receive the pension
for a shorter time period (and, indeed, are less likely to receive a
pension at all) because their mortality is higher.

From April 2004, the basic state pension was paid at the rate
of £79.60 per week for single people and £127.25 per week for
couples. It is paid from age 65 (although women will continue to
retire earlier than this until 2020 and can obtain a full pension
with fewer years of contributions). Eighty-five per cent of men
and 49 per cent of women have contribution records that qualify
them for the full basic state pension. Since 1980, the basic state
pension has been indexed to increases in the general level of
prices, as measured by the increase in the Retail Price Index. The
current government has pledged that annual increases will not be
less than 2.5 per cent. Until 1978 women could opt to pay a lower
national insurance rate and not accrue basic state pension rights.
This option was then withdrawn for new entrants into the system.
Also in 1978, ‘Home Responsibilities Protection’ was introduced.
This effectively enables carers to receive national insurance contri-
bution credits (for example, if they are receiving child benefit).

earnings limit for employers and it has been removed in respect of a 1 per cent
employee’s national insurance contribution.
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These two measures will continue to increase the proportion of
women with a full contribution record in the coming years.

Second state pension

The second tier of the UK state system is the State Second Pension
(S2P), formerly the State Earnings Related Pension Scheme
(SERPS). We will describe SERPS first, as this system (although
not straightforward) was easier to understand than its successor.
We will then explain how S2P differs from SERPS.

SERPS was, and S2P remains, a contributory defined benefit
(DB) scheme, with contributions being made through the national
insurance system, as for the basic state pension. The benefit is
based on the revalued career average principle. Under the accrual
rules for SERPS, in each year in which a person pays national
insurance contributions (NICs), earnings between the lower
earnings limit (£4,108 p.a. in 2004/5) and the upper earnings limit
(£31,720 p.a. in 2004/5) are revalued in line with national average
earnings up to retirement. The total of such revalued earnings is
multiplied by an age-dependent fraction® for every year of NICs
paid. The fraction is chosen so that the maximum SERPS pension,
earned after a full working history of 49 years, represents 20 per
cent of a person’s revalued ‘relevant’ earnings.? Once the pension
starts payment, it is linked to prices rather than earnings.

2 Accrual is age dependent because full entitlement to SERPS was accelerated for
those aged over sixteen when it was first introduced. For those reaching state
pension age after 2027 the rate of accrual per year is 0.2/49.

3 Between 1978, when SERPS was first introduced, and 1988 the target pension was
25 per cent of relevant earnings and the accrual rules favoured people with bro-
ken career histories.
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Provision of pension up to the level of SERPS/S2P is compul-
sory for employed people. Membership of SERPS/S2P itself,
however, is effectively voluntary as individuals can ‘contract
out’ either by joining a contracted-out occupational scheme or
by taking out an appropriate personal pension (APP). Occupa-
tional schemes can contract out on a defined benefit or a defined
contribution basis, in which case the employer and employee pay
lower NICs. Occupational schemes that are contracted out on a
defined benefit basis have to provide a minimum level of benefit.
If they contract out on a defined contribution basis, a ‘minimum
contribution’, equal to the difference between the full and the
lower contracted-out rate of NICs, must be paid by the employer
to the member’s fund, and the government pays an age-related
rebate of NICs to the member’s fund also. If individuals contract
out through an APP both employer and employee pay full NICs
but a rebate (also age related) is paid directly by the government
to the member’s APP. There are regulations that govern how the
fund accumulated from the NI rebates can be used when members
retire. These regulations are partly designed to protect the social
security system from moral hazard (for example, they require the
purchase of particular forms of annuity).

The national insurance rebates are intended to reflect the
value of the loss of the SERPS/S2P benefit for those contracting
out. Under the SERPS system they generally did so; we will
comment further on the rebates under S2P below. In defined
contribution (DC) contracted-out schemes, the age-related
invested NIC rebate would accumulate, on the basis of reason-
able assumptions for expected investment returns, to provide
the individual with a pension broadly equivalent to the SERPS
benefit. The Government Actuary reviews the rebates every five
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years. The last review took place in 2000/1, for implementation
from April 2002.

The government has made changes to the state pension system
and the impact of these changes will evolve gradually over the
coming years. The rationale and the underlying principles are laid
out in the government Green Paper A New Contract for Welfare:
Partnership in Pensions (DSS, 1998).

Since April 2002 SERPS has been replaced by the ‘State
Second Pension’ (S2P). It is not possible to explain the S2P system
in ‘educated lay person’s terms’. We ask the reader to bear with
the authors until the end of this section, which is necessarily
complex.

SERPS accrual rates were the same at all levels of pay between
the lower and upper earnings limits, and prior to April 2002
contracted-out rebates varied only by age and by contracting-out
vehicle.# Under S2P the accrual rate varies since the state ‘earnings
related’ target pension is:

* 40 per cent (twice the SERPS target) for earnings between
the Lower Earnings Limit (LEL) and the Lower Earnings
Threshold (£11,600 in 2004/5), with those earning less than
the Lower Earnings Threshold being treated as though their
earnings equalled the Lower Earnings Threshold (LET);

* 10 per cent (half the SERPS target) on earnings between the
LET and an upper limit colloquially known as the Upper
Earnings Threshold (calculated as 3 X LET — 2 X LEL, which
will be £26,600 in 2004/5);

4 Differences in age-related rebates between occupational DC schemes and APPs
are explained by differences in expenses and the timing of payments. In con-
tracted-out DB schemes the ‘rebate’ is not age related.
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20 per cent (the same as the SERPS target) on earnings
between the Upper Earnings Threshold and the Upper
Earnings Limit.

Effectively, S2P targets a flat-rate pension (£2,997 p.a. in
2004/5 for someone with a full working lifetime) on earnings
up to the Lower Earnings Threshold; those earning less than the
Upper Earnings Threshold will receive a higher pension than they
would have received under SERPS; those earning more than the
Upper Earnings Threshold will receive the same pension as they
would have received under SERPS.

Contracted-out rebates will continue to be based on earnings
and the amount of the rebate will depend on the nature of the
contracted-out pension scheme. If the scheme is an APP then
the rebates will also reflect the different accrual rates. Members
of APP schemes earning less than the Lower Earnings Threshold
will receive an S2P ‘top-up’ to reflect the difference between their
accrual (based on the Lower Earnings Threshold) and the rebate
(based on their actual earnings). The rebates paid in respect of
members of contracted-out occupational schemes are based on a
20 per cent accrual rate only. Consequently, members earning less
than the Upper Earnings Threshold will also receive an S2P ‘top-
up’, although this ‘top-up’ might be very small for a large number
of individuals.

It was originally proposed that, from 2006/7, the earnings-
related part of the S2P would stop and it would become flat
rate only. This proposition was subject to stakeholder pension
schemes becoming successful and the government has not indi-
cated whether or not this is still to go ahead. The intention
is, however, that contracted-out rebates will continue to be
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earnings related. If this were to happen it would introduce new
incentives to contract out of S2P for people paid more than the
LET, complicating individuals’ decisions to contract out of the
S2P and making it more difficult to make long-term rational
decisions: see Part 2.

There are two main objectives of the change from SERPS to
S2P. It will create an extra state pension entitlement above the
basic state pension for those on very low earnings (including
those with certain caring responsibilities). Second, it may
increase the level of state pension (or state pension combined
with private pension purchased with S2P rebates for those who
contract out) for anybody earning up to the Upper Earnings
Threshold.

Proposals for the introduction of stakeholder pensions were
also made in the Green Paper. These proposals were enacted in
the Welfare Reform Act (1999). They involve the development of
new private pension vehicles on a defined contribution basis and
will be discussed in the section on private provision.

In principle, defined benefit pension schemes are not espe-
cially complex and SERPS was reasonably comprehensible. The
S2P system is a good example of how the state pension system
has been manipulated to achieve political goals — which may or
may not be worthy in themselves —leaving us with a system that is
virtually incomprehensible.

Aspects of the political economy of the contracting-out
system

In terms of political economy, the system of contracting out of
S2P is a very interesting one. Much has been written in ‘public
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choice economics™ about the behaviour of ‘rent-seeking groups’.
In a democratic state, organised interest groups have much to
gain from electing politicians who will distribute sums of money
(or goods and services provided through the political system) to
those groups. Such rent-seeking groups often receive significant
benefits from politicians in these circumstances. The criteria that
make rent-seeking groups successful include a requirement for the
costs of such government action to be relatively dispersed among
large groups of voters but the benefits to be relatively concen-
trated among a smaller number of voters who then have a strong
incentive to invest time and money campaigning for the reallo-
cation of resources.’ The UK S2P system makes such behaviour
less productive for interest groups, as did the much less complex
SERPS system. The benefit is defined on entry into the system and
members have to pay for those benefits through contributions.
Thus if the electorate vote themselves higher rates of pension
accrual in the system, they are also voting themselves higher rates
of national insurance contributions. Second, any individual can
opt out of the benefit on terms intended to be actuarially neutral.
There is, in effect, no government subsidy for those in the system
because anybody who chooses to leave the system will be entitled
to a rebate of taxes (in the form of NICs) notionally equal to the
value of the benefit forgone.” The contribution principle of S2P
and the contracting-out system are the redeeming features of the
UK pension system which it is worthwhile retaining.

5  See, for example, Tullock et al. (2000).

6  See also Friedman and Friedman (1985), who provide a good discussion of these
issues.

7 There has been controversy over the size of the rebates, however, first in 1997
after the increase in tax on pension funds equity holdings and more recently after
the 2001 review of rebate levels.
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More generally, the contracting-out system is an unusual but
seemingly effective method of putting the claims of those who
prefer state provision to the market test —indeed, it is also an effec-
tive way of putting the claims of those who prefer market provi-
sion to the test. Most provision of services by the state involves
either a state monopoly or state licensing of a limited number of
providers (for example, letter delivery and the provision of televi-
sion services), or else the state provides the service free of charge
at the point of delivery, such as in health and education (a citizen’s
pension would also have this characteristic). In these cases, those
who use a private service have to pay taxes for the provision of
the state service as well as for the cost of the private service. The
SERPS contracting-out system, however, is similar to a voucher
system (see, for example, Friedman and Friedman, 1980, for
an interesting and lucid discussion of vouchers in education): it
allows individuals to choose between the state service and a range
of alternative private providers.

The state can still pursue objectives of imposing the provision
of ‘merit goods’ under the contracting-out system. If it is felt that
individuals systematically underestimate the amount of pension
provision they need to make, the government may regard it as
desirable to impose a certain degree of pension provision. The
recognition that pensions may have merit good qualities or exter-
nalities attached to them leads many to the conclusion that there
should be compulsory pension provision, just as there is compul-
sory provision of education. The extent of compulsory pension
provision in the UK is defined by the basic state pension (from
which individuals cannot contract out) plus S2P. We discuss
whether there should be more compulsory provision in Part 3.
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Means-tested social security benefits in retirement

The second form of state retirement income provision is means-
tested benefits paid in retirement. There are two categories: cash
benefits, such as income support or Pension Credit (which incor-
porates the minimum income guarantee [MIG])?, and benefits
in kind or non-cash benefits such as housing benefit. Where
non-cash benefits are paid, the average level of such non-cash
benefits is over £65 per week. Different tapers apply to different
benefits (see below). All means-tested benefits are determined by
the level of household income and/or assets, rather than being
individualised.

The MIG should ensure that no pensioner aged over 60 (the
current state pension age for women) has an income of less than
£105.45 per week (£160.95 per week for a couple) from April 2004.
These amounts are greater than the Basic State Pension (BSP),
so individuals whose only retirement income is the BSP will also
receive MIG.

In October 2003 the Pension Credit system subsumed the
MIG, although only pensioners aged over 65 will be eligible for
the ‘savings credit’ element of pension credit. The savings credit
is designed so that the marginal withdrawal rate of benefit will be
pound for pound on private income received up to the level of BSP
and then 40 pence in the pound for any private income received
over the level of the BSP. Thus every extra pound of private
income earned over the BSP leads to a 40 pence reduction in the
level of benefits received. This new Pension Credit system reduces
the withdrawal rate of benefit by 60 pence for every pound of

8  The MIG is now called the ‘guarantee credit’, but we will continue to refer to the
MIG — a more descriptive name.
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private income earned above the BSP, as compared with the MIG
regime, but creates a much wider band of income over which
benefit is withdrawn. The overall impact, however, is complicated
much further by the interaction of the pension credit with non-
cash, means-tested benefits and the different treatment of couples
and single people, as well as the impact of the tax system. Pension
Credit is discussed further in Clark (2001), and we undertake our
own analysis in Part 2.

Entitlement to means-tested benefits also depends on assets
or capital accumulated. Savings are deemed to yield a weekly
income of £1 for each £500 in excess of £6,000, which is added to
other private income for the purpose of calculating means-tested
benefits.

Non-cash means tested benefits in retirement

A considerable proportion of means-tested benefits is paid in ‘non-
cash’ form. The major non-cash benefits are council tax benefit
and housing benefit. Full council tax and rent are rebated for all
those who have income up to the MIG. The capital qualifications
are different from those relating to MIG and Pension Credit. An
individual who has capital of more than £16,000 does not receive
housing or council tax benefit. Those eligible for the MIG lose 65
pence of housing benefit and 20 pence of council tax benefit for
each £1 of income above that threshold. If they are also eligible
for savings credit, then the marginal tax rate experienced is 91 per
cent. This further extends the reach of means testing, with high
levels of benefit withdrawal at incomes significantly above the
Pension Credit limit.

There are other difficulties with housing benefit. For older
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people, it is not needs based. This means that pensioners receive
the full level of benefit for living in houses that are bigger than
their needs: there is no incentive for them to reduce their housing
use unless the marginal value of extra space to the occupier is
zero.

Non-means-tested social security benefits in retirement

In recent years, non-means-tested social security benefits have
been introduced for individuals and households of pensionable
age. There is a winter fuel allowance of £200 (rising to £350 at age
80). This should be regarded as a cash benefit, rather than a non-
cash benefit, because it is paid at the same rate, regardless of the
amount of winter fuel consumed. To qualify, an individual must
be aged 60 or over and resident in the UK. A free television licence
is given to any household that has a member over the age of 75.
This is a non-cash, non-means-tested social security benefit: it
would not be paid to somebody who did not own a television.

Total government spending on income provision in old
age

Total government spending on income provision in old age is of
the order of £75 billion per year, although the classification of
some of this spending can be disputed. The government suggested
in its 1997 Green Paper that total spending would increase by
£0.5 billion per year in the short term and £5 billion per year in
the long term as a result of reforms proposed in the Green Paper
and now enacted. The long-term effects are particularly hard to
estimate, however, because of the possible impact of increased
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means-tested benefit provision and the impact of other measures
(such as the withdrawal of tax benefits from pension funds in the
July 1997 Budget) on private pension provision. If these policies
reduce private pension provision, state expenditure on means-
tested benefits may increase more than expected.

Government statistics show the following payments made to
pensioners in the fiscal year 2002/3:

Type of Benefit Expenditure
SERPS rebates' £11.1bn
Payments of basic state pension® £38.4bn
Payments of SERPS pensions* £6.1bn
Payments of non-income-related benefits>  £10.8 bn
Payments of income-related benefits* £10.9 bn

1 Source: Report by the Government Actuary on the Drafts of the Social Security
Benefits Uprating Order 2003 and the Social Security (Contributions) (Re-rating
and National Insurance Funds Payments) Order 2003, <http://www.gad.gov.
uk/publications/docs/2003uprating.pdf>

2 Source: DWP Benefit Expenditure tables, 2003, <http://www.dwp.gov.uk/
asd/asd4/Tables.xls>

SERPS rebates are rebates of national insurance contributions
for people who had contracted out of SERPS. They are essentially
a return of NICs rather than a form of government spending, as
explained earlier.
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3 PRIVATE RETIREMENT INCOME
PROVISION

Occupational pension provision

Occupational pension provision is undergoing substantial
changes, but it is still the case that the largest schemes are defined
benefit, providing a pension based on salary at or close to retire-
ment and depending on the number of years’ membership of
the scheme. The most common accrual rate in defined benefit
pension schemes in the private sector is 1/6oths. In the public
sector 1/8oths is more common, but members accrue a lump-sum
benefit in addition to their pension, so that the overall rates of
accrual are similar.

There is no obligation on employers to establish occupational
pension schemes and, when they do establish schemes, member-
ship cannot be made a condition of employment.' Schemes are
usually set up under Trust Law and have benefit and contribution
arrangements that comply with the Income and Corporation Taxes
Act 1988, so that contributions are made out of pre-tax income
and investment returns are not subject to tax in the hands of the

1 Membership of an occupational scheme could be made a condition of employ-
ment until 1987, when compulsory membership was prohibited under the 1986
Social Security Act. A recent Green Paper considered whether employers should
be given this right once again (DWP, 2002), but there are no firm plans to revive
the right.
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pension fund, although, as is discussed in Part 2, no tax reclaim
can now be made in respect of taxed income from equity invest-
ments. While the employer is responsible for the scheme’s estab-
lishment and pays (directly or indirectly) towards the benefits it
provides, scheme trustees are responsible for its management.

Under Trust Law, trustees are obliged to act in the best inter-
ests of the members of the scheme. The 1995 Pension Act codified
some of the obligations of trustees with particular regard to occu-
pational schemes, including trustees’ responsibilities as inves-
tors of the scheme’s assets and their responsibility for ensuring
the proper funding of the scheme. It also restricted who can be a
trustee. The Pensions Act 2004 has extended some of these codifi-
cations of trustees’ duties.

The level of regulation and control of benefits imposed on
occupational schemes has increased significantly since 1978, when
schemes were first permitted to contract out of SERPS. This has
led to a move away from defined benefit (DB) towards defined
contribution (DC) occupational provision, although there are also
other reasons for this trend. In the past five years the majority of
new occupational pension schemes have been DC, while many DB
schemes have been closed. Based on the experience of companies
in the FTSE 350, the number of companies with open DB schemes
(not necessarily open to all employee groups) had fallen to 40 per
cent by the end of 2003 (from research by Mercer HR Consulting
available at <www.mercerhr.com>).

Usually employees are expected to contribute about 5 per cent
of pay to a DB occupational scheme while the employer meets the
‘balance of the cost’. This means that, in theory, the employer has
an open-ended commitment to the scheme. The financially signifi-
cant risks are from lower than expected investment returns and
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increased longevity, and employers might be expected to make
additional contributions to meet any shortfall in assets relative
to liabilities. To a certain extent the employer can control this
cost either by limiting salary growth or, in extremis, by closing the
scheme. Since June 2003, however, solvent employers have been
obliged to pay to buy out defined benefit liabilities if they wind up
a scheme, making it unlikely that many employers would pursue
this course lightly. On average, in 2002, employers contributed
about 12 per cent of pay to DB schemes.”

In a DC scheme the member effectively meets the balance of
the cost, since the employer pays a fixed contribution and the
member takes the risk that investment performance will be lower
than anticipated. The average contribution rates to occupational
DC schemes are 5 per cent by the employee and 6 per cent by the
employer.?

Although occupational DC schemes are established under
trust and share some of the regulations of DB schemes, since they
do not raise the expectation of a guaranteed level of benefit at
retirement the regulations that apply are much lighter. Employers
replacing a DB with a DC scheme save on the expense and risk
of running a DB scheme, and at the same time have taken the
opportunity to cut employee benefits (while, arguably, making the
employee benefit package more transparent).

DC schemes do not provide good benefits upon death
before retirement, since the accumulated fund at the time of
death will generally be small relative to need at that time. The
majority of schemes, however, provide insurance benefits along-

2 NAPF (2002).
3 Ibid.
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side the occupational scheme, which can compensate for this
shortcoming.

Occupational schemes must give members the opportunity to
pay additional voluntary contributions (AVCs) into an investment
facility provided by the scheme in order to enhance their pension.

Stakeholder and personal pensions

Individuals who are self-employed, choose not to participate in a
company arrangement or work for a company without a company
pension arrangement may save for their retirement in a personal
pension plan. A personal pension is a savings vehicle that qualifies
for special tax treatment (again, see Part 2 for a full discussion of
the tax treatment). In return for this special tax treatment, certain
conditions have to be met relating to contribution limits and the
form in which benefits can be taken. It is intended that benefits
are taken as an annuity, although 25 per cent of the fund can be
taken as a tax-free lump sum and limited income drawdown*
is permitted. In principle, personal pension plans and defined
contribution company pension schemes are very similar, although
there are many practical differences (see Part 2).

Stakeholder plans, which are a special category of personal
pension plan, were introduced by the Welfare Reform and
Pensions Act 1999 and have been available since April 2001. Stake-
holder plans are more heavily regulated than personal pensions.
In particular, they must have:

4 Income drawdown occurs where the fund is not used to buy an annuity upon re-
tirement but income is taken from the fund which otherwise remains invested.
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a maximum level of charge;

a low minimum contribution;

freedom to stop and start contributions without penalty;
freedom to transfer the fund to another company without
penalty; and

5 minimum levels of disclosure.

AW N =

From October 2001, employers with five or more ‘relevant’
employees must provide access to a stakeholder scheme and
administer payroll deduction to the scheme if requested by an
employee. The government hopes that they will form a cheaper
vehicle than standard personal pensions so that those in low-to-
middle income groups will be encouraged to save in them.

It remains to be seen whether stakeholder pensions will lead
to an increase in private pension saving among low-to-middle
income earners: there are a number of potential impediments
to this discussed in Part 2. Between April 2001 and August 2003
about 1.25 million stakeholder pensions had been sold. About
a third of these, however, are in respect of transfers from other
pension arrangements and the monthly rate of sales has fallen
(ABI, 2003). It is also difficult to determine how many of the
stakeholder plans have been sold to ‘non-target groups’ such as
children or spouses of individuals with a high income, although
the ABI analysis estimates that only 3 per cent were provided for
those not of working age.

More generally, reliable data on the number of employees
and self-employed in each type of private pension scheme is

5  ‘Relevant’ employees are, very broadly, all employees who have worked for their
employer for more than three months and do not have access to an occupational
pension scheme or personal pension scheme to which the employer contributes.
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Table 1 Current pension scheme membership by age and sex

(percentages)
Employed Self-employed

Men full time
Occupational pension 55
Personal pension 19 64
Any pension 66
Women full time
Occupational pension 60
Personal pension 12 54
Any pension 66
Women part time
Occupational pension 33
Personal pension 9 38
Any pension 39

1 The percentages holding some type of pension do not sum to the percentage
holding any pension because some people will hold more than one type of pension.
2 Self-employed percentages include people who have had a personal pension plan
but are not currently contributing to it.

3 Self-employed men include both full- and part-time workers.

Source: ONS, 2004

not readily available. There tends to be a great deal of double
counting, since some individuals have been members of a
number of schemes. For example, someone could be a member
of more than one personal pension scheme and also have a
deferred occupational pension. In addition, an individual can
be a member of an occupational scheme while making AVCs
to provide extra income on retirement. According to GAD
(2003), however, 10.1 million people in the UK are active
members of occupational schemes (this would include defined
benefit and defined contribution schemes) and about 10 million
personal pensions are held (but this would include some double

55



THE WAY OUT OF THE PENSIONS QUAGMIRE

56

counting). Table 1 shows the proportion of people in different
groups who have some pension saving.

The market value of all self-administered pension fund assets
is approximately £550 billion.® This, however, excludes personal
pension fund assets (which are classified in official statistics as
part of the assets of other financial institutions such as insurance
companies). The recent history of government statistics relating
to occupational pension provision makes it difficult to be confi-
dent about the current value of funds and recent trends in their
growth.

6  Estimate, as at December 2003, provided by Mercer HR Consulting Limited,
based on FRS17 disclosures for FTSE350 companies.

4 SOURCES OF RETIREMENT INCOME

State benefits provide most of the income in retirement for
large numbers of people, but it is possible for an individual to be
in receipt of income from all the sources discussed in Chapters
2 and 3. Table 2 shows the actual and projected distribution of
income between sources for a single pensioner on ‘median’ income
in 2000, 2025 and 2050.

The figures for 2000 and 2025 are taken from Kumar and
Ward (1999). The estimates for 2050 were extrapolated from those
figures using the Government Actuary’s population projections
and are updated from similar projections published in Booth,
Cooper and Stein (2000) to allow for the introduction of S2P and
the Pension Credit.

There are four significant changes in the distribution of provi-
sion over time. These arise from:

1 the fallin the value of the basic state pension relative to
earnings;

2 the replacement of SERPS by S2P;
the assumed increase in income from personal, or
stakeholder, pension plans;

4 anincrease in the amount of means-tested benefits provided.

The income distribution projected by Kumar and Ward,
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Table 2 Individual on median income: sources of retirement income

2000 2025 2050
Basic state pension 53.4% 39.3% 21.5%
S2P/SERPS/GRB 9.2% 24.8% 21.6%
Occupational pensions 9.3% 9.9% 7.8%
Investment income/personal pension/
stakeholder pension 5.1% 9.6% 21.0%
Earnings and other income 0.5% 0.1% 0.1%
Income support and housing benefit ~ 22.5% 16.3% 28.0%
Total income (£ per week) 105.60 143.70 263.10

which was produced by a model called PENSIM, estimates that
the proportion of income provided by the state will fall between
2000 and 2025. Our estimates' imply that the likely effect of the
changes to state pensions and the introduction of the Pension
Credit will be to reverse this trend in the very long term.

Differences in income sources across the income
distribution

Figures in the Pensions Commission report published in October
2004 suggest that 64 per cent of pensioner incomes came from
the state in 2002 (57 per cent if government occupational schemes
are classed as private sources). This is not inconsistent with the
position of the person on median income above because the
income of the person on median income is less than the mean level
of income and state provision is concentrated in lower income
groups.

More detailed cross-sectional data, grouping the population

1 Calculated by projecting forward the PENSIM estimates allowing for S2P and
Pension Credit and assuming that benefit structures, rates of inflation and earn-
ings growth, and levels of uptake of means-tested benefits, remain the same.
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Figure 1 Distribution of single pensioners’ incomes, 2025
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Source: PENSIM, Developing Dynamic Simulation, Government Economic Service Working Paper no.
136, 1999

by quintile, shows a picture where private pension provision
is concentrated in particular groups whereas state retirement
income provision (of various types) is the major source of income
for those on low earnings.

The projected income distribution by quintile for 2025 and
2050 is shown in Figures 1 and 2. These charts also show the
different sources of income for different groups within the income
distribution spectrum.

This analysis is important because it is a government objective
to increase the reliance on private retirement income sources for
those in the lower quintiles. In A New Contract for Welfare (DSS,
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Figure 2  Distribution of single pensioners’ incomes, 2050
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1998), the government states that it wants to shift the share of
pension provision from the current ratios of 40 per cent private
and 60 per cent state to 60 per cent private and 40 per cent state.
This was one of the main objectives of the major changes to the
pensions and welfare systems that resulted from the Green Paper.
Table 2, together with the analysis of incentives for private retire-
ment income provision in Part 2, shows that this is unlikely to be
achieved. In so far as there is a movement in the direction that the
government has stated it would prefer, it will probably bypass
those in lower income groups. As we shall see later, any indi-
vidual on moderate earnings without access to an occupational

SOURCES OF RETIREMENT INCOME

scheme is unlikely to have an incentive to make private retirement
income provision. Figures 1 and 2 confirm that, even on conserva-
tive assumptions, there is projected to be a considerable increase
in means-tested benefits for the second and third quintiles (the
government’s target group for the new stakeholder pensions).

Specifically, it can be seen from Figures 1 and 2 that retirement
income provision is likely to continue to be predominantly from
the state for all but the top 20 per cent of the income distribution,
with the next 20 per cent receiving a considerable proportion
from both state and private sources. There is certainly no sign of
the reversing of the proportions of private and state income provi-
sion that the government seeks. This is not surprising given that
means-tested benefit systems have now been developed which pay
benefits to over half the retired population, a proportion that will
rise to two-thirds on most projections.
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5 COMPARISON WITH RETIREMENT
INCOME PROVISION OVERSEAS

A brief analysis of international pension provision will be
useful in providing background and context for the UK position.
The starting point for analysis of pensions systems is often the
‘pillar breakdown’. Hagemann and Nicoletti (1989) divide pension
provision into three tiers or ‘pillars’. Pillar one is state provision
financed using a pay-as-you-go system. Pillar two is compulsory
private provision. Pillar three is voluntary pensions saving above
and beyond pillar two.

The major difference between the UK system and that in most
of continental Europe is the extent of pillar one provision, which
in the UK is limited to the basic state pension, set below subsist-
ence levels and augmented by means-tested benefits. SERPS/S2P,
although provided by the state, is probably better described as
pillar two provision as it defines the minimum required private
provision for individuals who contract out." Pillar two is limited
to the benefit from accumulating the contracted-out rebate or the
minimum benefits that have to be provided if contracting out is
on a defined benefit basis.

The different pillars need not be completely separate. Workers
who are members of a contracted-out defined benefit occupational

1 Although because national insurance rebates are now significantly less than the
actuarial value of the S2P given up as a result of contracting out, it is likely that
there will be a gradual erosion of the contracting-out principle.
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scheme, for example, are likely to be receiving benefit levels within
that scheme which combine the compulsory minimum pillar two
provision with voluntary pillar three provision.

One measure of the extent of pension provision is the ‘replace-
ment rate’, which measures pension benefits as a percentage of
final wages. Kenc and Perraudin (1997) produced some compre-
hensive work on the replacement ratio and the different forms
state pensions systems took in different EU countries, but here we
use figures from O’Connell (2003) and Daykin (2002) which are
more up to date.

In Ireland, Australia, New Zealand and the UK, spending on
state pensions is less than 5 per cent of GDP, and the replace-
ment rate of the state pension is between 25 and 35 per cent (it is
approximately in the middle of the range for the UK). The USA,
the Netherlands, Denmark and Sweden provide a replacement
rate of between 40 and 50 per cent and all spend between 5 and 10
per cent of GDP on state pensions — except the USA, which spends
less than 5 per cent. Spain, Germany, France and Italy provide
a replacement rate of between 65 and 75 per cent and spend 10
per cent or more of GDP providing state pensions. The replace-
ment rate of total income (private income, state pension and state
means-tested benefits) for those over age 65, in the UK, is 78 per
cent, which is approximately average for OECD countries. This
reflects the greater private provision in the UK but also greater
non-pension, means-tested benefits. S2P will increase the replace-
ment rate provided by the state for low earners, particularly those
paid less than the Lower Earnings Threshold, although the contri-
bution of the BSP will steadily decline as this is linked to prices.

State pensions are not generally pre-funded, in that a separate
fund of investments is not held to meet future obligations. The
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level of unfunded pension debts will depend on a number of
factors other than the replacement rate — for example, the demo-
graphic profile of the population; the terms on which a pension is
received; the age from which a pension is received; and the ‘gener-
osity’ of early retirement benefits. There are great differences
between OECD countries in each of these respects. For example,
each of Germany, France, the Netherlands, Spain and Sweden has
indexation of pensions to average wages post retirement — in the
UK, indexation is to prices, even for S2P; France has a retirement
age of 60 as well as extremely ‘generous’ early retirement provi-
sion (thus lowering the effective age from which it is possible to
receive a state pension). One illustration of the different demo-
graphic profiles is that, in Spain, the proportion of people over 65
is 50 per cent greater than in Ireland.

Private pension arrangements also vary between countries.
Arrangements in the EU are discussed in Daykin (1998, 2002).
They are often known as ‘complementary provision’ because
they tend to supplement rather than replace state provision.
In Germany, it is common for private pension schemes to be
financed through ‘book reserves’. Instead of independent funds
being set up, which is the norm in the UK, employers promise
to pay future pensions and make provision for those pensions
on their balance sheets. This can provide less security because, if
the employer becomes insolvent, any assets set aside for pension
provision may be lost as well. Consequently, part of the benefit
has to be insured.

In France, there is compulsory membership of industry-based
‘pay-as-you-go’ schemes. The pensions for today’s pensioners are
financed from the contributions of today’s active members, rather
than from the investment of previous contributions. Throughout
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Europe there is a diversity of systems and institutional arrange-
ments. Reform of pension systems in many EU countries is taking
place. Attempts are being made to limit pensions, raise retirement
ages and, in particular, reduce early retirement incentives. Reform
is not, however, changing the landscape dramatically.

Systems also vary outside continental Europe, but many
of the more recently reformed systems rely on defined contri-
bution, privately funded schemes with a minimum compul-
sory contribution. The Australian system, for example, has a
‘quasi-compulsory’ minimum employee contribution towards
a superannuation scheme of 9 per cent. Only 17 per cent of
employees are members of defined benefit schemes. Most of the
rest belong to defined contribution schemes. Schemes are often
run on an industry-wide basis with trade union and employer
trustees. There is a strong incentive to take a lump-sum retire-
ment benefit (which can be up to 100 per cent of total benefits)
and thus maximise means-tested benefits from the state later in
retirement (Knox, 1998).

Many individuals in the USA hold ‘individual retirement
accounts’ or 401(k) plans, which are defined contribution pension
accounts that allow deferral of income tax. By the end of 2002
some estimates set 401(k) balances as high as $2.4 trillion (Hewitt
Associates survey, Hot topics in 401(k) plans, 2002). Employer
contributions to 401(k) plans are often made to match or supple-
ment employee contributions. Employers” contributions can be
made in the form of its shares, which can result in the exposure
of significant pension savings to the fortunes of the employee’s
company. Withdrawals from 401(k) plans can be made at any
time, although there may be a tax charge if the funds are not rolled
over into another retirement plan.
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The US social security retirement plan (known as OASI
— old-age and survivors’ insurance) has its origins in the Social
Security Act of 1935. Major reform of the system was undertaken
in 1983 (see Diamond and Gruber in Gruber and Wise, 1999). The
reforms included a phased increase in the retirement age to 67,
which will apply in the 2020s. Various reforms increased benefits
significantly in the 1970s (often this was unintended, for example
as a result of the over-indexation of benefits). Flexibility is allowed
in that individuals can retire on increased benefits after the
normal retirement age or on reduced benefits before the normal
retirement age. Taxation of a proportion of social security benefits
was also introduced.

Social security pensions are financed from a payroll tax, which
is levied on earnings. The retirement pension is determined by
earnings in the qualifying period, which are up-rated according
to national average earnings. Total revalued qualifying earnings
are then multiplied by scaling factors determined in such a way
that the replacement ratio of pension to final salary is likely to fall
significantly as income rises: a form of means testing. Replacement
ratios fall from around 50 per cent for low income earners to 24
per cent for those who earn the maximum salary on which social
security taxes are paid throughout working life. There is consid-
erable income redistribution within the system. Given Bush’s
re-election it seems likely that a form of ‘contracting out” will be
developed whereby part of an employee’s social security contribu-
tions will be diverted to private retirement saving schemes.

The Chilean system, described in Pinera (1998), has provided
a model for a number of other countries in South and Central
America, as well as in Central and Eastern Europe. Reforms to the
Polish system that have some of the characteristics of the Chilean
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system, for example, are discussed in Stroinski (1998). Chile had
had a state pension system since 1925, but by the late 1970s the
contribution rate had risen to 20 per cent of total payroll, despite
a low level of benefits. The Chilean system was then reformed in
1980. Schemes are privately run, but follow a state blueprint that
includes a high level of regulation. Employees have to contribute
a minimum of 10 per cent of earnings up to the first $22,000
of earnings. There are then tax incentives to contribute up to
a further 10 per cent of earnings. The contributions are paid to
a defined contribution plan. The state guarantees a particular
minimum pension and, if the accumulated fund does not buy a
sufficient annuity at retirement, it is ‘topped up’ by the govern-
ment. Chilean private pension funds now total 30 per cent of
national income.

The countries that have adopted a Chilean model could be
described as having a ‘corporatist’ approach. The system has been
designed by the state, with quite rigid conditions in many cases,
but is run in the private sector. This approach is at the root of a
number of recently reformed pension systems throughout the
world. The UK system is very much influenced by the state but
still has many features that have evolved in a pluralist, liberal
private sector, such as a diverse range of institutional and benefit
structures. At the same time, though, the UK has a complex regu-
latory and tax system together with a highly complex interaction
of means-tested benefits and pension income.

Thus there is a tremendous variety of pension arrangements
around the world, depending, inter alia, on the size of the private
and government sectors, the attitude to regulation, the level of
means-tested safety nets, the level of trade union involvement, the
ability of private capital markets to survive the two world wars and
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the tax system. In some countries there are simple, predominantly
private systems that operate in a strict framework of rules
defining membership, policy terms, etc. (for example, Chile and
Australia); in other countries there are relatively straightforward,
over-arching state schemes with little role for the private sector
(as is the case, for example, in much of continental Europe). The
authors believe that, in the UK, reform is possible, enabling return
to a simpler deregulated system in which the state plays some role
but in which there is a wide variety of forms of private provision.
O’Connell (2003) concludes that, “The UK has one of the most
complex state pension system [sic].” It is not clear, however, that
there are obvious lessons from abroad. Different pensions systems
have different combinations of problems, including: high contri-
butions rates; an unfunded pensions burden; high administrative
costs; complexity; discouragement of private initiative; low retire-
ment incomes; and encouragement of early retirement or inca-
pacity. There is no one system that can obviously be transplanted
from another country to the UK.

6 ISSUES FOR FURTHER ANALYSIS

In Part 1 we have described a system of retirement income
provision that appears complex, with many of these complexities
being imposed by government. The unnecessary complexity of the
pensions system arises partly from attempts to micro-manage the
incomes of individuals in different circumstances. The complexity
can be illustrated by reference to a simple case. A widow, who
had a considerable period out of the labour market to bring
up children and who had just two jobs during her working life,
could easily be in receipt of: a basic state pension, state second
pension, pension credit, council tax benefit, housing benefit,
two occupational pensions, a personal pension, a free television
licence and winter fuel allowance. That would be ten sources of
income, probably adding up to less than £10,000 per annum, for
somebody in relatively straightforward circumstances. Seven of
those sources of income would come from the government. The
number of income sources could easily be greater, and we have
ignored income from general savings (such as ISAs) and needs-
based benefits such as those provided for long-term care. We have
also ignored the separate sources of defined contribution pension
income that can exist under different tax codes. If her total income
were considerably higher, only three of those sources of income
would be removed, but the number could easily be expanded if
the individual had more than two jobs. It is difficult to see any
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economic rationale for the state to provide more than two forms
of state retirement income (a state pension and means-tested
benefits).

In Part 2 we will look in greater detail at the problems arising
from the system of retirement income provision in the UK and
identify more precisely policy issues that need to be addressed. In
Part 3 we will make policy proposals. Specifically, we will address:

* whether the interaction of the tax system and means-testing
system creates serious disincentives to save, as well as an
overly complex system;

* the underlying logic of the tax system for pensions and
whether the principles on which it is based can be improved,;

 whether the role of the state in retirement income provision
can be simplified and reduced;

o the regulatory system for pensions and how this can be
simplified to reduce the costs of bureaucracy to the state
and time costs within the private sector, as well as how it
can facilitate more rational economic decision-making by
individuals and companies;

 whether individuals (perhaps through collective groups,
including trade unions) should be enabled to contract out of
further parts of the state pension system;

» whether there should be further compulsory pension
provision;

» whether we should try to decouple tax, pensions and social
security policy from being age dependent to facilitate greater
choice of retirement age and retirement income patterns.

Part 2
The Problems of the Quagmire

In this part we analyse some of the problems caused by the
pensions quagmire in greater detail. Means testing, contracting-
out provisions, tax regulations and the plethora of different
income sources all add to the complexity. Some of these chapters
(particularly Chapter 7 and Chapter 8) are necessarily complex.
We have simplified the explanations as far as possible but do not
wish to leave parts of the system, or their economic implications,
unexplained. As was noted in the Introduction, however, the
reader interested only in the policy issues could move straight to
Part 3 without any loss of continuity.
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7 DISINCENTIVES TO SAVE AND TO
WORK - MEANS TESTING

Means testing is expected to encompass up to two-thirds of
the retired population, in the coming decades, as a result of the
introduction of Pension Credit. Many people, particularly those
on low earnings, might choose not to save since they expect to
be entitled to means-tested benefits in retirement. Those who do
save could find that they are no better off in retirement, having
had to consume less while in work than they could have done, as a
result of saving. Means testing is often viewed as punishing thrift.
The issue of means testing has been well covered in the literature,
although not all authors have come to similar policy conclusions
(see, for example, Clark, 2001; Willetts in Deacon, 2002; Field in
Deacon, 2002; and Simpson, 2003).

Means testing also introduces work disincentives. If indi-
viduals perceive that further saving is unlikely to be sufficient
to take their level of income above means-testing levels they
have less incentive to stay in work and accrue pension rights as
they approach retirement. Alternatively, having saved, people
could choose to retire early and draw down their savings, in the
knowledge that, when they reach state pension age, they can rely
on means-tested benefits. Effectively, the utility of consuming
more while of working age is greater than the utility of the extra
consumption that might otherwise have been possible in retire-
ment, since the potential additional consumption in retirement
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is reduced by means testing (Feldstein, 1987). These views were
supported by evidence given to the Select Committee on Social
Security by the TUC (SSSC, 1999) and by much of the evidence
given to the House of Lords Economic Affairs Committee of
Inquiry into Pension Provision (see House of Lords, 2003).

The TUC also states that means testing creates ‘an especially
perverse work disincentive for female partners of unemployed
claimants’. This arises since many women’s income is insuffi-
cient to support their family, even when in full-time work, so,
if a woman’s partner becomes unemployed, the logical choice
is for the woman to give up work so that both the man and the
woman can receive means-tested benefits. This problem arises
partly because the unit of assessment for means-tested benefits
is the couple, whereas the unit of assessment for tax is the indi-
vidual. Thus, in the above example, if the woman were to continue
working, she would start paying tax on her own earnings, at very
low wages, yet her earnings would disqualify both herself and her
partner from means-tested benefits. These disincentives also exist
in relation to saving and work in retirement. If the male of a couple
had no savings, the return to incremental savings derived from a
small number of hours’ work undertaken by the female might well
be zero or negative.

Neumark and Powers have investigated the effect of means
testing on work and savings decisions in the USA, using data from
the Survey of Income Program Participation. In the USA the federal
government provides Supplementary Security Income (SSI) to
the elderly (among other recipients) on a means-tested basis.
The investigation is of special interest since individual states can
choose to supplement federal levels of benefit, or to have different
means-testing criteria, and so the relative behaviour of individuals
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in more or less ‘generous’ states can be investigated. The studies
looked at the work and savings patterns of those men most likely
to be eligible for means-tested benefits. They demonstrated that:

* means-testing the SSI discourages work among men nearing
retirement age, as might be expected, since the means test
penalises both income and assets post age 65 (Neumark and
Powers, 1999);

* higher levels of means-tested benefits reduce pre-retirement
saving among likely programme participants (Neumark and
Powers, 1998).

While the study is based on conditions in the USA, it is not
unreasonable to assume that similar conclusions would be drawn
from a similar UK study. Age Concern, in evidence to the Select
Committee on Social Security (SSSC, 1999), expressed the distress
felt by those who, having saved throughout their working lifetime,
find that they are little or no better off than they would have been
otherwise.

Similar results have been demonstrated using statistical
models in the USA. The results of simulations carried out in Fried-
berg (1999) suggest that eliminating the earnings test applied to
SSIwould produce a substantial boost to labour supply at minimal
fiscal cost.

An argument often used to support means testing is that it
affords governments a chance to control spending by targeting
it at those groups that most require financial support. Thus,
apparently, those with low incomes should be better supported
by the social security system, from a less punitive tax system
largely contributed to by those on higher incomes. After receiving
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evidence from the Microsimulation Unit at Cambridge Univer-
sity, however, the Select Committee on Social Security (SSSC,
1999) concluded that ‘a wholly means tested system would be
cheaper, but would have an unacceptably large number of losers,
would have severe consequences on work and savings incentives,
and [would lead to] high error rates and fraud’. It has also been
demonstrated that, if means-tested benefits make up part of state
policy on retirement income, the result is likely to be an increased
disparity of wealth among those in retirement (Sefton et al., 1998).
That is, means-testing social security actually increases inequality
between the rich and the poor.

We make no judgements here about the appropriate level of
income redistribution. Indeed, our conclusions would be valid if
one believed that social security payments should be given only in
very rare cases to those destitute throughout life or, at the other
end of the spectrum, if one believed in a formal framework of
means-tested benefits that provided significant income enhance-
ment for the less well off. Any method of helping the less well off
will involve disincentives to save and work. It is clear from our
analysis so far, however, and from the further analysis below, that
means testing as used in the UK today now affects large numbers
of pensioners — approximately 50 per cent — and the disincen-
tive effects are very severe. The system is sub-optimal and overly
complex.

Quantification of the disincentives problem

It is of interest, first, to estimate the value of means-tested benefits
to individuals who can expect to receive them. The present value
of the MIG, for example (that is, the amount that would have to
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be invested on reasonable assumptions to produce an income
stream equal to the MIG), can be compared with the amount that
an individual might reasonably be expected to save during his or
her working life. It is reasonably straightforward to estimate the
value of the MIG to an individual who retired in 2003, before the
introduction of Pension Credit: the total expected present value
at age 65 is about £97,000 (see Appendix A for assumptions). The
present value of the full, single person’s, Basic State Pension (BSP)
was about £60,000.!

Very few people have a full NIC record and receive 100 per
cent of the BSP. On the other hand, many people retiring now will
have earned some entitlement under the State Earnings Related
Pension Scheme (SERPS). On average, people retiring in 2002
received about 80 per cent of the full BSP and about £30 per week
from SERPS. If we offset the value of this income from the value
of the MIG the present value of the net means-tested benefits is
£25,000.

So during their retirement, an ‘average’ person who has no
savings can expect to receive, in present-value terms, at least
£25,000 of means-tested benefits excluding housing or council tax
benefit. It should be noted that housing benefit, in particular, is
financially very significant for many pensioners. The government
pays out about the same in housing benefit as it does in MIG/
Pension Credit to those over state pension age.

The other way of looking at this is that an individual would
have to save in excess of £25,000 by their state pension age
in order to be free of the high marginal rate of tax and benefit

1 This calculation assumes the individual retires in January 2003 with a full single
person’s BSP of £75.50 per week.
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withdrawal under the old MIG system. This sum can be regarded
as the “passport’ to the basic-rate tax system.” Given this, it is quite
possible that the lifetime consumption of those on a given income
who save will be lower than that of those who do not save. The
people likely to fall into this trap, those on low earnings, or with
intermittent working histories, may have had to make consider-
able sacrifices to save during their working life.

From October 2003 the calculation became more difficult.
Under the Pension Credit the marginal rate of benefit with-
drawal will fall for those with incomes greater than the BSP from
100 to 40 per cent. The coverage increases, however, so that it is
possible to be in receipt of this means-tested benefit at a higher
level of income. After the introduction of Pension Credit, a larger
amount of saving (£61,000) will be required to avoid the 40 per
cent benefit withdrawal rate of Pension Credit — again, ignoring
the effect of means-tested benefits in kind. Two further points
should be made about benefits in kind, which it is impossible to
incorporate in these calculations because their impact varies from
person to person. First, given their level, it would not be unrea-
sonable to assume that, in many cases, an individual would have
to save £100,000 to be free of means testing. Second, the saving
of £61,000 to purchase an annuity that would allow a person to
avoid being in receipt of Pension Credit would only take many
such savers into the even higher levels of benefit withdrawal seen
when housing and council tax benefit are withdrawn.

The savings required to ‘beat’ the means test will vary
according to each individual’s working history. But a stark
example of how thrift is discouraged for those on low earnings is

2 Ignoring the effect of the withdrawal of the age allowance (see below).
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Table 3 Return on saving for someone on minimum wage saving £20

per month
Number of years of work and saving
10 20 30 40
Real investment return Actual return, net of the Pension Credit
2% -10% -3% -1% -1%
4% 7% -1% 1% 2%
6% -5% 1% 3% 5%

given by the figures in Table 3. It shows, for different levels of real
rate of return on an individual’s savings of £20 per month, the real
rate of return after adjusting for the loss of Pension Credit caused
by the saving, where participation in the labour force and saving
take place for various different lengths of time. The adjusted rate
of return involves calculating the real rate of return after having
subtracted the value of the lost Pension Credit from the individu-
al’s accumulated saving. For example, someone on the minimum
wage throughout their lives, who worked for 30 years and received
a real return of 4 per cent (substantially higher than the risk-free
real rate of return net of expenses available in investment markets
today), would have that return reduced to 1 per cent after allowing
for the loss of means-tested benefits. It should be remembered
that this understates the true problem because the loss of housing
and council tax benefit are ignored. Some of the other examples
from the table are even more stark.

It is worth making three further points relating to this analysis.
This situation would seem to encourage what would normally be
irrational risk-taking as, once real returns are sufficient to take an
individual out of the Pension Credit, the individual will gain from
further upside increases in return but not lose so much from lower
returns, because of the cushion of means-tested benefit: thus
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moral hazard encourages risk-taking by those least able to bear the
cost. Also, it appears that much of the apparent tax advantage of
pension saving is nullified by the impact of means testing. Third,
the individual has an incentive to spend all their tax-free cash
lump sum, rather than use it to buy a pension. By spending it they
will be able to receive means-tested benefits and the benefits of the
lump sum. If it is assumed that the tax-free lump sum were spent
in this way, it would raise the rates of returns net of pension credit
that we quoted in Part 1. The saving would only be transitory,
however, and would not be used to provide a retirement income.
By a similar argument this situation makes saving through ISAs
relatively more attractive than pensions because, when the indi-
vidual’s circumstances are known at retirement, a decision can be
taken to spend down savings from ISAs if that increases entitle-
ment to means-tested benefits.

There are clearly inadequacies in using the approach of consid-
ering individuals in particular situations to illustrate the problem
of means testing. Notwithstanding the inadequacies of examining
stylised examples, it is, however, effective in conveying the struc-
ture of incentives faced by individual decision-makers. In Part 1,
we noted that, while the government concentrated on aggregate
figures (40 per cent of pension income to be received from the
state, for example), the picture when we considered individual
quintiles of the income distribution looked very different, for all
quintiles, from that of the average. Very often more can be hidden
in aggregate figures than is revealed, and therefore the approach
of examining individual cases can be helpful.

A further way of illustrating the problems of the interaction of
means-tested benefits with pensions income is to look at marginal
rates of tax and benefit withdrawal across the income spectrum.

DISINCENTIVES TO SAVE AND TO WORK — MEANS TESTING

Figure 3  Marginal tax rates for a single person with BSP £60 per week
— no housing benefit or council tax benefit
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This approach illustrates both the problem of means testing
and disincentives, and the problem of complexity. In Figures 3
and 4, we show the rate of withdrawal of private income, due to
means testing and income tax as income increases from a basic
state pension of £60 (less than that received for a full working
life). Figure 3 shows the marginal rates of tax and benefit with-
drawal assuming the only means-tested benefit received is the
Pension Credit. Figure 4 shows the marginal tax rates and benefit
withdrawal rates assuming the person is also entitled to receive
housing and council tax benefit.

There are seven different rates of tax and benefit withdrawal,
some of them extremely high and applying to moderate incomes.
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Figure 4 Marginal tax rates for a single person with BSP of £60 per
week — paying rent of £200 per month and £600 in council tax
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Individuals in receipt of the Pension Credit only will not reach the
normal tax system permanently until their income is over £145 per
week, but even then they are still in receipt of other means-tested
benefits. If such a person had a full basic state pension plus £30
per week SERPS/S2P, private savings of about £75,000 would be
needed to buy an annuity to start retirement in the normal tax
system. We are considering only those on moderate incomes in
this section, but this situation of high marginal rates of tax and
benefit withdrawal continues as income rises and special age-
dependent tax allowances are withdrawn: there is a brief discus-
sion of this particular issue in Part 3.

We also need to consider the evolution of the system over the
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Figure 5 Difference between amount of state pensions and Pension
Credit, by year of retirement
Start salary £18,000, S2P capped, £
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0

-2,000—

~ 4,000 —
~ 6,000 —
~8,000—
~10,000—

~12,000—
2003 2013 2023 2033 2043 2053

long term. The current arrangements have a built-in bias towards
more means testing. The Pension Credit is expected to increase in
line with earnings, while the BSP increases only in line with prices.
Thus each subsequent generation will have to save more in order
to have a retirement income greater than means-tested levels.
Figures 5 and 6 show the difference between the income provided
by state benefits (the BSP, SERPS and the state second pension
(S2P)) and the Upper Income Threshold for Pension Credit
eligibility for people retiring between 2003 and 2050, assuming
that policy evolves as the government has indicated it believes it
should.
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Figure 6 Difference between amount of state pensions and Pension
Credit, by year of retirement
Start salary £18,000, S2P continues, £
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‘S2P capped’ (Figure 5) covers the case where accrual under the
proposed state second pension stops being earnings related from
2010, as the government intended in 1998; ‘S2P continues’ (Figure
6) assumes that accrual continues to be earnings related. Figure
6 would also demonstrate the effect for those who contract out if
rebates given to those who contract out of S2P remain earnings
related yet S2P were capped.

The working patterns are:

 working pattern 1—full-time paid employment between ages
18 and 65;
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working pattern 2 — full-time paid employment between ages
18 and 28 followed by a short break and some part-time and
full-time paid employment until age 55;

working pattern 3 — full-time paid employment between ages
23 and 65 apart from a break between ages 32 and 37;
working pattern 4 — intermittent full-time paid employment
throughout a working lifetime.

A more detailed explanation of the terms and the derivation of

the assumptions used to produce the figures is provided in Cooper
(1997)3

Figures 5 and 6 show how larger groups of people will be

permanently trapped in the means-testing system if they rely on
BSP plus the proceeds of S2P or a stakeholder pension financed
by contracted-out rebates. They will also need larger amounts of
savings to extract themselves from the means-testing system as
means-tested benefits increase in real terms and relative to other
benefits. The government’s aim of gradually reducing the coverage
of means-tested benefits is very unlikely to be achieved under
these circumstances. An implicit assumption of these charts is that
rebates from S2P are actuarially neutral so that an individual does
not gain in expected-value terms by contracting out, although in
fact the rebates are now viewed as being worse than neutral (see,
for example, Cooper, 2004).

We now repeat the calculations above, demonstrating

the cost of the ‘passport’ to the non-means-tested part of the
system for longer time horizons and using different work

3

The figures have been updated, of course, since Cooper (1997).
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histories. The income provided by BSP and S2P for someone
retiring in the year 2003, having completed ‘working pattern
2", is £660 per annum less than the guarantee credit. This
person would need savings of £29,000 to provide an income
equivalent to the guarantee credit, or £65,000 to provide an
income in excess of the upper threshold for Pension Credit,
throughout their retirement. If the individual is entitled to
other means-tested benefits, such as housing or council tax
credit, the savings needed to be above the means-testing net
will be higher. By 2025 the gap in income has increased to
nearly £2,000 per annum, which would require savings of
£103,000 to ‘beat’ the Pension Credit threshold. By 2050
savings of £166,000 would be required. All these figures are
in current purchasing power terms. These calculations are illus-
trated in Figure 7, including the cost of housing and council
tax benefit. They ignore the likelihood of increasing annuity
costs due to increased longevity.

Figure 7 illustrates how future generations of pensioners face
a widening gap between state pension provision and means-
tested benefits owing to the different rates at which the guar-
antee credit, the Pension Credit upper limit and the BSP are
proposed to be increased. Thus the disincentive effects prevail
over a wide range of income and assets. Means-tested benefits
also affect other decisions to do with retirement income. The
rational decision, for example, might be to use pensions savings
to purchase a fixed pension at 65, use all other available assets
for current consumption and then rely on the Pension Credit in
older age. There is a strong incentive to spend any lump sums
immediately.

Means testing also makes the savings decisions of people
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Figure 7  Assets required at retirement to exceed Pension Credit upper
threshold, by year of retirement
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on low incomes and those with intermittent working histories
considerably more difficult. The ‘best advice’ for these individ-
uals might be not to make pension savings beyond compulsory
levels, since the likelihood is that their value will be undermined
by means-tested benefits. Other forms of saving might be pref-
erable, as individuals can then choose how to spend the money
if they reach retirement and use the money to maximise entitle-
ment to means-tested benefits, given the rules that prevail at the
time of their retirement. Thus the whole means-testing apparatus
may undermine completely the structure of retirement income
provision for those individuals (the majority) who are likely to
be in receipt of means-tested benefits in retirement. It is highly
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unlikely that the tax treatment of pensions, relative to other forms
of saving, is sufficiently beneficial (see Chapter 11) to offset the loss
to individuals of means-tested benefits that will arise if they are in
receipt of a retirement annuity rather than having more flexible
forms of saving.

Since the beginning of the 1980s, the state has scaled back the
level of the pension benefit provided in return for national insur-
ance contributions but expanded the scope and range of means-
tested benefits and encouraged private pension savings, through
contracting out. At the same time, saving in pension schemes
has become more heavily taxed, while still being subject to strict
limits on access. These factors combined are likely to make saving
for a pension a considerably less attractive option for increasing
numbers of people.

It may be tempting to think that the long-term projections are
irrelevant to our analysis and that we should concentrate on the
current structure of the system. In fact, it is the long-term projec-
tions which are more important. It is true that means-testing
systems do affect the behaviour of individuals today — for example,
they affect whether to save, whether to move to a smaller house,
whether to continue working, etc. In so far as long-term pension
saving is concerned, however, it is savers’ rational expectations
of the development of the system which are important. It is often
thought that savers need to be protected by large amounts of regu-
lation relating to product-selling to prevent them from behaving
irrationally. The analysis suggests, however, that people on low
incomes are behaving perfectly rationally by not saving! Indeed,
one remarkable feature of the recent Turner Report, published by
the Pensions Commission (see Introduction), is that it suggested
that a difficulty of a market in pensions is that people generally
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do not behave rationally with regard to pension provision. Yet
there is a huge amount of evidence, including that cited in the
Turner Report, to suggest that individuals, facing the labyrinthine
quagmire of the state pensions and benefits system, are behaving
perfectly rationally by reducing their pension provision and not
saving sufficient amounts to be independent of means-tested
benefits in retirement.

Incentives for early retirement

As is clear from the work of Hannah (1986), the concept of a retire-
ment age was not invented by the state. It developed through the
hierarchical and frequently paternalistic labour markets of compa-
nies in the nineteenth century. The concept of a ‘retirement age’
has been reinforced by the state over the course of the twentieth
century. The most explicit mechanism by which this has been so is
through the state pension age, although, arguably, other elements
of government policy are more important in encouraging retire-
ment at a specific age (or earlier).

Before looking at the ways in which governments have
institutionalised retirement, it is worth considering a hypo-
thetical market in which all employees are members of defined
contribution pension schemes and there is no state pension
scheme. Social security payments are assumed to be at subsistence
levels at all ages, although needs-based payments might also be
made (for example, to meet long-term care or disability needs). It
is quite clear that, in this environment, at an individual level and
ignoring corporate reorganisations within the workforce, workers
could retire when they chose to. They could balance the gain, in
terms of extra income (and ultimately higher pension income),
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from continuing to work with the value of extra leisure time.
Retirement may take place gradually, with the pension ‘pot’ being
used to even out income during the period of gradual retirement.
This would seem to allow individuals to optimise their own retire-
ment decisions.*

Such a situation also facilitates the adjustment of the economy
as a whole to changing preferences, demographic structures, and
so on. As a population ages and individuals start drawing down
on their pension savings, the capital-to-labour ratio will change.
A detailed modelling and analysis of such a change in the UK has
been undertaken by Miles (1999). Miles’s conclusions confirm
economic intuition. As the capital-to-labour ratio rises, relative
wages rise and returns to capital fall. Individuals can respond to
these relative price changes. The most likely response to these
changes in the labour market is an increase in labour supply
(either through later retirement or more gradual retirement). Thus
the rational economic reactions to the price signals precipitated
by changes in population structure lead individuals to respond in
ways that may make them more likely to increase labour supply. It
follows that impediments on individuals reacting in this way will
lead to sub-optimal behaviour.

The most explicit impediment to price signals encouraging
later or gradual retirement as the population structure changes
appears to be the basic state pension. Prior to the basic state
pension age most people are in paid employment; after it, the vast
majority are not. State pensions can be deferred, however, and
are enhanced for late payment. While this option is not widely

4 This is not an argument for or against defined benefit or defined contribution
pension schemes. The exposition of the argument is simpler if we assume a de-
fined contribution world.
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advertised, state pension age need not act as an impediment to
the informed employee making rational choices about retirement
age.

A more serious artificial encouragement to earlier-than-
optimal retirement arises from the regulations surrounding the
operation of pension schemes. Occupational pension scheme
members cannot simultaneously draw their pension while contin-
uing in the same employment, which discourages partial retire-
ment. The Finance Act 2004 will remove this restriction from
April 2006.

The Pension Credit provides further encouragement to retire
early. Means-tested benefits are now much higher after the age of
65 than before, so, for those on moderate means, there is an incen-
tive to retire at that age. Members of defined contribution schemes
have an incentive to retire earlier and receive a lower pension if
that qualifies them for means-tested benefits later in life; and there
will be less incentive for individuals who will be subject to means
testing to work for longer and accumulate greater pension rights.

Thus the current framework for retirement income provision
in the UK would seem to encourage retirement at the age of 65
and also encourage retirement before age 65. As such it impedes
market forces from responding to labour market shortages as the
population ages. In Part 3 we discuss ways in which these incen-
tives to earlier retirement can be reduced.

5  Since the late payment enhancement is no more than neutral in respect of the
benefit forgone there is little incentive for most people to defer payment of state
pensions. The government (Pensions Act 2004) has increased the rate of en-
hancement, however, so that there will be a genuine incentive to defer payment.
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8 S2P, SERPS AND NATIONAL
INSURANCE REBATES: MEDDLING,
MUDDLING AND WORK
DISINCENTIVES

Eligibility for state pension depends on an individual’s history
of national insurance contributions (NICs), rather than it being
means tested, and so even the wealthiest pensioner is in receipt
of this income. NICs are effectively a tax on labour. To the extent
that they result in labour being taxed more heavily than capital,
they could be viewed as introducing bias into employers’ decisions
as to whether to invest in capital or labour. Any reduction in NICs
therefore reduces the effect of this bias. On the other hand, it could
be argued that, because NICs give rise to a state pension entitle-
ment (either BSP and/or S2P), they do not represent an effective
tax on labour and that they are an insurance premium not a tax.
That argument is now difficult to substantiate. The existence of
home responsibilities’ protection in the BSP and the crediting of
full S2P to certain non-earners and low earners means that NICs
now have more or less the same marginal impact as a tax because
contributions are now not closely related to benefits.

SERPS provided a pension related to an individual’s revalued
career-average earnings and its underlying principles were
straightforward. Whereas the flat-rate basic state pension has
an income redistribution role, SERPS conferred an additional
state pension based on earnings. As evidenced by contracting
out, it provided a quasi-occupational pension arrangement for
those employees whose employer was not able or not prepared to
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provide one directly. Both the instruments and objectives of policy
were reasonably clear:

» economic and political debates on the role and mechanism of
redistribution would tend to focus on the basic state pension
and means-tested benefits;

* debates on the role of the market and the state in pension
provision for those who expected incomes above means-
testing limits would be focused on SERPS.

For example, debates about the ability of the market to
provide earnings-related pensions were most pertinent to the
role of SERPS. The scaling down of SERPS and the widening
of the opting-out provisions were decisions taken as a result of
views that were held by the then government on those partic-
ular issues.

The replacement of SERPS by S2P blurs this distinction, since
it is designed to perform the role of income redistribution as well
as remaining earnings related. The rates of accrual are set so that
anybody with earnings above the Upper Earnings Threshold
(UET, defined in Part 1) will receive the same rate of pension
accrual as promised by SERPS. Anybody earning between the
Lower Earnings Threshold (LET) and Upper Earnings Threshold
will receive a higher rate of accrual, and anybody below the
Lower Earnings Threshold will receive a pension accrual based
on the assumption that they were earning the Lower Earnings
Threshold.

The first problem is that the system is complicated and unlikely
to be understood by most people. Furthermore, it confuses the
previously clear and distinct roles of the BSP and SERPS. For
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those earning below the LET, S2P effectively represents an extra
flat-rate state pension (although with different accrual and up-
rating conditions from the BSP). For those earning above the LET,
it provides an extra flat-rate state pension plus a small earnings-
related supplement.

Third, the rebates for contracting out of S2P are not now
directly based on the S2P benefit forgone, unlike the SERPs
rebates. For example, those earning below the LET will receive
a rebate for contracting out that is proportional to their actual
earnings, although their S2P entitlement is flat rate. To compen-
sate, those who contract out accrue an S2P ‘top-up’ to the benefit
provided by their rebate. Those who are contracted out via an
occupational scheme will continue to pay reduced-rate NICs as
though they were contracted out of SERPS, and so everyone in
such schemes earning less than the UET will also receive an S2P
‘top-up’. This whole process involves considerable administrative
and transactions costs, as well as costs to individuals for whom
financial decisions are made even more complicated. It is difficult
to imagine most individuals actually being able to perform calcu-
lations to determine whether they have been given the correct
level of S2P at retirement.

It is proposed that at some stage S2P should become flat rate.
This means that all those remaining in the system will accrue
pension based on the assumption that they earned the LET. It is
also proposed, however, that rebates will remain earnings related.
The problems mentioned above, for those earning below the LET,
remain. Those earning much above the LET will have a clear incen-
tive to contract out. S2P then appears to become an instrument
of redistribution, although since the contracting-out rebate is
earnings related the extent of this is confused.
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For those who do not contract out, flat-rate S2P will be very
little different from the BSP. A second basic state pension will
have been created with a completely separate set of rules and
administrative systems.

The decoupling of rebates from the rates of pension accrual,
and the further erosion of the relationship between NICs and
benefits received, will cause an effective increase in labour market
taxes." Under SERPS, an additional pound of earnings between
the lower and upper earnings limits led to additional national
insurance liability and additional SERPS accrual. Under S2P, if
an individual acquires an additional pound of earnings, addi-
tional S2P accrual will not necessarily take place but additional
NICs will still be incurred. The additional SERPS accrual when an
individual acquires an extra pound of earnings was estimated by
the Government Actuary to be worth about 5 pence (on average
— the combined employer and employee NI rebate for schemes
contracted out on a defined benefit basis is 5.1 per cent). By opting
out of SERPS this 5 pence could, in effect, be rebated in cash, aslong
asit was then invested in an appropriate personal pension scheme.
Under S2P, below the LET, there will be no additional S2P accrual
from an additional pound of earnings. If somebody has opted out
of S2P, they will receive an additional national insurance rebate,
but this will be cancelled out by the loss of earnings-related S2P.

So, because individuals no longer receive a proportional
benefit for their additional NICs, effective labour market taxes are
increased by about 2.5 per cent between the LET and the UET and

1 The explanation that follows may seem to the reader like the sort of complex ex-
planation that gets actuaries a bad name. However, the fact that British pensions
are a 21st-century version of the Schleswig-Holstein dispute is entirely the fault of
HM Government.
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by about 5 per cent below the LET, depending on the person’s age.
This argument may seem arcane; it is certainly highly complex.
That is only because the sheer complexity of the system obscures
the underlying economic effect on individuals, however. It is
possible that the decision to increase labour market taxes in this
way was a conscious and deliberate decision taken by the govern-
ment and that it balanced the impact on incentives with the
benefits, in the government’s eyes, of further redistribution. If this
was the case, there was no explicit reference to this issue whatso-
ever in the 1998 Green Paper.

Thus the shift from SERPS to S2P has involved moving from
a straightforward system where people paid an earnings-related
NIC to receive accrual of an earnings-related pension to one where
there is no clear relationship between the pension accrued, the
level of earnings and the level of contribution. We have also moved
from a situation where individuals could give up their rights to
pension accrual in return for a rebate of NICs proportionate to the
benefit forgone to one where the rebate does not necessarily relate
to the pension forgone. This complexity will increase if and when
S2P becomes flat rate. We consider how to address this problem
in Part 3.

Problems caused by rules for contracting out of
SERPS/S2P

The regulatory costs of contracting out have grown out of all
proportion to the benefit provided by the regulations. Originally
the intention was that schemes that contracted out of SERPS
should be required to provide a minimum level of benefit (the
Guaranteed Minimum Pension — GMP). Periodic checks were
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made of the funding levels of contracted-out schemes in order to
ensure that the liability for the GMP was covered.

Subsequently, concerns about preservation, transfer values
and indexation of benefits have increased the complexity of
administering contracted-out schemes. In addition, the SERPS
formula and the calculation of GMP were changed in 1988 and
new contracted-out regimes were introduced in 1997, so that there
are several tranches of benefit that have to be considered.

S2P introduces further complexity. Even before S2P becomes
flat rate, however, a large proportion of the day-to-day adminis-
tration costs of pension schemes is being driven by a minor part
of the benefit.

Pickering (2002), as part of a major report into the simplifi-
cation of occupational pension schemes, suggested considerable
simplification of contracting-out rules. Others have argued that
contracting out should not be allowed at all and that a larger
flat-rate state pension benefit be made available. We discuss this
further in Part 3.

A profusion of other rules also causes complexity for occupa-
tional pension schemes. The requirements of the 1995 Pensions
Act, the regulations that arise from the European Court of Justice
and European Court of Human Rights, regulations relating to
ethical investment and so on can be onerous and always impose
relatively greater costs on smaller employers. It is not necessarily
easy for the UK government to deal with regulations arising from
other jurisdictions, but there could be a considerable simplifica-
tion of other types of legislation.
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9 PROBLEMS WITH STAKEHOLDER
PENSIONS

Stakeholder pensions were launched in April 2001. They are
CAT-marked products — that is, subject to regulations relating to
‘cost’, ‘access’ and ‘terms’.

The main aspects of CAT marking are:

 Charges must be expressed as a percentage of the fund and
are limited to 1 per cent of the fund per annum. An additional
charge can be made if investment advice is provided.!

* The Financial Services Authority (FSA) regulates stakeholder
pension plans in conjunction with OPRA (the Occupational
Pensions Regulatory Authority), but because stakeholder
plans are CAT-marked there is perceived to be less need
for individually tailored advice on their sale. The FSA
has published ‘decision trees’ to help individuals make
choices with regard to stakeholder pensions and standard
information should be provided across all stakeholder
products.

o Stakeholder plans must accept business from anybody
wishing to contribute at least £20 per month.

» Employers with five or more ‘relevant’ employees must select

1 There are likely to be changes to the regulation to allow an additional 0.5 per cent
charge in the first ten years to finance the initial set-up costs.
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and provide access to a designated stakeholder pension for all
their ‘relevant employees’.

Up-front fees cannot be charged when a policy commences
and no exit penalty can be charged. Stakeholder purchasers with
small funds pay lower fees in total than those with larger funds.

These regulations, in effect, amount to price control. There
is no compulsion on insurers to provide the product, however.
One would expect to see under-supply of products subject to
such controls, assuming that prices were set below the level
that would prevail in a competitive market (as, for example,
happened during the period of rent control in the private-rented
housing market). This does not seem to have happened in the
market for stakeholder pensions. In August 2003 there were 48
stakeholder providers listed as registered on OPRA’s website,
although only thirteen had completely unrestricted access (see
also Part 1). In 2001 and 2002 there had been 53 registered
providers*> and two of those, which subsequently withdrew,
were ‘empty boxes™ that is, they had no members. There are
a number of possible explanations as to why there were more
providers than might be expected of such price-controlled
products:

e The maximum price is above the price that would prevail in a
competitive market but the market was not competitive when
charges were higher in pre-stakeholder days.

* The average maximum price for all purchasers of the product
is sufficient to cover costs, even though, for some purchasers,

2 OPRA annual reports.
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the price may not cover costs. This situation will lead to other
problems, discussed below.

* Providers are willing to cross-subsidise the product to help
promote the sale of other products.

* Providers are able to sell products that do not provide an
economic return on capital because they believe that other
providers will drop out when the product is proven to be
uneconomic, leading a few providers to dominate the market,
at lower unit cost.

Assuming that the total price paid by a group of ‘average’
consumers was sufficient for a pension provider to cover average
costs, there will be two major forms of cross-subsidy within the
group which could lead to serious problems in the development
of the stakeholder pensions market. The first of these problems
was identified by Mark Boleat when Director General of the
ABI; he did not seem to feel the insurance industry could justify
charging expenses at a fixed percentage of the fund (see Boleat,
1998) as required in a stakeholder pension. He believed this would
involve cross-subsidies from higher to lower contributors and that
pension providers would target their marketing efforts at high-
earning consumers as such consumers pay relatively more for the
product.

So long as providers remain willing to sell stakeholder
pensions, this dichotomy, whereby pension providers may wish
to direct marketing towards those for whom the product is least
good value, may explain the relatively low take-up (1.25 million
policies had been sold in total by August 2003, but annual sales
have fallen since 2001 — ABI, 2003).

In the long term, high earners may use alternatives to

PROBLEMS WITH STAKEHOLDER PENSIONS

stakeholder pensions, while stakeholder pensions would be
relatively good value for those on low incomes who may use
the products for small levels of saving. This would raise average
administrative costs, preventing the intended cross-subsidy from
high-level contributors to low-level contributors from being effec-
tive and leading to withdrawal by providers from the market.

Because pension providers cannot charge directly for set-up
costs or the costs of exit, there will be cross-subsidies between
those who switch policies between providers and those who
remain with one provider. The former group will not contribute
fully to the costs of their switching activity. Indeed, it is not clear
that a policy-holder who remains with one pension provider
throughout the life of a plan will be more favourably treated
under the stakeholder price limits than under products sold under
the previous regime. A provider meeting the stakeholder criteria
could deduct a management charge of 1 per cent per annum of
the value of the fund. An alternative provider, under the personal
pension regime, might charge a fixed fee of £2 per month and a
management charge of 0.5 per cent of the fund per annum. After
a ‘full working lifetime’ of 49 years, someone contributing £240
per annum (an extremely small sum) would be worse off under
the stakeholder arrangement by £200 (in present-value terms).
By removing the ability to charge a policy set-up fee or exit fee,
the benefits of customer loyalty cannot be passed on to the policy-
holder in the stakeholder regime. There is therefore no incen-
tive for customer loyalty and total costs could rise as a result of
increased switching activity.

The above problems arise from cross-subsidies within the
group of stakeholder pension purchasers. If the product as a
whole is unprofitable, it might only be sold by companies willing
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to cross-subsidise the product using the profits from other
products. Such cross-subsidies could arise in a market that was
not fully competitive. For example, it is difficult for with-profit
policy-holders, who are the notional owners of a mutual insurance
company, to exercise effective control over the management. The
management, whose objectives may relate to sales maximisation
rather than maximising the return on with-profit policy-holders’
funds, may cross-subsidise the sale of stakeholder pensions, using
accumulated capital, or return on capital, which belongs to with-
profit policy-holders. One group of customers then benefits at
the expense of another. Stakeholder pensions could be used as
loss leaders by companies that wish to use them as a marketing
device, to obtain other forms of business. Dominant players in the
market, with a wide product range, are more likely to use stake-
holder pensions in this way.

All these elements of cross-subsidy can damage economic
welfare. In particular, they can prevent entry into the market by
new providers. Indeed, it is interesting that a practice of cross-
subsidising one product or group of consumers with another,
which has often been declared illegal by the Competition Commis-
sion or the Office of Fair Trading in other markets, is being made
compulsory in the pensions market.

10 THE TAX TREATMENT OF PENSION
FUNDS AND TAX REGULATIONS

The tax environment within which pension funds operate is
an important aspect of the political economy of pension provi-
sion. We can consider the tax position from at least three angles.
First, there is the framework for taxing savings in general. Then
there is the particular tax treatment of pension saving. Finally, we
can look at the way in which the tax system operates, in terms of
its simplicity, bureaucratic burden on taxpayers, etc.

Alternative tax treatments of savings

Economists often distinguish between two types of tax system: a
comprehensive income tax system and an expenditure tax system
(see Meade, 1978). A comprehensive income tax taxes all sources
of income explicitly. In its most comprehensive form it will also
tax sources of imputed income, such as imputed rental income
from owner-occupied houses and also accrued but unrealised
capital gains. An expenditure tax, on the other hand, taxes only
consumption. Effectively an expenditure tax exempts returns from
savings from tax until they are consumed.

There are two main forms of expenditure tax. The first involves
giving tax relief on income that is saved, exempting from tax any
interest and capital gains accumulating on those savings, but then
taxing the proceeds of saving as and when they are withdrawn

103



THE WAY OUT OF THE PENSIONS QUAGMIRE

104

for consumption. This form is often described as EET, with E
denoting an exemption or relief from tax and T denoting a point
at which tax is payable (the first letter denotes the contribution
or investment stage, the second the accumulation stage and the
third the drawdown stage). It is often — indeed, perhaps normally
— suggested that pension provision in the UK is taxed in this way
(see, for example, De Ryck, 1996). As will be discussed below,
however, this is an inaccurate description of the system.

Individual savings accounts (ISAs) generally follow the other
main form of expenditure tax regime: no relief is given for the
investment, but the accumulating interest and gains and the
proceeds of the investment are exempt from tax. This system is
often described as TEE.

In a tax system that is neither progressive nor regressive, EET
produces an equivalent outcome to TEE, although the timing and
pattern of tax payments differ between the two. Examples illus-
trating the equivalence between these forms and other forms of
expenditure tax (such as giving investment relief for company
investments) are given in Meade (1978). In progressive tax systems,
however, different forms of expenditure tax are not equivalent
(see, for example, Knox, 1990; Booth and Cooper, 2002).

The arguments as to whether income or expenditure should
be used as a tax base have been rehearsed infer alia by economists
such as Hobbes, Mill, Fisher and Kaldor. A more recent discussion
of the economic arguments in favour of using an expenditure tax
base is found in Kay and King (1990). They suggest that an expend-
iture tax treats two individuals the same, regardless of when they
choose to consume the income they earn, whereas a comprehen-
sive income tax gives rise to the double taxation of savings. This
is because a comprehensive income tax taxes income when it
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is earned and also taxes interest on savings before the money is
spent. In the case of pensions, therefore, it can be argued that an
income tax system taxes post-retirement consumption more than
pre-retirement consumption. The main economic point in the
debate, however, concerns the distortion of decisions to consume
or save. An expenditure tax allows individuals to receive interest
gross of tax. They can therefore determine their preferences for
consumption now or in the future without distortions imposed
by the tax system. By contrast, a comprehensive income tax (TTE)
(where returns to saving are taxed) would create such distortions,
with associated inefficiencies.

There is an alternative argument, however. When wages are
saved they become another factor of production (capital). It can
be argued that the returns to all factors of production should be
taxed equally. Taxes just on expenditure are equivalent to taxes
just on wages with no tax on returns to capital." A tax just on
wages distorts the work/leisure decision in the same way that a
tax on capital distorts the save/consume decision. To tax returns
to labour but not tax returns to capital encourages those engaged
in production to use less labour and more capital. It would seem
reasonable, looking only at these economic arguments, to tax the

1 This argument is not always clearly understood. It is often suggested that EET
does tax returns from capital because tax is ultimately paid on all the benefits
received from saving. The equivalence of EET with TEE, however, demonstrates
that tax is not being paid on returns to capital under EET. It is clear that returns
to capital are not taxed by TEE because no tax is paid on interest at any stage. If
TEE and EET are equivalent, tax cannot be paid on returns to capital in the EET
case either. In EET, it is true that tax is paid on the total accumulated fund, when
it is paid out as a benefit. The tax is also deferred on the whole of the fund, how-
ever: the two effects cancel out, leaving the equivalent, in present-value terms, of
a tax just on returns to labour.
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returns to all factors of production. This would suggest a compre-
hensive income tax base rather than an expenditure tax base.
This is the most powerful argument against an EET basis for the
taxation of pension funds. Tax revenues have to be raised; the
question is whether the consumption/savings decision should be
distorted to the same extent or to a lesser extent than the work/
leisure decision.

Taxation of pension funds

In one sense, pension funds have the same economic character-
istics as general savings: they represent a fund of financial assets
and capital giving rise to investment returns. In an institutional
and legal sense, however, pension funds are distinct from general
savings. They are collective funds of non-returnable contributions;
they are mutual insurance funds (in the case of defined benefit
schemes and annuitised defined contribution schemes); and they
represent deferred pay. While the general discussion about the
taxation of savings is relevant to pensions, there are additional
considerations which should be taken into account. One of these
is the impact of inflation.

Whether tax systems should include indexation or other
adjustments for inflation has been discussed inter alia in Meade
(1978), Kay and King (1990) and Fabian Society (1990). Most
countries tax the nominal return on investments (Denmark is
an exception). As is shown in Booth and Cooper (2000), for
example, a tax on nominal returns can reduce a real return from
3 to 1 per cent at only a 6 per cent rate of inflation. Taxation of
nominal returns represents, in effect, taxation of capital or double
taxation of previously earned income. Capital gains tax, in respect
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of company shares, can also be a double tax. In so far as a rise in a
share’s value takes place owing to retained profits, the investor is
taxed twice: once on the tax levied on the profits and once on the
capital gain that arises from the retention.

A tax on real returns would probably be difficult to operate
in practice, so governments might have to choose between taxing
the nominal return and exempting investment returns from tax
completely. In the case of pension funds, where money has to be
‘locked up’ for considerable periods of time, it might be better
to err on the side of not taxing at all. The alternative of taxing
interest income at income tax rates (or at a pension fund provid-
er’s corporation tax rate) would, in times of high inflation, lead to
an unintentional and unplanned erosion of capital, with serious
financial consequences. This issue may seem esoteric but it was,
in fact, the main reason why tax-free accumulation of pension
fund assets was granted in 1921, after the experience of the infla-
tion of the period during and shortly after World War I. Even low
rates of inflation can give rise to significant erosion of real capital
in a comprehensive income tax system based on taxing nominal
returns to saving.

Fiscal encouragement for pension provision can also be
justified on the grounds that means-tested benefits in old age
discourage some people (until recently only people on low
incomes but now the majority of the population) from making
their own pension provision. Le Grand and Agulnik (1998) write,
‘Thus direct spending on universal pensions ... acts as a positive
disincentive for personal savings; a disincentive effect that is
further complicated if the pension is not universal but income and
asset-tested.” This provides a further argument in favour of EET.
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EET, TEE or TTE for pension funds?

One feature of the EET form of expenditure tax, in a progres-
sive tax system, as compared with the TEE form, is that EET
allows individuals to minimise the tax they pay by spreading
their income. Thus, people can make contributions to pension
schemes when they are paying higher-rate tax (obtaining relief at
40 per cent) and then receive the pension when they are paying
tax at the basic rate. Fabian Society (1990) seems to suggest that
such income spreading is not a desirable feature of the tax system
(although recognising the impracticality of eliminating it). This is
a curious view to take when the very purpose of pension schemes is
to spread income (after tax) more evenly over a person’s lifetime.

The authors would argue that it is desirable for individuals
to have the ability to spread income across their lifetime and this
should be recognised for tax purposes. In any event, the purpose
of a progressive tax system, if one believes in that principle, is
that those with the ability to do so should pay more tax. In prin-
ciple, it is lifetime income and not annual income which is the
better measure of the lifetime ability to pay tax and which should
be taxed in a progressive way. Deferring pay through a pension
fund is one way of levelling out annual income so that each year’s
income (after deducting pension contributions and adding in
pension payments) is a fairer representation of lifetime income.
Individual contributors to pension funds, particularly the self-
employed, can also use pension contributions to ‘spread’ their net
income for tax purposes.

Saving through pension funds involves individuals forgoing
consumption for a substantial period of time (several decades and
the lifetime of ten to fifteen governments). If we accept that it is an
aim of government to promote independent pension provision, to
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prevent people from relying on the state in old age, then pension
funds may need to have greater certainty of tax regime and a more
favourable tax regime than other types of saving. Thus, even if
all forms of saving do not follow an expenditure tax regime, the
authors believe that pensions should do so. Furthermore, we
believe that the particular expenditure tax regime that is appro-
priate is EET.

The tax treatment of pensions in practice

To what extent is the current tax treatment of pensions the EET
system, as is so commonly supposed?> The tax position of contri-
butions and benefits in both defined contribution and defined
benefit schemes is described below.

Contributions

In the case of occupational schemes, whether defined benefit
or defined contribution, full tax relief is given on all employ-
er’s contributions but there are limits on benefits (see below).
Employees receive tax relief on contributions up to 15 per cent of
capped earnings (£102,000 in 2004/5) for that tax year. Employees
can also make additional voluntary contributions (AVCs) as long
as the total contribution does not exceed 15 per cent of earnings
and as long as benefits do not breach the benefit ceilings (see

2 Although the Inland Revenue proposed major structural changes to the tax re-
gime for pensions in its consultation document (Inland Revenue, 2002), and
formalised these in the Finance Act 2004, this does not change the argument in
this section, since for most people what is taxed and when it is taxed will not be
affected.
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below). Contributions to a personal pension scheme can be made
with full tax relief, up to an age-related maximum contribution
rate, starting at 17.5 per cent of capped earnings. Personal pension
schemes can allow a contribution of up to £3,600 (including basic-
rate tax relief), regardless of earnings.

Concurrent membership of an occupational and personal
pension scheme is permitted only for those paid less than £30,000
(in 2004/5).3

Investment returns

Investment income is exempt from tax in the sense that no further
tax is paid once the income is in the hands of the fund. In the case
of investments in bonds, property and cash, any tax deducted at
source is reclaimable by the pension fund, so the entire return is
tax free. In the case of investments in equities, however, profits
are taxed at source in the company’s hands and this tax cannot be
reclaimed by the pension fund. Prior to the July 1997 Budget, a tax
credit was available for that part of the return from UK equities
received in the form of dividends, but this is no longer given.
The tax rate suffered by pension funds on equities is thus the UK
corporation tax rate (in general, 30 per cent from 2004/5) or, in
the case of overseas equities, the equivalent tax rate of the foreign
country plus any non-reclaimable withholding tax.

3 These limits will be removed from tax year 2006/7, under the Finance Act 2004;
avery high ceiling on tax-free contributions will apply which will affect relatively
few people.
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Benefits

Benefits taken in pension form are taxed at normal income tax
rates. The maximum pension from a defined benefit scheme
is two-thirds final (capped) salary. A lump-sum benefit of up to
2.25 times the maximum occupational pension, or 25 per cent of a
personal pension fund, may be taken tax free.

There are specific anomalies and difficulties that arise from
the multiplicity of tax codes and the complexities of individual
tax codes. In the case of an occupational money-purchase scheme,
for example, there is a contribution limit on the employee but
not on the employer. Because there is no contribution limit on
the employer there is a benefit limit that has to be administered
and monitored. Meanwhile, AVC schemes have benefit limits
that are considered in conjunction with the total benefit indi-
viduals will receive from the occupational schemes of which they
are members. As a result of the multiplicity of systems, there are
transfer regulations to limit occupational benefits being moved
to personal schemes and possibly avoiding both contribution
limits and benefit limits, and there are various sets of regulations
that dictate the types of scheme of which an individual can be a
member concurrently.

The Finance Act 2004 introduces simplified benefit rules from
2006 and reduces the number of systems.

The overall tax position
The overall effect of these tax rules in practice is complex:

* Subject to the limits, contributions made to approved
schemes are generally fully exempt. Breach of the
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contribution limits could result in the scheme losing

Inland Revenue approval and hence the regime for
unapproved schemes applying. The first E is, therefore,

for most employees, unqualified for approved schemes. Its
administration can be complex, however (see also Part 3).
The Finance Act 2004 will remove controls on contributions
to a greater extent, thus it is reasonable to state, without
qualification, that UK pension funds have, and will in the
future have, tax-exempt contributions.

* The apparent exemption of investment income from tax is
illusory. Some three-quarters of the average pension fund
was invested in equities at the time dividend tax credits were
withdrawn.* Equities are taxed at the relevant corporation tax
rate. So, assuming an average corporation tax rate of 30 per
cent and on income tax basic rate of 22 per cent, the current
system of taxing investment returns could be regarded as T,
or even T*, by a basic-rate taxpayer.

* Typically, one quarter of benefits is taken in tax-free form, so
the final T is partial.

Overall, therefore, the current system could best be described
as ETTPial or ET+TP2! jn comparison with the EET benchmark.

Higher-rate tax relief

Some commentators have suggested that higher-rate tax relief on
contributions should be abolished. Reference was made to this in
DSS (1998), as there had been speculation that the government

4 76 per cent according to the W.M. All Funds Universe, Quarter 2, 1997.
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had been attracted to the idea. The Green Paper did not, however,
express an intention to go ahead with any such abolition.
Proposals to abolish higher-rate tax relief have been made by Le
Grand and Agulnik (1998) and by Downing Street advisers (see,
for example, the Sunday Times, 20 October 2002).

If higher-rate tax relief were abolished, it would produce a
system of Elower rate+Tpartial 1f however, the intention is to restrict
the benefit of deferring tax until retirement to the basic rate of tax
by collecting the higher-rate tax up front, it would be necessary
also to abolish the higher rate of tax on pension benefits. In other
words, Elower rate+partial lower rate y6y]d be necessary to produce
the desired effect! The abolition of higher-rate tax relief on its
own would produce an entirely arbitrary tax system for pensions
and unnecessarily complicate the savings decision. It would also
be virtually impossible to administer. If tax relief were given
only at the basic rate but pension benefits were then taxed at the
higher rate, this would amount to double taxation (income from
pensions would be taxed at the higher rate but relief on contribu-
tions would have been given only at the lower rate). If, however,
pension benefits were taxed at the basic rate even for higher-
rate taxpayers, it would create a tax system that would make our
current quagmire look straightforward. Also, if tax relief were
given only at the basic rate, there would be an incentive for higher-
rate taxpayers to have their contributions made by their company
(to avoid tax). No doubt the Inland Revenue would then want to
class companies’ pension contributions as a taxable benefit at the
higher rate of tax.> This would lead to huge practical difficulties,

5  Infact, because of the difficulty of attributing employer contributions to employ-
ees in the case of defined benefit schemes, the proposals outlined in the Sunday
Times (op. cit.) proposed exempting employer contributions to a scheme from
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however, particularly for defined benefit schemes, the contri-
butions of which are not attributable to individual members.
Overall, proposals for the abolition of higher-rate tax relief have
been insufficiently thought through, both from the point of view
of public finance economics and their administration.

In summary, neither the current pension fund tax system,
nor proposals to abolish higher-rate tax relief and move to E'o¥er
ratep+Tpartial haye any obvious economic rationale, unlike EET,
TEE (the ISA regime) or TTE (the comprehensive income tax
regime). The authors’ preference is for a regime as close as possible
to EET. This would mean establishing a method whereby returns
to equities could be, as far as possible, tax free, but where there
was no tax-free lump sum.

Costs of pension provision under different tax regimes

We have shown that, in principle, the tax system for pensions
does not follow the ideal of an EET tax system. There is arbitrary
taxation of equity returns within a pension fund and an arbitrary
tax-free lump sum. In Appendix B we show how far away from
EET the pension fund taxation system is in terms of the cost of
financing a given pension, and illustrate how far the current tax
system is from an economically coherent system. The results
of the calculations in Appendix B are described below. In previ-
ously published work, Booth and Cooper (2002) show the impact
of different tax regimes on pension levels achieved from defined
contribution schemes with different tax arrangements. Here we

the abolition of higher-rate tax relief! Clearly such an approach is unsustainable
and, as far as the Inland Revenue would be concerned, untenable.
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concentrate on defined benefit schemes. We look at the cost of a
given set of pension benefits, when the scheme faces four different
tax regimes. The first tax regime is the existing regime, described
above. The second regime is that which existed before the with-
drawal of tax credits on UK equity dividends by Gordon Brown
in 1997. The third is a comprehensive income tax system where
contributions are made out of post-tax income and pension fund
investment returns are taxed — in other words, as if pensions had
all tax relief abolished. The final regime is a pure expenditure tax
(so that the returns from equity investments are untaxed and all
corporation tax paid on company equity returns is reclaimed).

Comparison of the cost of funding benefits under tax regimes

The results in Appendix B show that the removal of tax relief on
dividends (moving from the pre-1997 to the post-1997 regime)
should have increased the standard contribution rate of a typical
pension scheme, to fund a given level of benefits, by 9 per cent.
These results are consistent with those found for defined contri-
bution schemes (see ibid.). A 9 per cent increase in pension fund
contribution rates can be seen as the cost of that particular tax
change to companies with defined benefit pension schemes.

The expenditure tax regime gives rise to the lowest cost of
funding a pension benefit. This arises because investment returns,
including equity returns, are fully tax free under this tax regime.
If there were a pure expenditure tax regime, the standard contri-
bution rate relative to the current (post-1997) regime would be
reduced by 28 per cent. As expected, these results support the
conclusion that the present tax system is a significant departure
from the EET expenditure tax basis often quoted in the literature.
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Pension funds are not nearly as favourably treated from a tax
point of view as is often suggested to be the case.®

If there were a comprehensive income tax regime, the cost of
funding benefits would increase by 14 per cent, after allowing for
all tax considerations, compared with the cost of funding benefits
under the current regime. This would represent the increased cost
of pension provision from removing any special tax treatment of
pensions, so that they were taxed just like other savings products.
It should be noted that the increased cost would depend on the
particular circumstances of a scheme and its members’ salary
profiles — the increased cost of 14 per cent represents the increased
cost for a typical scheme.

Thus the post-1997 tax system leads to a contribution rate
somewhat closer to that which would exist under a comprehensive
income tax system than that which would exist if pension funds
really did face an EET regime. Some of the so-called ‘tax privi-
leges’ of pension saving are not as complete as is often suggested
(for example, investment returns from equities are taxed at a rate
even higher than the standard rate of income tax). On the other
hand, some aspects of the tax position are better than would exist
under an expenditure tax (for example, the tax-free lump sum).
In fact, the tax system surrounding pension schemes is inco-
herent, encouraging the Inland Revenue to create a ‘quagmire’ in
terms of the detailed application of the rules (see below and Part
3). In particular, the existence of the tax-free lump sum provides
a potential area of tax avoidance and encourages the Inland

6 A further complication to the tax position of contributions arises because em-
ployers do not pay national insurance contributions on their contributions,
whereas employee contributions to the scheme are paid net of both employer
and employee NICs.
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Revenue to develop anti-avoidance regulations. Further calcula-
tions show that, in terms of the cost of funding a given benefit, the
benefit of the tax-free lump sum almost exactly offsets the cost of
the tax paid on equity investments — this is an important finding,
the implications of which will be discussed further in Part 3.

One aspect of the incoherence of the current pension fund
tax regime is the differential treatment of equities compared with
other investments. Bond returns, direct property returns and cash
returns are totally tax free (thus following the logic of the expendi-
ture tax system). Equity returns are taxed at 30 per cent. Property
returns are not taxed unless property is held through property
investment company shares, in which case it is taxed on the same
basis as equity returns. Thus the tax position of a fund worsens the
more investment takes place in equities (see Booth and Cooper,
2000; Emmerson and Tanner, 2000; Booth and Cooper, 2002).

Regulation and the tax system

In the section above we examined the economic basis of the tax
treatment of pensions. Despite the fact that it was demonstrated
that pensions do not follow the EET tax system commonly
supposed, it is nevertheless true that their tax position is more
favourable than that for most other savings vehicles.” It is there-
fore reasonable for the Inland Revenue to impose some limits on
the extent to which the tax position of pensions can be exploited
and some restrictions on the behaviour of those saving through
pension schemes. We have indicated the reasons why pension

7 Although, for individuals on stable earnings, below the higher-rate tax band,
there are situations in which the tax framework for pensions saving is not signifi-
cantly better than that for ISAs: see Emmerson and Tanner (2000).
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schemes should receive tax treatment that is close to EET. One of
these reasons is to mitigate the economic distortions caused by the
state offering means-tested benefits in retirement. One restriction
that it is reasonable to put on individuals saving through pensions
vehicles, therefore, is that pension funds should, in the first place,
be used to purchase annuities.

Nevertheless, the current regulations limiting the use of
pension vehicles are far more restrictive than is required by adher-
ence to the principles enunciated above. The tax system is also
far more complex, leading to paperwork costs as well as reducing
choice and market transparency for pension scheme members.
Indeed, the paperwork costs may be so high that they discourage a
large number of people from pension saving altogether.

Annuity purchase rules, contribution and benefit limits

Currently, there are restrictions on the financial purposes to
which a defined contribution pension fund can be put, and also
restrictions on the annuity structure of defined benefit schemes.
Furthermore, there are contribution limits on defined contri-
bution schemes and benefit limits on defined benefit schemes.
There are, then, complex rules dictating the relationship between
defined benefit and defined contribution schemes. The current
limits on contributions and benefits were described earlier in this
chapter, although, as has been noted, these are in the process of
being liberalised. The annuitisation rules strongly discourage, and
in many circumstances prevent, less than 75 per cent of a pension
fund (or equivalent in a defined benefit scheme) being used to
purchase anything other than an annuity.

Annuitisation requirements restrict the freedom of individuals
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to manage their pension income in retirement as they see fit
(particularly in a situation of declining health). They also lead to
extra administrative costs for defined contribution occupational
schemes and contracted-out personal pension schemes, as well as
creating arbitrary inconsistencies between the different arrange-
ments. The annuitisation rules also create risks from pension
saving that do not exist in other forms of saving.

There are two main economic reasons for the regulations
imposed by governments on the ways in which pension assets are
used and the regulations limiting the amount of pension provision
that can be made. These rules, it can be argued:

 prevent moral hazard (for example, prevent individuals
spending all their retirement income savings at the point of
retirement and then claiming means-tested benefits from the
state); and

* prevent individuals from ‘over-providing’. The rationale here
is that pensions are tax privileged, to help people provide
an annuity in old age and prevent them becoming a burden
on the state. If people want to save more than for this basic
requirement, they should use non-tax-privileged savings
vehicles.

The tax qualification and annuitisation rules, as currently
structured, are more geared towards the second point than
the first. Many of the regulations were designed at a time when
marginal rates of tax were much higher (up to 83 per cent) and so
the value of up-front tax relief on contributions was, correspond-
ingly, much higher. We have shown above that the tax system is
no longer particularly favourable towards pension provision. If the
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tax-free lump sum were abolished (see Part 3), the Inland Revenue
would have no need to take such interest in the form in which
benefits are received. The first point made above about the annui-
tisation rules has, however, become more important than hitherto
because of the extension of means testing. We suggest in Part 3
that a simple annuitisation rule be developed, for both defined
benefit and defined contribution schemes, which addresses the
moral hazard problem, and that most other rules surrounding the
tax position of pension funds can be abolished.



11 THE PROBLEM OF UNFUNDED
PENSIONS

While the issue of the unfunded pensions burden is not the
main focus of this work, we provide a brief discussion of the issues
here. Brown (1995) and Lunnon (1996) have suggested that there
is macroeconomic equivalence between ‘pay as you go’ (PAYGO)
pensions paid from taxes and funded schemes.' Their argument
is that whether pension benefits are funded or not is irrelevant
because all the people in a country can consume goods and
services produced by today’s workers only in aggregate, whether
or not benefits are funded. Therefore the pensions paid to today’s
pensioners must come from the production of today’s workers.
This argument ignores the role that capital plays in the economy,
something that is fundamental and basic in economics.

The person funding a pension establishes a capital fund that
provides property rights over future returns on investment.
This is a fundamentally different system from PAYGO pensions,
where pensions for today’s pensioners are financed by taxes from
today’s taxpayers. There is no effort in a PAYGO system to build
up a fund or secure property rights on future investment returns.

1 Many other authors have too, although mainly non-economists, often writing
papers for trade bodies, professional magazine articles, etc. We cite these two
authors for having sparked a major debate on this subject within the actuarial
profession. There are some subtle arguments that can justify the equivalence ar-
gument — see below.
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This represents a fundamental reason for preferring private to
state pension provision right across the income scale. As has been
noted, one author does not fully accept this perspective, and our
proposals allow choice, at the individual level, between state and
private provision through the mechanism of contracting out in
respect of the basic level of pension provision.

It could, however, be argued that private, funded pension
saving might substitute for other forms of saving rather than
lead to new saving, so that there is no new capital formation
from pensions saving; indeed, we use this argument below in
the discussion of compulsory pension provision. Also, the devel-
opment of PAYGO pensions debts might lead to increased
saving as individuals seek to meet the perceived increase in the
future burden of taxation necessary to pay for state pensions in
the future (this is known as ‘Ricardian equivalence’). In both
these cases, there may be no net change in aggregate saving
from private pension provision. The privately funded pensions
themselves, however, are secured by property rights on returns
from future investment, and so, at a microeconomic level, give
individual savers a claim on the returns from the investments
financed by their pension saving. If an increase in aggregate
saving were to take place in response to the extension of a
PAYGO system, under the Ricardian equivalence argument, it
would not secure a pension benefit for any individual.

There are circumstances in which so-called PAYGO pensions
could be regarded as funded because the income from contri-
butions is effectively a substitute for issuing government debt
(Minford, 1998). Some economists would therefore regard
PAYGO pensions as funded by implicit government debt and
PAYGO pension liabilities as an extension of government debt.
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Booth (1998) discusses this issue in much greater detail and
concludes that such analogies are valid, but only up to a point and
only in respect of certain types of unfunded schemes. It is certainly
true that a state pension based on an accruals system that allows
contracting out should have a greater degree of security than a citi-
zen's pension (see Introduction) and could be regarded as being
funded by government debt. Indeed, the authors would argue that
government accounting systems should account for such state
pension liabilities (see below).

The OECD has calculated the implicit government debt asso-
ciated with PAYGO social insurance schemes in the developed
world. Demographic changes that give rise to these debts and the
policy issues that result have been discussed by authors such as
Kessler (1996) and Chand and Jaeger (1996), and the arguments
have been summarised in Booth and Dickinson (1997). There are
several ways of quantifying the accumulated social security obliga-
tions. The OECD (reported in Paribas, 1995, and discussed in Stein,
1997, and, more recently, in Daykin, 2002) looked at long-term
budget deficits and national debt figures for various countries. The
estimates were based on the assumption that 1995 policies would
continue. By 2030, Germany was projected to have a budget deficit
of 9 per cent of GDP and a debt-to-GDP ratio of over 100 per
cent caused by unfunded pensions costs. Figures for France were
similar. Italy was projected to have a budget deficit of 13 per cent
and a debt-to-GDP ratio of 120 per cent. The UK, with its low level
of state pension provision, had a projected budget surplus and a
projected debt-to-GDP ratio of below 10 per cent. Policy in the UK
has changed considerably since these figures were calculated, so
whether the UK can maintain and, indeed, has maintained such a
low level of implicit debt is questionable (Cooper et al., 2003).
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Future state pension liabilities are often expressed as a
percentage of GDP. If the state actually intends to pay the future
pensions, these liabilities are the equivalent of government debt
that is not financed by assets held. It would be reasonable to add
pension liabilities to official government debt when comparing
national debt figures across countries. An official quantification
of the level of unfunded pension liabilities would provide useful
information for voters, for whom information about the cost of
future pension liabilities is extremely opaque.

Changes in population structure can give rise to problems in
relation to funded schemes as well as for PAYGO schemes. For
example, when a population ages there will be changes in asset
prices, rates of return and wages. These are price signals indicating
changes in the relative scarcity and abundance of labour and
capital. If a market-based system of funded pensions is to work
effectively, it is important that individuals are able to react to such
price signals. Reactions might include increasing (or decreasing)
saving, investing overseas or extending the working life (which
would be a rational reaction to both labour scarcity and capital
abundance). The encroachment of a system of means-tested
benefits, with benefits increasing in level at a given age (the state
pension age), removes some of the flexibility that needs to exist
in a funded pensions system if it is to respond to changing demo-
graphic profiles. We discuss potential solutions to these problems
and ways to make funded pensions respond to price signals more
effectively in Part 3.

Given the fundamental difference between funded and
unfunded pensions, it would seem reasonable for the govern-
ment not to act in a way that would lead to a reduction in funded
pension provision. Indeed, as has been noted, the government has
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increasing funded pension provision as a stated objective. Recent
policy, however, is likely to lead to the opposite happening — a
reduction in funded pension provision in the long run. The recent
Pensions Commission report (autumn 2004) provides plenty of
evidence of the decline of private pension provision. The issue of
whether pension provision should be funded or unfunded is one
that has tended to divide those who believe in market solutions to
economic problems from those who do not. This division should
not be clear cut, however. It is possible to have state-provided
funded pension provision, state-regulated funded provision or to
intervene in other ways to ensure that (for example) the low paid
receive help in developing funded pension provision. Thus it is
possible to have a pension system with a significant degree of state
intervention but with funded provision. It is also possible to have
a private PAYGO system based on extended family or paternal-
istic company arrangements.

Notwithstanding these points, significant unfunded state
pension debts do undermine economic freedom by imposing an
implicit contractual burden on individuals who were not party
to a free contract (see Booth, 1999, for a more detailed discussion
of this). The coming generations of voters will have to finance
pensions they have had no part in agreeing to. The proposals in
Part 3 will increase the level of funded pensions and will work with
the grain of the market and the price system in other respects. As
has been discussed in the Introduction and is further discussed
in Part 3, the particular state mechanism that we propose does
impose discipline on the current generation of workers not to
promise themselves benefits that they are unwilling to finance
themselves, as a cohort.
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Part 3
The Way Out of the Quagmire

Our principles for reform have been enunciated in the Introduc-
tion. We restate them briefly here.

* There may be a legitimate role for the government in
providing a single means-tested benefit in retirement to
act as a safety net: there is no reason, however, for the
characteristics of that benefit to differ from the characteristics
of means-tested benefits before retirement.

 The tax system for elderly people should be no different from
that for younger people.

* There is an economic case for the state to require a particular
minimum level of compulsory pension provision but that
should not be greater than it is currently.

* Pension saving should remain outside the tax system until
pension income is received.

* There should be no arbitrary benefits given to those who
save for a pension (for example, a tax-free lump sum) and no
arbitrary taxes on pension fund investments (for example,
the taxation of equity returns while other investments are tax
free).

* Given that pension saving should take place outside the tax
system until benefits are received, it is reasonable for the
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Inland Revenue to place some limits on provision, but such
limits need not be onerous.

» The regulation of the solvency and funding of pension
schemes should be limited to those parts of schemes that
are designed to provide the minimum required compulsory
provision.

* The pension system should not institutionalise a particular
retirement age.

Most of this part is devoted to suggested reforms to the pension
system. As there is so much support for increased compulsion,
however, the authors felt that it was important to start Part 3 with
a chapter explaining the reasons why they reject that approach.

12 EVALUATION OF PROPOSALS FOR
MORE COMPULSION

One obvious way to deal with the serious disincentive problems
caused by the interaction of the means-tested benefit system
with the tax system, which has been described above in Parts 1
and 2, would be to have more compulsory pension provision.
If the level of compulsory pension provision were greater than
the level of means-tested benefits, means-tested benefits would
cease to be an important disincentive. A number of commenta-
tors have suggested greater compulsory pension provision as a
way of removing what is, in effect, a form of moral hazard caused
by the extent of means testing. The most notable proponent of
this approach is Frank Field (see, for example, Field in Deacon,
2002). Field also believes that greater compulsory pension provi-
sion would help ensure that everybody would contribute to their
future pension and that it could be combined with greater income
redistribution, thus strengthening, as Field would put it, social
cohesion.

We reject proposals for increasing compulsory pension provi-
sion as this is attacking the symptoms of the problem of lack of
pension provision (disincentives to save) rather than the causes
(the growth of means-tested benefits) and therefore does not
resolve the underlying problem. It immediately raises the issue of
how the less well off could afford increased compulsory pension
provision (see Booth in ibid.). Equally, if the less well off were
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enabled to afford increased pension provision through higher
taxes used to redistribute income or through redistribution within
the pension system, this would replace means testing in retire-
ment with means testing during working years or higher explicit
or implicit taxes. This would not necessarily resolve a moral
hazard or disincentives problem: it would merely transfer it to a
different part of the lifespan.

We noted at the end of Chapter 7 that the current level of
compulsory pension provision (effectively the BSP plus S2P) was
greater than the level of means-tested benefits. Current retirees
often had a lower level of compulsory pension provision during
their working lives, however, so they suffer from disincentives
problems because the pension they receive may well be less than
means-tested benefit levels. Current workers, despite the increased
compulsory pension provision, have been led to expect a consid-
erable extension of means-tested benefits through the linking of
means-tested benefit levels to increases in earnings, while the BSP
is linked only to prices. Thus current workers, making their deci-
sions on the basis of expectations of future policy, also have their
incentives eroded. In developing any proposals, it is important not to
neglect that individuals’ behaviour will respond not to the system as it
is at present but to their expectations of its development.

Two main economic arguments can be advanced for greater
compulsory pension provision. The first is based on what is often
described as ‘investor myopia’. If people are left to be respon-
sible for their own pension arrangements, they may not save
enough to provide an adequate pension because they will put
short-term needs ahead of long-term saving. This argument, in
effect, suggests that a pension is a ‘merit good’, the provision of
which should be made compulsory, financed or subsidised by the
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state, because, left to their own devices, individuals will not make
sufficient provision for their needs. Acceptance of this argument
implies that under-saving can be expected to increase as occupa-
tional pensions decline and people rely more on personal pension
schemes, since employers usually make significantly higher contri-
butions to the former.

The second argument in favour of greater compulsory pension
provision is based on the economic principles of ‘second best’. If
the merit good argument is not accepted, it could be assumed that,
in the absence of government intervention, individuals would
provide themselves with the optimum amount of pension provi-
sion. Governments, however, provide means-tested benefits that,
as has been demonstrated above, distort savings incentives. This
creates a ‘second best’ situation where there is an incentive for indi-
viduals to ‘under-provide’ for their pension needs. Nevertheless,
the social benefits of more pension provision are greater than the
private benefits because, if an individual increases pension saving,
this reduces the cost to others of providing means-tested benefits.

One possible solution is for the state to provide incentives for
individuals to save more for a pension than they would otherwise
choose to provide for themselves — for example, by providing
incentives through the tax system. Alternatively, a direct subsidy
for pension provision could be given to those who are most
likely to be at risk from disincentives arising from means-tested
benefit provision.' Some would argue that if these strategies were

1 LeGrand and Agulnik (1998) argue that the current tax treatment of pensions in
the UK provides an implicit subsidy for pension provision and express a prefer-
ence for an explicit subsidy. It was not, however, the intention of those who de-
signed the current tax system that it should form an implicit subsidy (see Part 2).
Neil Collins, City Editor of the Telegraph, is a vocal proponent of explicit subsidy
for pension provision using the BOGOF’ (buy one get one free) approach.
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ineffective in counteracting the disincentives to provide pensions
that arise because of means-tested benefit provision, greater
compulsory pension provision would be desirable. The govern-
ment’s Pensions Commission under Adair Turner is investigating
these issues.

Arguments for compulsory pension provision have been well
rehearsed in policy discussions on pensions issues. For example,
the government consultation document, Stakeholder Pensions
(published in 1997), said that ‘a significant number of responses to
the Pension Review urged an extension of compulsion’. Commen-
tators on the issue often cite foreign examples. Both the Australian
and Chilean pension systems (see Knox, 1998; Pinera, 1998)
involve significant compulsory provision.

The debate about compulsory pension provision in the UK
often appears to take place on the assumption that there is no
compulsory provision at the moment. In fact, all employed
and self-employed people with incomes greater than the lower
earnings limit are de facto compelled to be in the government’s
basic state pension scheme and many others receive credits in
the system. This implies the compulsory provision of a pension
benefit of £4,139 p.a. (for someone credited with a full working
lifetime). The cost of providing this benefit is equivalent to saving
over £1,000 per annum (indexed to prices) throughout a working
lifetime. Employed people have further compulsory provision
through SERPS/S2P (or an equivalent or better private scheme
for those who have contracted out of the state scheme), which
targets at least 20 per cent of revalued career-average pay between
the lower and upper earnings limits (see Part 1 for a description of
SERPS/S2P). Many people now receive credits within this scheme
too.

EVALUATION OF PROPOSALS FOR MORE COMPULSION

Figure 8 Interaction between Pension Credit and S2P
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Someone retiring now with a full NIC record, having received
median earnings (£20,400 p.a.) throughout their working lifetime,
would receive a state pension of over £7,000, a replacement ratio
of about one third, from age 65 (earlier for women). Compulsory
provision above this level could be seen by some as penal.

Figure 8 shows the target state pension benefit under a mature
S2P in real earnings terms, relative to the single person’s guar-
antee credit part of the Pension Credit. It demonstrates how the
replacement rate achievable from state pensions falls each year
if the BSP continues to be increased no faster than prices and, as
proposed, the single person’s guarantee credit increases in line
with average earnings.

There are a number of points that can be made related to
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Figure 8. First, it is clear that the minimum compulsory provi-
sion is not less than the proposed minimum income guarantee for
another 64 years! Thus, in theory, means-tested benefits should
not impact, even on new entrants into the workforce, for another
24 years. This would seem to suggest that proposals for greater
compulsory pension provision are not appropriate except on
merit good grounds. There are some qualifying factors, however.
First, there are still very high marginal rates of tax and benefit
withdrawal (see Part 2) up to a much higher level of income when
one considers the full Pension Credit scheme, which provides
means-tested benefits up to income levels of approximately £144
per week in 2004/5 and also non-cash means-tested benefits such
as housing and council tax benefit. Second, many individuals do
not qualify for a full BSP or S2P. Nevertheless, this does put the
moral hazard problem in perspective. The problem of disincen-
tives caused by means testing would perhaps not be insurmount-
able if other policies were to be changed while leaving the level of
compulsory provision broadly unchanged. The reasons why we
would prefer there to be no significant change in the amount of
compulsory pension provision are given below.

Reasons for not increasing compulsory pension
provision

A number of reasons can be put forward which suggest that an
increase in compulsory pension provision would not be the ‘cure-
all’ that is sometimes suggested.

* The most direct way of addressing the specific moral hazard
problem would be to extend the flat-rate part of compulsory,
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contributory, pension provision (see, for example, O’Connell,
20047 Simpson, 2003). If this were done, then those who
would see the greatest proportionate increase in their pension
provision would be the lower paid, who may already be on
means-tested benefits whilst of working age. Such means-
tested benefits may have to be increased to help the low paid
meet the increased national insurance or private pensions
contributions. Means-tested benefits in retirement would
then simply be replaced by increased means-tested benefits in
work.

Most individuals and families have significant debt during
their early to mid working lives (mortgages, bank loans, and
so on). It would be difficult to argue that greater pension
provision is a sensible financial decision for such people.
They would, in effect, be borrowing from one institution

and lending to (saving with) another, with considerable
transactions costs through interest spreads, product charges,
and so on. Compulsory pension provision would, in effect, be
making pensions mis-selling compulsory.

A second-best economic position, caused by means-tested
benefits altering the price of pension per unit of net (of
benefit) pension received, can always be corrected more
effectively via the price mechanism than by compulsion. The
price mechanism can involve the provision of tax breaks or
subsidies for pension provision. Other authors, such as Neil
Collins and Le Grand and Agulnik, have suggested providing
an explicit subsidy for pension provision. We also reject

Various different ways of financing an extension were discussed by O’Connell.
Her analysis was based on implementing the scheme used in New Zealand.
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their approaches, however, as they would add further to the
complexity of the system.

* Pension provision could lead savers to substitute pension
savings for other savings with savers replacing flexible savings
vehicles with less flexible (compulsory) savings vehicles, less
able to meet individual needs. This could create a welfare
loss, particularly for those with impaired health who may not
expect to live sufficiently long to receive a pension or who
would receive a pension for a shorter than average time.

* Similarly, savers could simply increase their financial
liabilities, which they would then plan to repay using their
pension assets. For example, they could choose to continue
their mortgage into retirement and repay their mortgage
using their pension (or repay it on retirement using the
lump-sum benefit). Again, this leads to savers incurring the
intermediation costs of both borrowing and saving. The
only way the government could prevent this from happening
would be to increase the level of control of all financial
decisions taken by individuals.

* Individuals may prefer to be supported in old age from the
proceeds of working beyond traditional retirement age, from
the income or capital from non-financial assets (for example,
by letting property or ‘downsizing’) or, in many cultures,
through extended family networks. Greater compulsory
pension provision institutionalises a particular form of
retirement provision.

Given that the economic case for greater compulsion is weak
and there are a number of arguments against greater compul-
sion, the authors would argue that greater compulsory pension
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provision (whether private compulsory pension provision as in
Australia or Chile or state compulsory pension provision as in
many EU countries) should not be required in the UK.

Other arguments have been put forward for compulsion — for
example, that compulsion will raise the savings ratio, helping the
economy as a whole, and also lower the unit cost of pension provi-
sion.? These arguments are of a fundamentally different character
from the moral hazard argument. Compulsory provision of any
product may lower unit cost in the short term. In the long term,
however, this is at the expense of innovation and consumer effi-
ciency, and could lead to uncompetitive market practices.

With regard to the savings ratio argument, we believe that it
should be up to individuals to determine their own consumption
patterns, bearing in mind their own time preferences and desired
returns to capital. Given current returns to capital, savers might
choose to save less because this is optimal for them. Increased
saving would finance an increase in the capital that provides the
return to the saver, and establish a property right on the returns
from that capital, which increases the individual’s pension. It is
not clear how it helps the economy as a whole, however. Rather, it
could do the reverse, since a big pool of compulsory savings could
lower the productivity of capital.

Others have proposed greater compulsory pension provision
as part of the development of a wider pensions system, based on
defined benefits, guaranteed by the state (for example, Field in
Deacon, 2002). A feature of these systems is that all contribu-
tors pay higher contributions, as a percentage of salary, than the

3 Indeed, the document Stakeholder Pensions, published in 1997, says that many of
those who proposed greater compulsory pension provision did so because they
believed that it would reduce the unit cost of provision.

137



THE WAY OUT OF THE PENSIONS QUAGMIRE

138

current compulsory equivalent, and there is then redistribution
within the system so that the less well off receive a pension that
is better than ‘actuarially fair’, given their contribution record. In
effect, the well off are paying higher compulsory contributions to
finance pensions for the less well off: this is not unlike the current
BSP system except that the proposals often involve greater private
sector involvement (for example, in the investment of funds). As
well as leading to greater compulsory provision overall, Field’s
proposals would have involved the replacement and/or supple-
menting of tax-financed redistribution with income redistribu-
tion through a pension scheme. In economic terms, this is little
different from increasing taxes on higher-paid groups to finance
greater means-tested payments to lower-paid groups.

Thus, we reject reform that is based on increasing the extent
of compulsory pension provision. Although the current state
pension system and its interaction with the private sector is far
from straightforward, it does involve a compulsory element that
is sufficient to address the moral hazard problem were it not
for the existence of other policies which, themselves, should be
addressed.

13 SOCIAL SECURITY BENEFITS AND
STATE PENSIONS

Non-cash, non-means-tested benefits

The government has recently introduced two non-cash but non-
means-tested social security benefits that are age dependent. The
first is the winter fuel allowance, which, although presented as a
non-cash benefit, is a cash benefit in practice. It is paid on a ‘per-
household’ basis, when one member of the household reaches
age 60, but is independent of heating needs, climate or actual
fuel consumed (pensioners who live in Spain during the winter
are eligible, as well as those who live in Aberdeen). This benefit
does not impair economic efficiency in an obvious way (it is paid
to workers aged over 60 as well as to the retired) but is of no
obvious benefit either. It adds to the complexity of the system as a
whole, is costly to pay out and to claim, and has to be collected in
taxes before then being paid out as a social security payment. We
propose it should be abolished.

The second benefit is a genuine non-cash benefit —a free colour
television licence is available to any household where one member
is over the age of 70. This benefit is paid on a per-household basis
and does not influence taxable income or means-tested benefits.
Individuals who do not own a television set (perhaps because they
are blind) or who are in communal housing (where individual
television licences do not have to be purchased) receive no benefit.
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It is difficult to suggest any economic rationale for free television
licences; it surely cannot be argued that a colour television is a
merit good. Any economic or social objective (for example, giving
more assistance to the less well off) could be achieved more effi-
ciently in a different way. We also propose that this benefit be
abolished.

Means-tested benefits, social security minimum income
and the level of compulsory pension provision

Economists could make a major contribution to pension policy if
they could persuade the government to revise the relative levels of
means-tested benefits and compulsory pension provision to avoid
the moral hazard problems that we have described. The political
process should be left to determine the level at which means-tested
benefits should be set. In 2002 Age Concern believed that £160 per
week was the minimum income needed for subsistence (Parker,
2002), and this would vary depending on the size of household
and other factors. We do not make any further comment on the
size of the basic means-tested benefit that should be paid to indi-
viduals or households — that is a political decision. Parker notwith-
standing, however, the means-tested benefit should not vary with
age. Needs-contingent, but not age-contingent, benefits can be
paid if necessary.

If the level of compulsory pension provision is driven by the
one consideration of removing the moral hazard to remain on
means-tested benefits, then many of the other problems with the
pensions system, particularly those imposed by government regu-
lation, can be addressed.
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Income support and means-tested benefits

If compulsory pension provision is sufficient to prevent most
people from entering the means-tested benefit net, it might be
thought that means-tested benefits and the various taper provi-
sions would not be necessary. Even in the long term, however,
when a system is fully mature, there will always be some people
who have avoided ‘compulsory’ pension provision: while the
system may be ‘compulsory’ it may not be quite universal, even
if credits are given to people who care for their elderly, bring up
their children, etc. Also, some people who have contracted out of
the state system may have a smaller pension than the ‘compulsory
minimum’ as a result of poor investment decisions. Nevertheless,
the various mechanisms to provide credits towards compulsory
pension provision will ensure that most people will have incomes
in excess of income support, at least in the long term, but taper
provisions will still be necessary to ensure that a relatively small
number of individuals, who have somehow managed to avoid
compulsory pension provision and qualify for income support,
still have incentives to save and work. Such tapers might also be
necessary to provide incentives to individuals to invest pension
savings in a prudent way.'

The current government expresses an ‘intention’ regarding the
setting of future means-tested benefit levels. This is not set in legisla-
tion but nevertheless is important in influencing expectations. We
propose that the government’s intention with regard to the future
level of means-tested benefits should be expressed as follows:

1 Wedonot pursue this issue further except to note that the authors would prefer a
taper in the means-tested benefits system to investment regulation to provide the
appropriate incentives for individuals to invest prudently. A price signal is better
than direct control.
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The level of means-tested benefits will generally increase

in line with the price level. Additional increases may be
given, but, except in extraordinary circumstances, these
increases will not be greater than the rate at which the level
of compulsory pension provision is increasing. The objective
will be to maintain the minimum means-tested benefit
payment around subsistence level in the long term.

Council tax and housing benefits could remain with their
current taper levels. There are good arguments for turning these
benefits into cash benefits, but these are beyond the scope of this

paper.

A new state pension

We define a new state pension benefit, earned on an accruals
basis, as follows. For each year for which an employee has a
national insurance record of any type, or receives home responsi-
bility protection or otherwise receives credits in the state pension
system, a pension is accrued as follows:

Pension received at retirement = Y45 X 8,500 X (1 + g)’° ™"

where g is a rate of growth of the accrued pension between the
age of accrual 7 and the ‘state pension reference age’, which we
believe should be set at age 70. g is fixed at a level between the
rate of growth of retail prices and the rate of growth of earnings.*

2 For example, ¢ could be halfway between the rates of growth of earnings and
prices, or the rate of growth of prices plus 1 per cent. To some extent it is a
political matter to determine g. Although g could be changed for future years’ ac-
crued pension, to change g after a given year’s pension had accrued would cause
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The maximum number of years of accrual would be 45. The
pension received at retirement would be index-linked to prices.
This formula would ensure that the state pension decreased as a
proportion of average gross earnings but, owing to the method
of up-rating, would provide a partly earnings-related benefit that
could complement individual saving.

In real terms, this pension is broadly equal in amount to the
sum of the current BSP and S2P (when — or if — S2P is capped), up-
rated at less than the level one would expect under S2P but more
than the level one would expect under the BSP. It is also broadly
equivalent, in cost terms, to the current level of the BSP: a higher
pension than the current level of BSP would be received but from
alater age. The figure chosen for the full level of pension, however,
is intended to be illustrative. As has been noted, it is a matter for
Parliament to decide the level of subsistence means-tested benefit
and hence the level of pension.

An actuarially adjusted pension could also be received from
any age between 60 and 70, as long as the pensioner could demon-
strate that insured annuities, including the state pension, were
being received at least equal to 1.5 times the level of means-tested
benefits: this provision would ensure that the individual did not
become a burden on the state by retiring early but would other-
wise be a liberalising measure. Otherwise, the pension would start
to be paid from age 70 or later. Again, an actuarially adjusted
pension could be received if the individual elected to start to
receive the pension after age 70.

inequity between people who had contracted out and those who had not. Within
the current system, in so far as comparisons can be made between the current
system and our proposed framework, g is the increase in RPI for the basic state
pension and the increase in average earnings for S2P.
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This pension would replace the BSP and S2P. It would be as
easy to administer as S2P will be, after stage two of the reform,
when it is proposed that S2P will become flat rate. There would
be only one pension to administer, however, not two. It should be
easy to provide individuals with statements, illustrating pension
projections. There would be a considerable amount of certainty
regarding the real amount of pension that would be received by
any individual. It would then be relatively easy for individuals to
make decisions regarding how much additional pension provision
should be made.

The system would work on an accruals basis, similar to flat-
rate S2P. This means that, once an individual had worked a given
year, a sum of pension, determined by the formula above, would
come as close as is possible in the relationship between the indi-
vidual and the state pension system to a ‘contractual right’. This is
important to ensure the integrity of contracting-out systems and
to protect the pension from political meddling.? It would make it
much more difficult for the government to reduce benefits that
had been previously accrued. But, likewise, voters would not be
able to vote themselves increases in pensions for past years of
accrual — they would be able to increase the level of pensions only
for future years of accrual, and they would have to pay for this
through higher NICs. This is an important aspect of the political
economy of the system (see Chapters 1 and 17).

There is a potential problem that could arise from this

3 It could be argued that a corporation, along the lines of the student loan com-
pany, should be set up to administer this whole system, and that state pensions
be notionally (or even explicitly) invested in government bonds and that future
state pension liabilities should be published. All of these would make the system
less amenable to political meddling.
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approach — and this problem has, indeed, arisen in the SERPS/
S2P system. What would happen if a government wanted to
change the basis of future accrual of pensions — for example,
change the age at which the basic level of the state pension would
be paid to 71 while keeping the amount of pension accrued each
year the same? For future years of accrual, there would be no
difficulty — pension would be accrued that would be received at
age 71. But an individual who had already accrued some pension
to be received at age 70 would face the very complexity we are
trying to avoid. That individual could, for example, accrue £70
per week of pension to be received from age 70 and £70 to be
received from age 71 if a change to the BSP age were made in
the middle of his working life. This situation could be sorted out
at retirement, given proposals we have made for flexible BSP
ages, but perhaps only actuaries would then understand their
state pension position! We propose a simple way of dealing with
this problem, through an Independent Pensions Commission,
described below (see page 151).

Contracting out and pension scheme regulation

The proposals we make below will allow anybody to be
a member of an occupational defined benefit scheme and a
personal or stakeholder scheme simultaneously.* As is currently
the case, contracting out of the new state pension should be
allowed on a defined benefit or a defined contribution basis
so that those who wish to make appropriate private pension

4 The simplification proposals announced by the Inland Revenue also permit ‘con-
currency’.
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arrangements do not have to belong to the state pension
scheme and will receive an appropriate refund of NICs or will
pay a reduced NIC rate.

If an individual is a member of an occupational scheme that
is contracted out, members and/or their employers will pay
an appropriately reduced rate of NIC, as is currently the case
— although it could be argued that the current level of contracted-
out national insurance reduction is too low.

Individuals who wish to contract out of the state pension
scheme on a defined contribution basis will be able to do so too.
Members of schemes that are not contracted out (as well as people
who are not members of occupational schemes) would be able
to contract out of the compulsory minimum state pension on a
defined contribution basis and receive an actuarially neutral, age-
related national insurance rebate to invest in a personal pension
scheme. The economic logic of the contracting-out system is that
the actuarial cost of accruing the state benefit should be returned
to any individual who chooses to contract out of the state scheme
and make personal provision. National insurance rebates equal
to the actuarial value of the pension benefit forgone by leaving
the state scheme would be paid to any individual who contracted
out, including those in receipt of home responsibility protec-
tion.> These proposals would achieve a significant increase in the
potential to contract out, by allowing individuals to contract out
of all state pension provision and by allowing all individuals, even
those who do not pay NICs, who accrue an entitlement to a state

5  We make no comment on who should be eligible for home responsibility protec-
tion (the accrual of state pension rights without any contributions being made)
— again, this is a political matter for Parliament to decide.
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pension to contract out and receive a payment into a personal
pension scheme.®

It is possible that fewer occupational schemes will wish to
contract out, particularly as our proposals for regulation with
regard to benefits above basic compulsory levels are very liberal
— schemes may wish only to provide benefits above state pension
levels. Members of occupational schemes that have not contracted
out, however, will be able to contract out easily, at an individual
level, if they wish to. Occupational schemes could then concen-
trate on providing some sort of earnings-related benefit above the
basic level of provision, free from oppressive regulation.

With regard to regulation, we should go back to first prin-
ciples and ask, ‘Why do we regulate pension schemes?” Two
reasons could be justified from economic principles. Where
pension funds are contracted out of the state scheme, it is
reasonable for the government to impose regulations to ensure
that the scheme can meet the benefits individuals would other-
wise have obtained from the state. Otherwise, the state would be
providing national insurance rebates to people who did not have
appropriate, alternative private provision. Second, it could be
argued that there is ‘asymmetric information’ in the process of
the provision of complex pension products: the employee knows
less about the operation of the pension fund than the employer
or provider, or the purchaser knows less about the product than
the seller. Various mechanisms have evolved in the market to

6 It is arguable that the change should be retrospective, so that individuals who
have accumulated accrued state pension entitlements can receive a transfer pay-
ment into an appropriate scheme. The privatisation of government pension li-
abilities could be regarded as equally important to the development of a market
economy as was the privatisation of state assets.
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deal with these problems (for example, the trustee system in
occupational schemes).

The application of these two principles, however, justifies a
much lighter regulatory burden than exists currently, but whether
a scheme is contracted out will influence the degree of regulation.
The following approach to regulation should be taken:

* The scheme would have to demonstrate that it had
the funds to meet an expected pension liability for all
members equal to the benefit members would have accrued
in the state scheme for any time those members have
been contracted out of the state scheme. The basis for
determining that the scheme was sufficiently well funded to
meet these benefits would be based on the principles set out
in guidance on funding defined benefit schemes at buy-out
cost published by the actuarial profession.” These benefits
and pensions in payment relating to minimum compulsory
provision would have priority over all other benefits in a
winding up — this is contrary to the position under the 1995
Pensions Act, which gave priority to pensions in payment
above all other obligations. The national insurance rebates
provided to members and employers in defined benefit
schemes should reflect the strong solvency standards that
are expected.

* Any transfer values under defined benefit schemes in relation
to contracted-out benefits should both be given and received
calculated on the GN 9 basis.

7 Guidance Note 9 (GN 9).
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The few other regulations relating to an occupational scheme
would ensure that:

* boards of trustees are constructed in a way such that
members’ interests are properly represented and will be
paramount when decisions relating to the scheme are taken;

o the investment policy and funding policy are well publicised;

e the arrangements for priority on winding up and the transfer
of benefits are made clear to all members;

o the funding level in relation to the non-compulsory minimum
pension benefits that the scheme provides is well publicised,
as are the basis on which the funding strategy is calculated
and the underlying risks inherent in the funding and
investment strategy.

Professions, trade bodies, trade unions, trustees and so on
could be encouraged to cooperate to develop some standard
approaches that schemes could follow when managing transfer
values, benefit accrual and winding-up procedures, and explain
the risks of different approaches in order to help improve public
understanding. It should be the role of private sector bodies such
as trade unions, after taking professional advice, to monitor the
solvency of their members’ schemes.

Under these proposals, minimum levels of pensions would be
more secure than currently (although the regulations designed to
ensure security would be much less complex). Contracting-out
requirements would be much less onerous. All other regulation of
defined benefit pension schemes would be considerably reduced.
It is arguable that benefits that do not relate to contracting out will
be less secure than under current regulation. The rules relating to
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the security of such benefits, however, will be better understood
and more transparent. Those members who were concerned about
the security of pension benefits would understand the structures
that determined their security and could decide how much inde-
pendent saving to make.

There would be some simple issues for schemes to determine.
For example, given that benefits relating to the minimum compul-
sory provision would take priority over all other benefits, individ-
uals could be at risk of losing benefits in payment after retirement
if a scheme were to become insolvent — something that rarely
happens now. It would be incumbent on employees and their
representatives to consider very basic risk management issues if
they wanted to be protected from such eventualities. Such issues
are probably fairly straightforward and relate to questions such as:
What is the funding level of the scheme? What is the investment
policy? Are annuities in payment insured? Very often regulation
can obscure rather than help risk management processes.

If a scheme does not contract out, the only regulations that
need apply to it are those relating to transparency and informa-
tion provision.

Under these proposals, the government’s proposed Pension
Protection Fund, to protect accrued rights in occupational
pensions schemes, would not be formed. Schemes could make
their own benefit insurance arrangements if they chose to do
so. We have proposed a strong solvency standard for benefits in
contracted-out schemes in respect of those benefits that replace
the state pension. There is of course a risk that, despite the strong
solvency standard, a scheme might suffer some kind of financial
loss that would undermine those benefits. There are also risks
attached to state pensions and to defined contribution benefits.
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It is not clear that all risks can or should be eliminated from the
provision even of the most basic pension benefits.

Transition arrangements

The principles on which the above proposals are based are
durable. The objectives of the proposed regulations are straight-
forward and have economic merit, so it should not be necessary
to continually change the rules under which pension schemes
operate. Continual rule changes and several ‘layers’ of benefits
accrued under different rules were two of the issues identified in
Pickering (2002) which have led to considerable increases in the
costs of operating defined benefit schemes.

The simplicity of the proposed system of state pension provi-
sion is such that it would be possible to apply it retrospectively
to avoid the problems that Pickering identified. Individuals could
have accrual in the new state scheme awarded to them to reflect
the SERPS and S2P that they have accrued to date and the BSP
they have notionally accrued. Future years of accrual would be
awarded in the new system. Existing administrative systems would
be able to handle such an approach. The terms for handling the
transfer of existing pension benefit into pension benefits under
the proposed new system could be handled by the Independent
Pensions Commission (see the next section).

An Independent Pensions Commission

We propose that there should be an Independent Pensions
Commission (IPC) set up to take certain decisions in relation
to the state pension scheme which are technical, rather than
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political. There are two issues identified below which the IPC
could deal with, in addition to problems related to the transition
from the existing to a new state pension system (see the previous
section).

Whenever the government makes a change to the state
pension which involves a change in the age at which future
accrued state pension will be received, in order to avoid
complexity the pension that has been accrued so far by indi-
viduals should be received from the new retirement age. If,
however, the retirement age were increased, for example, this
would involve an effective reduction in state pension benefits
already accrued and undermine the accruals system on which we
believe the state pension should be based. This is best illustrated
by an example. A person aged 50 might have accrued a pension
of £100 per week, in the state pension system, to be paid from
age 70. The government might then wish to increase the state
pension age to (say) 71, and that individual might expect to
accrue a further £35 a week to be received from that age. It is
cumbersome and complex for an individual to have different
entitlements at different ages in this way, and it would not be
fair if the government suddenly announced an increase in the
age from which previously accrued state pension would be paid.
We propose that, in these circumstances, individuals have their
accrued entitlements up-rated so that the actuarial value of the
up-rated pension, received from the new retirement age, is equal
to the actuarial value of the pension so far accrued. Such calcula-
tions are not complex and are carried out routinely by insurance
companies when policies are adjusted. Such an approach would
allow the government to make changes to the state pension
scheme that were not retrospective but took immediate effect for
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newly accrued pension. Members of the state pension scheme
would still have one pension paid from a specific age.

We propose that, when the government has decided to change
key aspects of the state benefit, such as the state pension age, the
IPC should recommend to Parliament enhancements to accrued
pensions. The IPC would be made up entirely of non-government
employees but it could take advice from the Government Actuary
and any private sector experts. Recommendations would have to
be overruled by a specific decision of Parliament. The IPC would
leave political decisions (for example, the level of pensions and
retirement ages) to the government.

When a change is made to the state pension scheme, individ-
uals would receive a letter saying words to the effect that:

The government has decided that your contributions to
the state pension from next year onwards will lead to a
pension of £x per week for every year of contributions
you make to be received from age 71, rather than from
age 70 as at present. In accordance with legislation, the
IPC has, in order to ensure that your benefits are clearly
understood and simple to administer, decided to increase
the pension to which your contributions to date have
entitled you from £50 to £55, to be paid from age 71.
This increased pension benefit reflects the fact that the
pension you have accrued so far will be received a year
later than you expected at the time it was accrued. These
amounts are up-rated before retirement in accordance
with the legislation and up-rated after retirement in line
with the retail price index. You may still take a pension
from age 70 if you wish but it will be adjusted to allow
for the earlier payment.

The IPC would act rather like the trustees of a private pension
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scheme. The IPC’s decisions could be challenged in the courts if it
did not adhere to its role as laid out in legislation.

The IPC should also set recommendations for contracting
out national insurance rebates that could be overruled only by a
specific decision of Parliament. These rebates should reflect, as
near as is possible, the cost of the pension benefit that is forgone
by an individual of a particular age who contracts out of the state
pension scheme.

Benefits of the above reforms

There are five major benefits of the above proposals for reforming
the state pension system and social security benefits:

1 By changing the relationship between means-tested benefit
levels and compulsory pension provision, the proposals
remove a disincentive to make pension provision.

2 The proposals halt and reverse the growth in the number of
people affected by means testing, by removing the ‘creep’ of
means-tested benefits up the income scale.

3 By combining the BSP and S2P, they considerably simplify
the pensions system. A couple on low-to-medium incomes
could reduce the number of different sources from which
they receive income from six to one (ignoring council tax and
housing benefit). The number of marginal tax and benefit
withdrawal rates will be reduced and marginal tax and
benefit withdrawal rates themselves will be reduced over a
considerable portion of the income spectrum.

4 The proposals will considerably reduce the regulatory burden
on pension schemes without making basic benefits less
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secure. There will also be a commensurate decrease in the
costs to the government of running the pensions system and
regulating the contracting-out process.

There will be increased opportunities for private provision

and simpler processes for contracting out of the state scheme.
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14 CHANGES TO THE TAXATION
OF PENSIONS

The taxation of pension funds

In Part 2 we pointed out that the tax system for pensions is
economically incoherent and does not seem to achieve any clear
objective. Two particular problems are the exemption of equity
investments from the general rule that investment returns in
a pension fund are tax free, and the tax-free lump sum which
discourages annuity purchase and is, more generally, an anomaly.

In the past, exempt approved pension funds received a tax
credit on dividends from UK companies, so equity investments
were partly tax free. The July 1997 Budget, however, removed the
dividend tax credit. This both discourages pension funds from
investing in equities and encourages corporations to have more
highly geared, debt-financed balance sheets. Neither of these
results is likely to be economically beneficial, and the latter one, in
particular, could be seriously harmful.

The calculations in Part 2 and Appendix B show that the tax-
free lump sum reduces the cost of funding a given net pension
by roughly the amount that the removal of the tax credit on divi-
dends increases the cost of funding a given net pension. Removing
the partially tax-free status of dividends in pension funds is
estimated to have gained the Exchequer about £5 billion p.a. in
revenue. The Inland Revenue could remove the two distortions of
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the tax-free lump sum and the over-taxation of equity investments
and produce a more coherent system, with little net tax cost in
present-value terms. Thus we propose that the tax-free lump sum
should be abolished and the tax credit on dividends restored.’

There would be some practical problems with this reform.
One could not expect the tax cost of restoring the tax credit on
dividends to be coincident with the increased tax receipts from
abolishing the tax-free lump sum, quite apart from having to
manage the process of removing a benefit to which many people
are attached.” Particular individuals close to retirement may also
be adversely affected. We do not deny the public finance issues
that such problems would raise. Even the full £5 billion cost of the
tax credit, however, is only 0.5 per cent of GDP, and at least some,
if not all, of this cost would be immediately balanced by intro-
ducing the taxation of the lump sum.?

If equity returns were to be fotally tax free in pension funds,
they would have to receive a tax credit for tax-free investors
equal to the rate of corporation tax (30 per cent) paid on all
profits earned by companies, not just on companies’ distribu-
tions through dividends. Some form of imputation system would
have to be used to ensure that non-taxpaying shareholders could
reclaim such a credit. This might be expected to cost the Exchequer
about £15 billion p.a. We would not regard this approach as prac-
ticable unless there was a complete reform of the corporation

1 This would not lead to equities being fully tax free (see Appendix B) but merely
restore their pre-1997 position.

2 Ifpeople properly understood the regressive nature of the tax benefits associated
with the lump sum, however, and the often poor value the lump sum offers when
the pension has had to be commuted, it might lose some of its appeal.

3 People could still be permitted to take part of their pension fund as a lump sum,
subject to tax and minimum annuitisation rules (see below).
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tax system to move to a full imputation system — something that
could be regarded as desirable but is well beyond the scope of this
monograph.

We would therefore propose a phasing out of the tax-free lump
sum and a restoration of the tax credit for pension fund equity
investment. If this were done, one of the main ways in which
pension saving can be abused for tax purposes would be removed.
It would no longer be possible to manipulate pensions saving,
particularly when close to retirement, in order to obtain tax
relief on contributions and then a tax-free lump sum. The Inland
Revenue could therefore become much more relaxed about partic-
ular abuses of the pensions system and this would enable them to
abolish further regulations limiting pension provision. The resto-
ration of the tax credit would also help restore the neutrality of the
tax system with regard to different categories of investments.

Administrative reform: reducing the number of tax
codes

The Inland Revenue’s consultation documents (Inland Revenue,
2002, 2003) proposed a single tax code for all pension schemes,
which we welcome. The framework for the new regime, which
will come into force from 6 April 2006, has been set out in the
Finance Act 2004. The Act removes some of the haphazard divi-
sions between personal pensions, occupational defined contri-
bution and occupational defined benefit schemes. Concurrent
membership of these arrangements will be extended to everyone
and the limits on contributions and benefits will affect only the
few most well-off contributors. The basic principle of the govern-
ment’s proposals is that, during his or her lifetime, a prospec-
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tive pensioner can make whatever arrangements in a ‘registered
pension scheme’ are deemed suitable without limits, although
contributions above an Annual Allowance (100 per cent of pay
or £215,000 in 2006/7) will be taxed. At the time of retirement,
the value of any registered pension in payment, or coming into
payment, will be assessed. If the total is above a pre-set ‘Lifetime
Allowance’, which will be £1.5 million in 2006/7, the individual
will be taxed at 55 per cent on the excess.

These proposals do allow simplification but may still cause
confusion at the limit, although this will be a problem only for the
highly paid. A tax liability could arise, for example, if there were
a sudden change in investment values close to retirement which
took an individual’s pension investments above the pre-set limit.
There are special rules to establish equivalent values of defined
benefits with defined contribution savings. Since the aim was
‘simplicity’, little distinction is made between different types of
defined benefit scheme, which gives those whose employers are
prepared to spend the money on them opportunities to play the
system.

It is important that more people are not affected by the £1.5
million total pension benefit that can be received, as the admin-
istration of this limit will cause some complexity. We therefore
propose that it is indexed in legislation to the increase in the retail
price index each year plus 2 per cent, so that it falls only slowly, if
at all, relative to average salaries.

The new rules also do nothing to reduce the reams of Depart-
ment for Work and Pensions (DWP) legislation that distinguishes
between personal pensions, occupational defined contribution
and defined benefit provision, and places obstacles in the way of
employers making appropriate and affordable provision for their
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employees. Such rules should be unnecessary, given our proposed
changes to the state pensions system.

Overall, we believe that the Inland Revenue simplification is
a major improvement, particularly the extension of concurrent
membership to all employees. Further simplification and conse-
quent reduction in government tinkering, however, would be
possible if the tax-free lump sum were abolished. It is also worth
noting that the authors have argued for an alternative form
of simplification (discussed in Booth and Cooper, 2003) that
involves allowing concurrent membership of different schemes
with liberal benefit limits on any defined benefit provision and
liberal contribution limits on defined contribution provision,
together with an abolition of the tax-free lump sum. The limits
on contributions would be effective in the year a contribution is
made so there would be no need for a potentially bureaucratic
and perhaps speculative comparison of defined benefit and
defined contribution pensions at a future retirement date. If the
proposal for up-rating the £1.5 million limit on total benefits
were accepted, however, we would be equally happy with the
Inland Revenue’s changes, given that limits on tax-relieved
pension provision will apply to very few people.

Annuitisation rules

Annuitisation rules are the rules that require individuals to take
their pension benefits as annuities and restrict the particular
form of the annuity that is taken. These are part of the regulatory
system surrounding pensions because they are designed to prevent
pension schemes, with their particular tax structure, being used
for general savings. The current rules regarding the annuitisation
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of pension benefits militate against the achievement of legitimate
economic objectives.

The two most obvious economic objectives of policy towards
annuitisation should be:

1 to prevent moral hazard, by preventing individuals from
taking their retirement savings as cash and then claiming
means-tested social security benefits; and, once this has been
achieved,

2 to allow maximum economic freedom for annuitants to
arrange their pension income as best befits their own
circumstances.

Thus the system should require some minimum annuitisation
and then allow maximum freedom. Currently, it does the opposite,
allowing freedom as to how the first 25 per cent of benefits is used
and then prescribing how all the rest of the benefits should be
used. The current system encourages taking benefits as cash when
the individual may not have enough pension to be free of social
security benefits and then prevents pensioners taking benefits as
cash even where they have income well above the social security
level. It should be noted that freedom to take benefits as cash,
once some minimum annuitisation has taken place, would also
allow individuals to purchase insurances (e.g. health or long-term
care insurance) with part of their pension savings; it would also
mean that an individual in poor health would not have to fully
annuitise a pension fund.

Assuming the abolition of the tax-free lump sum, our frame-
work for annuitisation rules would be very simple. Individuals
would be required to use their tax-relieved pension savings to
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purchase insured, price-index-linked annuities (either joint or
single life) such that their insured annuity income (including state
pension, if any) would be 1.5 times the state’s minimum social
security benefit.

Non-annuitised parts of pension savings could be taken in
cash at any time, subject to the rules of the schemes that individ-
uals have joined, but income tax would be payable on any income
withdrawn at any time and there would be a tax charge on any
money left in the fund at death. Housing and council tax benefit
(and pension credit above the guarantee credit level), if these
benefits are to remain, would not be paid to an individual unless
at least 9o per cent of the total pension pot had been annuitised at
some time before such benefits were claimed. Investment returns
would continue to be earned on the same tax basis as used for
pension funds more generally on any capital not annuitised.

Equivalent rules would have to apply to defined benefit
schemes. For example, individual members could be required
to take all benefits as an annuity until the annuities totalled 1.5
times the guarantee credit (or minimum subsistence income
support payment). If the member wished, the cash equivalent of
any remaining benefits could be paid to a defined contribution
pension provider and treated as though it had arisen as a defined
contribution benefit. It is possible that trustees might not be
prepared to accept the costs and risks of operating such a flexible
system — but that would simply be a matter of the contractual
arrangements between the member and the employer.

15 THE RETIREMENT AGE

Some economic considerations

Suppose there were no institutional or governmental influences on
retirement decisions and individuals could accumulate their own
savings for retirement in defined contribution pension schemes.
Then, at any age, individuals could consider the amount in their
retirement funds and the price of annuities and decide whether
they wished to retire or to carry on saving. A number of factors
would affect that decision: for example, the level of salaries; the
rate of return on their funds if they continued to be invested;
and levels of mortality, which would help determine annuity
prices. If economic or demographic variables change, potential
pensioners would be free to change their decisions, reacting to
changes in relative prices such as wages and the return on capital.
For example, if labour were in short supply and wages rose, retire-
ment might be deferred. Similarly, if longevity continued to
improve, annuity prices might rise and people could respond by
working longer. If the opportunities were available, individuals
might choose partial retirement, for example by taking part of
the fund as an annuity and continuing in part-time employment.
The market can adjust, at least in part, to ameliorate the impact
of changing demographics on labour supply, asset prices, invest-
ment returns, and so on.
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Removing perverse incentives

Governments put a number of institutional constraints in the way
of such freedom and institutionalise particular retirement ages.
Such constraints include:

* relatively rigid rules about the age from which the state
pension can be drawn — these are being relaxed;

* taxrules that restrict the freedom of choice as to how an
annuity is purchased with a pension fund;

* the provision of means-tested benefits, which reduce the
incentive to work after a particular age, particularly since
the system of benefits is different after state pension age is
reached;

* rules applying to occupational schemes that make partial
retirement difficult — these are also in the process of being
relaxed;

* the system of incapacity benefit — although this is beyond the
scope of this monograph.

It is possible that defined benefit schemes (both in the public
and the private sectors) also restrict the choice of retirement age
and have been used by employers to facilitate early retirement.
While retirement age can be flexible in these schemes, partial
retirement is more difficult than in defined contribution schemes
(even if permitted by the Inland Revenue) and individuals do not
have the freedom of decision that they have with defined contri-
bution schemes (they have traded that freedom for increased
security). We do not consider these issues further. Defined benefit
schemes result from a free contractual arrangement between
employer and employee, and such arrangements may be optimal
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ex ante for particular individuals and groups even if they lead to
apparently undesirable consequences ex post in certain situations.

However, the state can enable greater flexibility. We have
already proposed that the state pension age should be abolished
and replaced by a ‘reference age’ at which a standard level of state
retirement benefit could be calculated (we have suggested age 70,
and the age could increase as longevity improves). Individuals
could be allowed to draw state retirement pension from other ages
with an actuarially adjusted pension being paid. It would be rela-
tively straightforward to relax Inland Revenue and DWP rules to
allow more freedom as to the form in which an income in retire-
ment could be drawn, given the proposals that we have made
regarding changes to annuitisation rules (see Chapter 14). Dealing
with the systems of means-tested benefits may be more difficult
politically. As life expectancy increases, however, it will be seen
as increasingly anachronistic to treat individuals above the age of
65 as if they are incapable of working when means-tested benefit
entitlements are determined.

Retirement at age 65 is encouraged because the high benefit
withdrawal rates reduce incentives to work (see Part 1). High
levels of post-retirement social security benefits encourage indi-
viduals to retire before 65 too. While an individual’s state retire-
ment pension must be taken at age 65 or later (for women as
well as for men after 2020) some other pension benefits and all
other personal savings can be drawn down earlier. If the pension
benefits an individual expects at age 65 are projected to be less
than the level of weekly income at which the Pension Credit plus
other means-tested benefits stop, there is an incentive to ensure
that other income and assets are minimised in the post-65 period.
A rational individual could therefore retire early (the earliest age
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at which people can draw on their pension savings is 50") and use
up as much as possible of their non-pension and pension savings
before age 65 to maximise their entitlement to means-tested
benefits after age 65.

The purposes of social security payments and those of
pensions systems have been confused in public policy. The main
purpose of social security is to provide those without a basic
income with the means to live at a given standard of living. It
is not unreasonable that the level of basic income is determined
through the democratic process: even many of the most liberal
economic states have a guarantee of basic income provision.
It does not seem sensible, however, to adjust that minimum
standard of living, which the state ensures everybody has, sharply
upwards at a particular age (65). Providing annuity income from
a given age to provide for a comfortable old age is the purpose
of pensions systems. Of course, individuals’ needs do increase as
they become older (for example, the very elderly often require
personal or nursing care), but these increased needs are more
sensibly met through the provision of needs-based benefits.?
Removing the distinction between the levels of means-tested
benefits before and after retirement would go some way towards
removing the incentives to retire at earlier ages.

Deinstitutionalising retirement ages

Individuals can defer taking their state retirement pension:
payment can be deferred until age 70 and the pension paid will be

1 The Finance Act 2004 increases this to 55 from 2010.
2 Individuals could be allowed to contract out of such needs-based state insurance
schemes.

THE RETIREMENT AGE

increased to compensate. In theory, there should be three aspects
to such a late retirement augmentation:

1 the pension is being received later so it should be increased
to reflect interest that could have been earned on the pension
not paid;

2 there should be a mortality adjustment because a proportion
of people who defer will die before the pension is received;
and

3 there should be an age adjustment because it is expected that
the pension will be received for a shorter time.

The 2004 Pensions Act will introduce late-retirement adjust-
ment factors that are slightly better than actuarially neutral to
deal with the above three issues (i.e. there is an incentive for late
retirement).? The late retirement adjustment is not effectively
publicised, however — although this may change with the new
provisions.

It could be argued that the state pension scheme also reduces
economic freedom by discouraging earlier retirement. We have
therefore also proposed that all state pension benefits and benefits
bought with rebates from contracting out of the state pension
could be taken at any age after 60 with appropriate reductions
in pension to reflect earlier retirement as long as insured annui-
ties have been purchased at 1.5 times the level of means-tested
benefits.

3 The Pensions Act also introduces a lump-sum alternative to the augmented state
pension, but the lump sum compensates only for the first of the three items
above, so in many cases will provide less good value (although different tax and
means-testing requirements will apply to the lump sum and pension, making the
comparison unnecessarily complicated).
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This proposal, combined with the proposal to remove the
distinction between the levels of means-tested benefits paid before
and after age 65, should help ‘deinstitutionalise’ retirement ages.
It would allow people more freedom as to when they retired and
allow them to choose the optimal mix of work and leisure at all
ages. The state pension age would simply become a ‘reference age’
for the calculation of a particular level of pension. These issues
are not merely academic — a recent OECD report (OECD, 2004)
pointed out the importance of simplification of pensions and
social security if the UK were to remove the incentives to early
retirement (both before and after the current state pension age)
that currently exist. The OECD suggested that such moves were
vital to ensure that the older working population was not discour-
aged from labour market participation.

16 SIMPLIFYING THE TAXATION OF
PERSONAL INCOME IN RETIREMENT

There is currently clear discrimination in the tax system
whereby individuals below state pension age are treated differ-
ently from those above it. The nature of the economic distor-
tions caused by this differential treatment is unclear. At the very
least, however, they create ‘paperwork’ costs and their removal
would simplify the tax system. In addition, some of the special tax
concessions are withdrawn at particular income levels, leading to
marginal rates of tax that vary considerably with income and are
sometimes very high at moderate incomes. All the special features
in the tax system for those over age 65 lead to them paying less
tax (or not more tax) than those under age 65 at any given income
level.

The personal allowance is age related, so that those aged 65 or
over start paying tax only when their income exceeds £6,830 (in
2004/5) compared with £4,745 at younger ages. The tax allowance
is then further increased to £6,950 at age 75.

Married couples can also claim a married couples allowance
if one of them was born before 1935. This increases if either one
of the couple is 75 or over. While there is room for debate as to
whether there should be a married couples allowance or transfer-
able tax allowances for families in general, there is no justification
for a variable married couples allowance for those over a certain
age only. The married couples allowance is also withdrawn when
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Figure 9  Marginal tax rates
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the couple’s income exceeds £18,900 p.a. at the rate of 50 pence
per pound of income until the withdrawal reaches £200, the
value of the allowance, thus confusing the picture even further.
This imposes a 33 per cent marginal tax rate on pensioners with
incomes between £18,900 and £23,000. The marginal tax rates for
pensioners are shown in Figure 9.

There is no economic justification for these special allowances
and either they should be removed or tax allowances at younger
ages should be increased.

The underlying question is: ‘Why have a special tax system for
the elderly?’ The answer probably lies in public choice economics.
A special tax system has been set up to benefit a particular group

SIMPLIFYING THE TAXATION OF PERSONAL INCOME

of people who, on average, have low incomes and who have a
tendency to vote in general elections. The system also benefits
pensioners on high incomes if they are able to structure their
incomes in particular ways, but it does not help the non-aged
poor.

A measure of the ‘paperwork costs’ imposed by these allow-
ances is the page of the standard tax form and at least four and a
half pages of the calculation guide (two and a half pages of which
involve carrying out complex calculations) taken up by the age-
related allowances. It should be noted that we have not superim-
posed the marginal tax rates on the marginal benefit withdrawal
rates (see Figure 3) to show the complexity of the system in its
totality. This complexity is almost impossible to illustrate pictori-
ally!

We propose, quite simply, that there should be no special
tax allowances for the elderly. The extent of any redistribution of
income away from pensioners as a result of this policy will not be
great — the cost of the tax allowances is about £1 billion, according
to Curry and O’Connell (2003). The maximum possible benefit
from this labyrinthine tax system to any particular pensioner is
about £400.
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17 CONCLUSION: THE POLITICAL
ECONOMY OF AN END TO THE
QUAGMIRE

In an age in which it is difficult to see the government not
providing a basic subsistence income to the very poor, a minimum
pension provision is proposed. This minimum provision is very
limited in scope and very straightforward. There are alternative
state and private mechanisms available so that nobody has to have
any state pension provision if they do not wish to do so. There is
significant scaling back of state means-tested and non-means-
tested benefits proposed, with the removal of the discrimination
between people of different ages. A coherent tax framework is
proposed. Very few regulations are required because the system
is designed to provide a framework for retirement provision and
not dictate detailed outcomes. There are regulations proposed
to ensure that defined benefit schemes are sufficiently solvent to
meet minimum obligations and that they provide information to
members about their level of solvency in respect of other benefits.
There are also very limited regulations to prevent tax abuse.
Beyond this, the system would be free to evolve to meet the
needs of prospective pensioners. It is impossible to predict the
outcome of such a liberalised system. Formal pension provision
might, in fact, fall. The abolition of the tax-free lump sum might
encourage some people to use other forms of saving or pay down
their mortgages or other debts, once the compulsory minimum
pension provision had been made. Alternatively, the increased

CONCLUSION

freedom that individuals have to use their pensions saving as they
see fit may lead to the evolution of schemes with different forms
of benefit attached or which combine various forms of insurance
with pension provision. We would argue that the government
should not worry about these kinds of issues as long as there are
incentives — or, strictly speaking, no artificial disincentives — to
individuals to pursue purposefully their own diverse objectives
using the various savings, pensions and insurance vehicles that
are available or become available in a liberalised market.

Our proposals create a straightforward pensions framework
with a much-reduced and carefully defined role for the state.
Even those who believe in significant government intervention
in providing retirement income may well welcome the proposals
because they are likely to enable the state to fulfil its more carefully
defined role more effectively than it currently fulfils its complex
and frequently contradictory roles. The framework would be
robust in the face of changing economic conditions because it
is built on enduring and simple principles. The framework is
as impervious to rent-seeking by those looking to gain a higher
income from the state or from professionals who are the benefi-
ciaries of more complex regulation and social security systems as
any framework that leaves a role for the state could be.

We finish by discussing whether our proposals take the UK
pension system in a more market-oriented direction and whether
they increase the efficacy of market provision.

Proposed changes to the taxation of pension funds (removing
the tax-free lump sum and largely restoring the tax-free nature
of equity returns) would unambiguously move the pensions tax
system in a market-oriented direction. Significant tax distortions
relating to corporate financing decisions and individuals’ pension
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provision would be removed. It is difficult to see any welfare loss
from implementing these proposals.

Simplified tax codes will remove significant amounts of regu-
lation from individuals and pension schemes and allow greater
freedom for individuals to decide the mix of market vehicles
they use for pension provision (as acknowledged by the Inland
Revenue, 2002, 2003). Furthermore, the proliferation of vehicles
created simply to comply with different tax codes and the associ-
ated regulation could be reversed.

Proposals regarding annuitisation would increase freedom
of choice as to how retirement funds were used, removing regu-
latory constraints on the development of market instruments for
retirement provision. Again, significant deregulation would be
possible.

The removal of a range of state benefits and the merging of two
state pensions would not directly increase the role of the market
in retirement decisions as such but would remove various aspects
of micro-management of individuals’ incomes which can impose
costs (if only paperwork costs) on claimants and the government.
Simplification of the tax system applying to pensioners would have
the same effect and would make the tax system more neutral.

Proposals have also been made to reduce significantly the regu-
latory burden on occupational pension schemes. In particular, two
specific economic functions of regulation have been identified (the
problem of moral hazard in relation to those benefits that form
part of the compulsory minimum provision and possible informa-
tion asymmetries with regard to other benefits) and a light degree
of regulation is proposed to address these problems.

Finally, we have made proposals that relate to the funded/
unfunded debate, a debate that we have, in other respects, circum-

CONCLUSION

navigated. The opportunity exists for more private provision
because of the merging of the two state pensions and by allowing
individuals to contract out of the merged pension (rather than just
one of the state pensions, as is the case at the moment). A wider
range of individuals would also be allowed to contract out of the
state scheme, and it should be possible to allow individuals to have
any state accrual to date ‘bought out” in exchange for a transfer
value to a private sector scheme. It should be noted, however,
that one of the authors would prefer to have more constraints on
the form of private provision that could be purchased with any
rebates from the state scheme, and the other author would be
content with further state withdrawal from pension provision.

Greater use of contracting out and the formalisation of an
accruals system for all state pension provision would bring
another important change to the political economy of the state
pension scheme, the long-term importance of which should not
be underestimated both in terms of the promotion of the market
economy and also in terms of better public policy development.
The ability to contract out of a state benefit, even if alternative
private provision has to be made, is the equivalent of moving from
the state provision of a service to a voucher system (where the
state decides how much is spent on a service but does not neces-
sarily provide the service).

An ‘accruals basis’, which means that in each year a fixed
amount of pension is accrued,' should erode public choice incen-
tives for groups to campaign for income transfers facilitated
through the pension system. The accruals system would reduce

1 Although the accrued pension can be linked to an index such as price or wage
increases or an index in between price and wage increases, as we have proposed.
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the risk of increases in pension being made for specific groups (for
example, for the current retired population), because their pension
would already be defined. If pensions were increased for future
accrual, rebates would have to be increased too — as would NICs,
from which the rebates are financed. The group campaigning for
the increased pension accrual rate would have to pay the cost of
that increased accrual. This public choice argument is one very
important reason why a contributory state pension (with private
alternatives allowed) is superior to a ‘citizen’s pension’ (see also
Chapter 1).

The costs of state pensions as a whole could also be made more
transparent by publishing future state pension liabilities as part of
government debt, by requiring future state pension liabilities to
be ‘funded’ through the purchase of government debt instruments
and/or by having a separate NIC that is dedicated to funding
pension provision. Thus it would become clearer still to the gener-
ation that voted for increased future pensions that they would
be paying for them, although the more people who are receiving
contracted-out rebates, the greater is the explicit and immediate
cost of increasing the rate of pension accrual.

Of course, the authors are not so naive as to believe that
there will not be political pressure for income transfers from one
group to another through tax concessions, means-tested benefits
or adjustments to the pension system. By putting the pension
system on a long-term sustainable footing, however, simplifying
its links with means-tested benefits and making the whole system
more transparent, political and interest group pressures should
be reduced. Indeed, all the proposals in this monograph involve
the stripping out of special privileges given to particular groups
through the pensions, tax and benefits system which have created

CONCLUSION

a rent-seekers’ paradise. It would seem that such rent-seeking is
the cause of the quagmire and thus any meaningful long-term
reforms of the pensions system must address that problem at its
root.
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APPENDIX A: ESTIMATE OF COST
OF PROVIDING MINIMUM INCOME
GUARANTEE AND BASIC STATE
PENSION

The calculations were based on men retiring aged 65 at the
start of 2003 and in 2050. The annuities are based on their single
life only and make no allowance for survivor benefits.

The benefits valued were:

¢ The Minimum Income Guarantee (MIG), which was £98.15
per week and is assumed to increase in line with earnings.

* The full single person’s Basic State Pension (BSP), which was
£75.50 per week and assumed to increase in line with prices.

e Atretirement in 2050 a State Second Pension (S2P) of £113
per week (in 2003 prices). This assumes S2P becomes flat
rate from 2009/10 (the original intention was that it should
become flat rate from 2006/7).

Assumptions

Mortality:
¢ Tor retirement in 2003, actuarial tables PMA92 (born 1935)
¢ Tor retirement in 2050, actuarial tables PMA92 (born 1985)

Interest rates:
* Discount rate 4.42 per cent net of expenses
* Inflation 2.37 per cent

APPENDIX A

* Real earnings growth 2 per cent

Retirement in 2003:

 The cost of purchasing an annuity equal to the MIG would be
£97,000

* The cost of purchasing an annuity equal to the BSP would be
£60,000

Retirement in 2050:

 The cost of purchasing an annuity equal to the MIG would be
£282,000

 The cost of purchasing an annuity equal to the BSP would be
£68,000

 The cost of purchasing an annuity equal to the assumed S2P
would be £119,000

All figures in constant purchasing power terms.
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APPENDIX B: COST OF TAX REGIMES

Practical problems of TTE and TEE regimes

There is, in fact, a serious practical difficulty in using any tax
system for pensions saving which taxes earnings contributed
to the scheme (TTE or TEE). Logically, any such system would
involve defining a ‘taxable benefit’ for each employee, equal to the
employer’s contribution to the scheme on the employee’s behalf.
This would be virtually impossible to calculate as the nature of
defined benefit schemes is such that it does not attribute employer
contributions to individuals. Given this problem, we have had to
make various ‘working assumptions’, as explained below, when
making comparisons between the current tax system and TEE and
calculating the costs of different tax systems. These assumptions
give rise to reasonable results which are compatible with similar
results calculated in the case of defined contribution schemes
(where such problems do not arise) in Booth and Cooper (2002).
In order to make the benefits comparable in the four different tax
regimes in both the regime we describe as ‘post-1997” and that
which we describe as ‘pre-1997’, the tax-free lump sum was used to
purchase a life annuity, with tax due only on the interest compo-
nent. Annuitising all benefits enables consistent comparisons of
benefits to be made.

APPENDIX B

Table 4 Tax regimes

Post-1997 E T+ TP current regime, dividend tax credits cannot
be reclaimed.
Pre-1997 E TPt pre-July 1997 budget regime, same as the
Tpartial current regime but with tax credits available
at a rate of 20% on dividends paid on UK
equities.

Comprehensive TTE pure comprehensive income tax system.
income tax No tax relief is given on contributions:
contributions are adjusted so that net
income remains the same. For simplicity
we have assumed that 20% tax is levied on
all investment returns except for UK equity
returns and US equity returns, which are both
assumed taxed at source at the corporation
tax rate, with no further tax due.

Pure EET pure expenditure tax regime with the tax

expenditure (subject  collected at the ‘back end’: full relief given

tax to caveat on contributions; no tax paid on investment
re US income. Dividends and UK equity returns

equities) arising from capital gains are both grossed up
at the rate of corporation tax.! The lump sum
is used to purchase a pension annuity, which
is then taxed, rather than a life annuity taxed
only on the interest component. This regime
is EET except that withholding tax cannot (by
virtue of the current UK/US double tax treaty)
be reclaimed in respect of US equities.

1 Conceptually, this is a difficult issue. It is clear that dividends should be grossed
up at the rate of corporation tax. Should capital gains be grossed up, however?
The argument for grossing up capital gains is that one source of capital gains is
the retention of profits that have been taxed at the corporation tax rate. Capital
gains may, however, arise for other reasons as well. In theory, we should split
capital gains into those arising as a result of profit retention and those arising as
aresult of changes in equity values for other reasons. This would not be practical,
however, given publicly available data.
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Description of tax regimes

The tax regimes used in our calculations are described in Table 4.
We assumed that the general income tax regime, in particular
the tax rates and thresholds, was that in force for 2003/4. That
regime includes the statutory provision that the main tax thresh-
olds will be indexed annually in line with prices. While this statu-
tory provision has on occasions been overridden in the Finance
Act, price indexation is broadly what has happened for some
years. The results are sensitive to this assumption, however.

Investment return and salary assumptions

In the model scheme used, members have a variety of salary
patterns, with 42 per cent of the membership paying tax at the
higher rate. The salary pattern is typical of an ‘average’ scheme
although, of course, salary patterns in real-life schemes vary
considerably depending on the nature of the industry and firm.

The asset allocation assumptions are shown in Table 5. Again,
this is typical of the asset mix of defined benefit schemes.

Table 6 shows the investment-return figures that were used for
all asset categories under the different tax regimes. The rationale
for these figures is explained in detail in Booth and Cooper (2002).
In summary, reasonable prospective estimates have been used,
assuming inflation of 2.5 per cent p.a., for future nominal invest-
ment returns. The returns have then been adjusted to produce net
returns on different tax bases. The results for the cost of providing
pensions do, of course, vary, as investment return assump-
tions vary. The relative cost of funding pensions under different
regimes, however, does not vary much if the gross investment
return assumptions are changed.

APPENDIX B

Table 5 Assumed asset mix of model scheme

Investment category Proportion of fund invested in category (%)

UK equities 55
US equities 15
Property 10
Index-linked bonds 6
Conventional bonds 10
Cash 4

Table 6 Net investment returns under different tax regimes (per cent)

Investment Post- Pre- Comprehensive Pure
category 1997 1997 income tax expenditure tax
UK equities 6.9 7.6 6.9 8.6

US equities 6.1 6.1 6.1 6.1
Conventional gilts 5.2 5.2 4.2 5.2
Index-linked gilts 5.0 5.0 4.0 5.0
Property 8.1 8.1 6.5 8.1

Cash 4.7 4.7 3.8 4.7

We have assumed only a small equity risk premium and have also
assumed that net property returns will be higher than UK equity
returns. This is because we have estimated future expected returns
from current yield levels rather than used historical returns, and
because the tax position of property investment is considerably
more favourable than that for equity investment, particularly in
the post-1997 regime.

Practical difficulties with the comprehensive income tax
calculations

In order to make the comparisons of the standard contribu-
tion rates under the different tax regimes, we assumed that the
pension scheme would be adjusted to provide an equivalent
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level of benefits under each tax regime. Hence we took the gross
benefit under a pure expenditure tax (EET) regime accrued up to
the date of exit, whether due to death, retirement or withdrawal,
and applied the appropriate rate of tax in order to arrive at the
value of the net EET benefit. This value was the benefit assumed
to be funded under the comprehensive income tax (TTE) regime
(and would then be received without further deduction of tax). In
certain technical respects (discussed in Booth and Cooper, 2000)
this is an oversimplification. The necessity of making this simplifi-
cation, however, merely illustrates the impracticability of applying
a TTE system to a defined benefit pension fund.

Detail of model scheme

In order to make the results of the calculations most widely
applicable a ‘typical’ final salary pension scheme was used, with
the benefits derived from those most frequently observed by the
Government Actuary’s Department’s survey (GAD, 2003). The
model scheme has the following characteristics.

We assume that choices between benefits, such as the lump
sum at retirement, or the ability to take a transfer value on with-
drawal, have no effect on the financing of the scheme. That is, we
assume that choices given to members take place at prices that are
actuarially neutral to the funding of the scheme.

Membership information was gathered from a variety of
sources in order to construct a membership that could be deemed
typical of an established occupational pension scheme (for
example, GAD, 2003; NAPF, 2002). The weighted average age
of the active members is 41, and the membership is split between
active members, deferred pensioners and pensioners in approxi-

APPENDIX B

Table 7 Pension scheme benefits

Category Benefit
Normal pension age 65
Accrual rate One sixtieth of final salary p.a.

Pensionable salary Basic salary
Death-after-retirement spouse’s pension 50% pension

Early retirement 6% p.a. reduction in pension
Post-retirement pension increases Inflation

Death-in-service lump sum 4 times salary
Death-in-service spouse’s pension 50% accrued service
Withdrawal benefit Statutory minimum

mately the proportions 38, 25 and 37 per cent respectively.

Members’ salaries were increased in line with the national
average salary increase assumption (see above), together with a
promotional salary scale that was chosen to give a salary profile
similar to that of the employed population as a whole. The conse-
quence is that the salary profile of the active members is relatively
steep at younger ages and flat towards retirement.

The valuation method and basis

The projected unit method was used to value the liabilities and
to calculate the standard contribution rate of the pension scheme.
This method implicitly assumes that the membership profile of
the scheme is stable with respect to age, past service and salary
distributions. The standard contribution rate is effectively calcu-
lated as the cost arising in the year following the valuation date, in
respect of liabilities accrued due to service completed in that year,
allowing for future salary growth.

The rate at which liabilities have been discounted has been
derived from the weighted average return from the investment
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Table 8 Valuation interest rates

Tax regime Valuation rate of interest (%)
Post-1997 6.5
Pre-1997 6.9
Comprehensive income 6.2
Pure expenditure 8.0

Table 9 Inflation and other financial assumptions (per cent)

Inflation 2.1
Real salary growth 2.0
Increases to pension in payment 2.1

fund after tax. The rates are shown below for the various tax
regimes considered. No allowance has been made for the risk to
the employer of not following a matched investment policy, as
we are not attempting to estimate a ‘risk-free’ cost and this would
complicate the illustration.

Standard tables were used for mortality before and after
retirement, and assumptions consistent with the derivation of
the membership were made for the rates of withdrawal and early
retirement.

Contribution rates under different tax regimes

The standard contribution rates> are given in Table 10. As has
been noted, we have adjusted the accrual procedure so that all tax
regimes give rise to the same net benefit in retirement to enable
direct comparisons between contribution rates under different

2 The standard contribution rate is the cost of providing the future accruing ben-
efits of the members of the scheme, calculated according to the valuation method
and assumptions chosen, and expressed as a percentage of pensionable salary.

APPENDIX B

Table 10 Standard contribution rates under different tax regimes

Tax regime Standard contribution rates (%)
Post-1997 13.9

Pre-1997 12.7

Pure expenditure 9.8
Comprehensive income tax 13.0 (15.8)

tax regimes. We have had to make further adjustments to the
comprehensive income tax regime, however, as the members
of the scheme would either have to pay tax on income used to
finance contributions (if the contributions are employee contribu-
tions) or (if the contributions are made by the employer) would
have to pay tax on an attributed benefit in kind.? The tax that
would have to be paid on contributions amounts to 2.8 per cent of
salary, making the total contribution rate for the TTE system 15.8
per cent of salary (shown in brackets in Table 10 above). It is this
higher figure which is relevant in all comparisons.

In all cases the standard contribution rate can be applied
to the total gross salary of the active membership to obtain the
annual amount of the standard contribution required by the
pension scheme. These contribution rates represent the cost, as a
percentage of salary, of funding a given benefit under different tax
regimes. The implications of these different costs are discussed in
Chapter 10.

3 Alternatively, the sponsoring company would not be able to deduct contribu-
tions to the scheme from profits before corporation tax was levied.
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