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FOREWORD

by John S Bridgeman, Director General of Fair Trading

Governments in many countries are facing the problem of an ageing population and tough
decisions about how state-financed health care and pensions should be paid for. In the United
Kingdom, the proportion of the population who are aged 65 and over is expected to increase
from 16% in 1990 to 23% by 2030. Consumers are having to become more proactive about

pensions. They are now more worried about living too long than they are about dying early.

On 19 September 1996, | announced a review of the provision of occupational and personal
pensions in the United Kingdom in order to identify any practices that adversely affect the
economic interests of consumers. There had been other inquiries into pensions, but this one
was to be carried out from a consumer perspective. The inquiry would investigate consumers’
experience in buying pensions, the effect of their choices on pension entitlements and the

potential for detriment.

Sadly, as we all know, in the past legitimate expectations have been betrayed: the
misappropriation of large sums from Mirror Group Pension Scheme and the mis-selling of
personal pensions to those induced to abandon existing entitlements in favour of less

advantageous personal schemes attest to that.

These scandals and their immediate causes are being addressed: the Occupational Pensions
Regulatory Authority came into operation earlier this year, and the City’s financial regulators
recently announced strict deadlines for the completion of the personal pensions review, to
identify and to compensate investors who suffered loss through mis-selling. The time has
therefore come to address another, even more fundamental issue: how adequate are the

products currently available to consumers?

The inquiry team have met with representatives of the industry, regulators, government

departments, academics and consumer groups in order to obtain their views. They also



undertook a study of pension systems in a selected group of countries and compared their

systems with the United Kingdom system and its problems.

| find that currently available products often fail to meet consumers’ needs. The

transferability of pension entitlements accrued from an occupational pension may have
improved in recent years, but the majority of us who do not stay with the same employer for
forty years and leave occupational schemes early — particularly salary-related schemes —
run a high risk of losing out. Many personal pension plans are, on the other hand, simply poor
value. Their benefits are consumed in the high levels of expenses needed to support the
marketing effort and the active management of the funds. These expenses are often loaded on
the early years of the plan, so that they bear disproportionately on plans where the
contributions are discontinued because of changes in personal circumstances. In comparison
with most occupational schemes, the level of employers’ contributions may be inadequate or

non-existent.

The principal remedy | am proposing in this report is the provision of something which |
have chosen to call a Designated Personal Pension product, which will enjoy a contribution
from the employer when an employee opts not to join an occupational scheme. The fund
would be passively managed, avoiding both the cost of active fund management and the
opportunity to confuse the consumer with specious claims about superior investment
performance. Risk would be managed by a systematic reduction in the exposure to equities
over the working life of the consumer. The taxation system should encourage its wide

provision.

An appropriate regulatory framework is essential for such a product to thrive, or even emerge.
| welcome the changes recently announced to financial regulation which should enhance the

prospects for this.

| was of course aware before this inquiry was announced that there had been a number of
other reports published into pensions and retirement income. As the extensive bibliography

shows, the inquiry team have been able to draw on a very wide range of such material. In the



run up to the recent election, it became clear that, whatever the result, the newly elected
government would be tackling pensions as a relatively high priority and that this could well
involve the consideration of a form of pension scheme broadly comparable to the DPP | am

proposing.

The inquiry team and their researchers have produced an extensive report which runs into
three volumes. | should like to take this opportunity to thank all those who have contributed
in any way to its compilation. | hope it will go some way to creating a climate in which

people can look forward to old age with more peace of mind.
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SUMMARY

This report examines pension provision in the United Kingdom and the nature and extent of any
detriment suffered by consumers through this provision. It concludes that consumer detriment
is endemic in both defined benefit (DB) and defined contribution (DC) schemes. The principal
recommendation is for a Designated Personal Pension (DPP), a DC pension which would reduce

or eliminate consumer detriment arising with both DC and DB products.

Chapter 6: Conclusions and recommendations

Problems with DB pensions

Defined Benefit (DB) pensions have provided and will continue to provide a comprehensive
range of benefits which meet many of the needs of consumers. However, as reported in Appendix
E, long stayers are rewarded at the expense of early leavers. This is implicit in the design of all

DB final salary pension schemes.

Problems with DC pensions

Problems with the currently available DC pension products include poor investment returns and
exposure to avoidable risk; charges which are both high and penalise the flexibility most

contributors need; and annuities which may be poor value and inappropriate. Other problems
relate to contributions — starting early enough, keeping up the level and securing an employer’s

contribution.

Recommendations

The Designated Personal Pension (DPP) would provide a viable alternative to those who
would be most severely disadvantaged by joining an occupational DB pension scheme while
avoiding the consumer detriment found in many existing DC pensions. To achieve this, the

DPP should have the following characteristics:

11



an underlying investment in a well diversified portfolio of equity shares, the

portfolio overall having average risk;

passive fund management of the portfglio

the use of gearing to regulate the individual consumer’s exposure to investment

risk;

systematic reduction of gearing as the individual consumer approaches retirement

so that the investment return on the fund is maximised in relation to the overall

level of investment risk assumed:;

an annuity purchased on the open market;

an annuity which is fully index linked;

equal annuity rates for men and for women,;

expenses fixed as a proportion of fund value with no hidden element;

a structure which enables economies of scale to be exploited and gearing in respect

of individual consumers to be aggregated;

an entitlement for an employee, on becoming eligible to join an occupational
scheme, to receive in lieu a contribution from the employer to a personal pension

scheme with the characteristics listed above;

unbiased and objective recommendations on the levels of contribution needed for

consumers of different ages and with different levels of accumulated savings.

Alternative solutions

12



We look at a number of alternative solutions. There are no easy solutions to the early-leaver
problem with DB schemes as it is not practicable to index deferred benefits on the basis of
individual earnings. For example, transfers of year-to-year service (via transfer clubs as in the
Netherlands) can work only if scheme benefits are similar, as in the public sector. The immediate
conversion of schemes from DB to Defined Contribution (DC) would precipitate the very
consumer detriment we have identified with the existing DC schemes. In the longer term the only
solution is the availability of a good, fully portable DC scheme which would be adequately
funded by both the employee (including the self-employed) and, where appropriate, the
employer. Halfway measures to improve the quality of DC schemes could result in renewed
problems with mis-selling. The fundamental characteristics of the DPP which we identified are
essentiallyindivisible, essential and interrelated hus, their partial adoption might do little to

improve matters and could actually increase consumer detriment.

The case for greater compulsion

Above certain income levels, employees are required to contribute to the basic state pension and
SERPS (or an equivalent in a contracted-out scheme). We look at experience in other countries
which have a wide variety of combinations of compulsion and tax incentives. We make no
particular recommendation.

Non-core recommendations

The DPP addresses most of the problems which we have identified. Other non-core

recommendations cover:

. the elimination, where practicable, of the differences between the tax treatments of

different forms of pension;

. the regulation of other (non-DPP) products to pay greater attention to non-client- specific

information and the need of the majority of consumers for flexible products;

13



. provision of a single initial contact point for all pension problems other than those

relating to the state pension.

. annual statements on projected maturity values in current prices of portable pensions;
. no penalties for buying annuities independently (exercising the open-market option);
. wider use by trustees of their discretion to pay survivors’ pensions to unmarried partners.

The evidence and analysis that supports these recommendations is contained in Chapters 1—5,

summarised below, and in two further volumes of supporting analysis.

Chapter 1: Introduction

This inquiry represents a logical extension of other work undertaken by the OFT in the area of
financial services. Earlier reports highlighted consumer problems with investment and savings
products and endowment mortgages, in particular the impact of front-loaded charges, driven by

the level and structure of commissions paid to salesmen.

Chapter 2: History

We look briefly at the recent history of pensions starting with their introduction by Lloyd George

in 1908 and the origins of the welfare state in the Beveridge report of 1942. We then cover the

introduction in 1975 of the state earnings related pension (SERPS). Changes in the mid-1980s
were designed to encourage private pension provision and greater portability of occupational

pensions. Unfortunately, significant numbers of personal pension planswgeseldto those

for whom they were not appropriate. Progress in investigating over 0.5 million cases has been

far slower than planned. Problems also arose with the security of occupational schemes leading
to the Pensions Act 1995.

Chapter 3: Background and trends

14



We examine the levels of contribution to all types of pension — to the state pension through
National Insurance, and to occupational and personal pension schemes. We look at the providers
of pensions and the take-up by consumers: 49% of employees are members of an occupational
pension scheme and 24% contribute to a personal pension so, overall, 73% of employees belong
to some form of private pension. Demography is a driving force with pensions as with other
welfare services. Reports by the World Bank, the IMF and the OECD highlight that many
countries are experiencing, or expect to experience, problems in meeting the costs of paying
pensions to a rising proportion of the population. We then set out the present sources of
retirement income for different pensioner income groups and projections over the next 30 years
or so. Next we look at employment patterns, in particular the number of changes of jobs and of
pension schemes over the working life, highlighting the need for flexibility in pension
arrangements. This iota new feature of the job market - it has always been with us. Less than
5% of men (1% for women) in the workforce spend more than 30 years in the same job. Finally
we note the gradual shift from defined benefit (DB) pensions to defined contribution (DC)

pensions.

Chapter 4: The consumer problems we identified

Consumer problems with pensions have three causes: low income from which to contribute;
making a low level of contribution, relative to income (or starting contributions too late in life);
and getting poor value from those contributions. Income levels are outside the scope of this
report. Getting the contribution level right and achieving good value from those contributions
both involve consumers in choices and it is these choices which are the subject of the remainder

of this report.

Problems with Defined Benefit pensions and transfer values

DB pensions are mostly based on final salary. Benefitbauie-loadedA transfer value will
normally buy fewer years in a new scheme than in the previous one. (In the public sector year-
for-year transfers of service are more usual.) An employee who moves, say, five times can end

up with a pension worth up to 30% less than someone who stayed in the same pension scheme.
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Some can lose a great deal more. Not everyone moves voluntarily or to a new job at a higher
salary. In most countries we researched, pension rights in DB schemes do not belong to the
employee until a period of between 1 and 5 years (2 years in the United Kingdom) has been

worked.

Problems with Defined Contribution pensions

DC pension schemes expose contributors to different forms of consumer detriment. Much of this

detriment in present-day DC pensions would be avoidable if they were designed suitably.

Avoidable investment risk

Active fund management, employed in many DC pensions, does not represent the cheapest way
for the consumer to secure the equity risk premium. Yet there is little or no evidence that active
fund management can deliver sustained, above-average performance and thereby secure the
consumer anything better than the equity risk premium. Reliance on active fund management
does, however, necessitate the use of expensive distribution channels directed at persuading the
consumer to invest not on the basis of the cheapest product, that is, the one with the lowest

expenses, but on the basis of specious claims about investment returns.

16



High and front-loaded charges

As we found in our earlier reports on endowments, charges can make a large hole in the returns
from investing contributions. There are very wide ranges which, combined with variations in
fund performance, can lead to substantial differences in the sums available at retirement.
Disclosure of charges has had a limited impact. Front-loaded charges, driven by the commissions
paid to salesmen, penalise those who are unable to contribute for the whole period of a pension
plan. Inflexible products have been widely criticised both from within and outside the industry.
As recently as last January, Which? reported that many personal pension plans still on sale were

poor value because of their high charges and inflexibility.

Poor value annuities

At retirement, contributors to personal pensions find themselves faced with another choice —
that of purchasing an annuity. Failing to purchase a competitively priced annuity in a market
with a wide range of choices is another reason for consumers retiring on low incomes.
Consumers should not face a penalty, as some do, if they take their annuity from a source other

than their pension plan provider.

Inadequate contributions

Many contribution levels are inadequate. We have explored the desirable level of retirement
income, somewhere between that provided by the basic State pension (and means-tested benefits)
and two-thirds of final salary. Often it comes down to not what is desirable but what can be
afforded. Consumer surveys suggest a degree of unwarranted optimism over what contributions
will generate.

Selling personal pensions

The majority of single premium policies are bought through IFAs offering a choice of providers,

whereas regular premium policies are more likely to be bought from sources only offering

17



products from a single provider. We look at the role of product advertising, the impact of direct

selling (including telephone selling) and the competency of intermediaries.

Complexity, tax, redress and regulation

All the survey evidence suggests that consumers find pensions confusing, emphasising the need
for simplification. The separate development for occupational and personal pensions of tax
treatment, consumer redress mechanisms and regulation causes problems for consumers seeking

advice about pensions. Opportunities to reduce this confusion should be grasped.

Pension problems facing particular groups in the population

Here we look at particular groups who might be disproportionately affected by some of the
problems we have already identified. We ask if their problems are exacerbated by the pensions

system.

. Womenneed more flexible pension arrangements to take account of time out of the
workforce caring for children or elderly relatives. Home Responsibilities Protection is
limited to the basic state pension, which is declining in value relative to earnings.
Annuities for women are about 10% lower than those for men to allow for their longevity.
We make the case for equalising annuity rates if women with personal pensions are not

to be penalised in comparison to those covered by occupational pensions or SERPS.

. Ethnic minorities.Our investigations did not reveal particular problems caused by the

pension system.

. Unmarried partners.Occupational pension schemes are more likely than personal

pension schemes not to recognise the claims of unmarried partners in survivors’ benefits.

. Self-employedAs a group they do not participate fully in the current pension system.

They are not covered by SERPS and are thus not faced with the same pressures as

18



employees to contribute something above basic state pension. The value of their

businesses is an uncertain way of providing for retirement.

Chapter 5: Issues and comparisons with international pensions systems

We undertook an extensive survey of how eight countries (Australia, Canada, Chile, Denmark,
the Republic of Ireland, Netherlands, Singapore and the United States) provide for retirement,
looking for comparisons of issues from which we might draw lessons for the United Kingdom.
The International Research Unit of the inquiry visited four of these countries (Denmark,
Netherlands, the Republic of Ireland and the United States). Appendix D sets out an analysis of
the meetings conducted, more detail of what we found and an overview of each country’s

retirement framework.
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Chapter 1: INTRODUCTION

1.1

1.2

When the Director General of Fair Trading launched this report, he set out to review
the provision of occupational and personal pensions in the United Kingdom in order

to identify any practices that might adversely affect the economic interests of
consumers of pension products. The inquiry would investigate consumers’ experience
in buying pensions, the effect of their choices on pension entitlements and the
potential for detriment. This is a logical extension to the other work undertaken by the
Office of Fair Trading (OFT) in the area of financial services. Earlier reports
highlighted consumer problems with investment and savings products and endowment
mortgages, and in particular the impact which front-loaded charges, driven by the

structure of commissions paid to salespeople, have on contributions in the early years.

Set out below are the powers under which the Director General commissioned this
report, the inquiry team’s terms of reference, and an introduction to the forms of
investigation used during the conduct of the inquiry, together with a brief explanation

of how the report is structured.

The powers and duties of the Director General of Fair Trading

Under the Fair Trading Act 1973, the Director General has powers to keep under
review practices affecting the economic interests of consumers (S2(1)) and to publish
information and advice (S124).

The inquiry team’s terms of reference

The inquiry team at the launch of the report were asked to review the provision of
occupational and personal pensions in the United Kingdom in order to identify any

practices which adversely affect the economic interests of consumers, and to compile

a report which, if appropriate, might include recommendations to ministers, self-
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1.3

regulatory organisations (SROs) and consumers on how such detriments of various

types could be minimised or reduced.

Two aspects of the provision of pensions would be reviewed:

a the market and industry structure, including its statutory and regulatory

framework; and

b consumers’ behaviour and the effect on pension entitlement of specific

arrangements they make.

In order to meet the terms of reference, the inquiry team carried out initial desk
research to establish the current market and industry structure including its statutory
and regulatory framework. We also examined selling processes within the market
using the rules of the Personal Investment Authority (PIA) and other SROs as a
starting point. This research was then used as a basis on which to conduct a series of
interviews with academics, consumer groups, government departments, regulators and
representatives of the pensions industry, and to commission research from certain
academics, as well as a consumer survey. The International Research Unit of the
inquiry team also carried out a study of the pensions systems used in other countries

looking for comparisons of issues which related to the inquiry.

Forms of investigation/methodologies

The inquiry team used a variety of information sources, each requiring an appropriate

methodology to collate and analyse it. Five modes of research were used:

a desk research;

b structured interviews;
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c a consumer survey;

d international comparisons;

e commissioned research from academics.

The inquiry team also made use of correspondence received by the Office in response

to the inquiry’s announcement.

a Desk research

The initial desk research established the current market and industry structure,
including its statutory and regulatory framework, and identified the leading
participants in the industry, including pension providers, consultants, investment
managers, and consulting actuaries. These findings would be utilised in the structured

interview process.

b Structured interviews

By drawing on the desk research to identify participants and areas of detriment, a
guestionnaire was drafted in order to structure and prepare interviews with selected
groups. Interviews were conducted with academics, consumer groups, government
departments, regulators and representatives of the pensions industry. A summary of
the results of these interviews held in the United Kingdom is contained in Appendix B

of Volume Two of this report.

The inquiry team also received a number of letters from members of the public. These
were of an anecdotal nature and addressed single issues such as mis-selling of
pensions, charges and low transfer values. A number of letters were also received
from the pensions industry and expressed concern on issues such as the complexity of

the regulatory regime and transfer values.

23



c Consumer survey

One of the initial tasks embarked upon by the inquiry team was to establish the
availability of information from market research by pension providers and others.
Experience with earlier reports suggested that industry-sponsored surveys tend
naturally to be angled towards obtaining marketing information rather than exposing
consumer problems, or may be designed to show satisfaction rather than
dissatisfaction with products. The Office commissioned its own survey, and purchased
space on Research Surveys of Great Britain Limited’s random location omnibus
survey. A representative sample of over 3,800 adults, aged 16 and over, throughout
Great Britain, were interviewed during the period 6—17 November 1996. The

findings of the consumer survey are contained in Appendix A of Volume Two of this

report.

d International comparisons

A further dimension was added to the project by the inclusion of a study of the
pension systems operating in certain other countries and any advantages or
disadvantages associated with them. A comparison could then be drawn between the
systems studied and the structure of pension provision in the United Kingdom. The
International Research Unit of the Inquiry Team carried out structured interviews with
academics, consumer groups, government departments, regulators and industry
representatives in Denmark, Netherlands, the Republic of Ireland and the United
States. They also carried out studies of the pension systems operating in Australia,
Canada, Chile and Singapore. The results of these international comparisons are

contained in Chapter 5 and Appendix D of volume two of this report.

e Commissioned research from academics

The Office also commissioned research from academics which resulted in the
Portability and Preservation of Pension Rights in the United KingdonPasdive

Fund ManagemenDavid Blake and Michael Orszag of The Pensions Institute of
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1.4

Birkbeck College, University of London were selected to conduct the first study. Paul
Klumpes of the Department of Accounting and Finance at Lancaster University
carried out the second. The results of this research are contained in Appendices E and

F respectively of volume three of this report.

Structure of the report

This report is published in three volumes, the first setting out the main investigation,
conclusions and recommendations, the second and third the results of our own and

external research.

Volume One opens with a review of the history of pensions in the United Kingdom,
and goes on to examine the background to the current market and industry structure.
We then look at the issues in today’s labour market that affect retirement provision,
and examine the apparent shift in occupational pensions from defined benefit ( DB)
schemes to defined contribution (DC) schemes. Recent years have seen significant
growth in the market for personal pension products, and we have examined various
issues relating to the design, marketing and tax treatment of personal pensions.
Having examined (in Chapter 4) the problems identified with various types of
pension, the report next sets out our proposals for a flexible, portable Designated
Personal Pension (DPP). Before finishing with a summary of conclusions and
recommendations, it presents a survey of pension systems in other countries, and
offers a comparative analysis of these systems in relation to those operating in the

United Kingdom.
Volume two contains the results of the consumer survey, an analysis of the interviews
carried out by the inquiry team and the results of our own research especially into

international pensions systems.

Volume three contains the findings from the externally commissioned research.
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Chapter 2: HISTORY

2.1

201

202

2.2

203

Introduction

In the early years of this century the majority of those who became too old and infirm to
work were dependent on charity or the Poor Law. Comparatively few survived to an age
when a pension might have been collected. In 1901, life expectancy at birth was 51 years
for men and 58 years for women. By 1991, these figures had increased to 71 and 77
respectively. Of greater relevance to pensions is the expectation of life on first joining the
workforce and at the approach to retirement. In 1901, at age 15, life expectancy for men
and women was 46 and 48 years respectively so, on average, those just starting work were
unlikely to survive to retirement. By 1991, life expectancy at age 15 had improved to 59
and 65 years respectively, so for someone joining the workforce planning for retirement
had taken on a new relevance. Nearer to retirement age, in 1901 at age 55 years life
expectation was 16 years for men and 18 years for women . By 1991 life expectation had

improved to 22 and 26 years respectively (Charlton, 1997, Volume 1, Table 3)

Over this same period, there has also been a strong downward trend in fertility rates in
the United Kingdom and in most OECD countries. The indicator of fertility levels is the
total period fertility raté Some fluctuations in this indicator could result from changes

in the timing of fertility choices. However, with a strong downward trend, this indicates
that childbearing has shifted to later yebtg alsocorresponds to decreases in the

average family size for successive generations of women.
Beginnings of state intervention
In 1908, Lloyd George introduced a non-contributory state old age pension of up to five

shillings (25 pence) per week for those over 70 years of age and with an income of not

more than eight shillings (40 pence) per week. The National Insurance Act 1911

Derived as the sum of individual age-specific fertility rates in year in question.
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2.3

204

205

206

introduced a compulsory insurance scheme for those in certain heavy manual trades such
as building and engineering. Participants in these schemes were also protected against the

financial consequences of sickness, disability and unemployment.

The Beveridge Report and the blueprint for the welfare state

The Beveridge Report of December 1942 proposed a wide-ranging reform of health
services and social security. One of its main recommendations was that a basic state
pension should be paid on retirement. It was to be claimed at any time after the minimum
retirement ages of 65 for men and 60 for women and at a rate which increased above the
basic rate if retirement was postponed. Widows’ pensions were also brought into the new
system. These pension benefits would not be means tested and would be available

universally.

However, the value of the basic state pension was not subject to regular review and was
eroded through inflation. It was supplemented by means-tested benefits so that by 1974
two million pensioners were drawing supplementary benefits (Castle and Townsend,
1996). At this time, about half of the workforce was covered by occupational pensions,

but only 30% of women workers.

In 1975 the government made two main changes:

a First, it raised the value of the basic state pension, by the largest amount since
Beveridge, and to ensure that the value was maintained in future it introduced

indexation to the higher of the increase of earnings or consumer’prices

b Second, in order to provide an addition to the basic state pension for those not in

occupational schemes, a second-tier earnings-related pension was introduced. The

Introduced by the National Insurance Act 1974.
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State Earnings Related Pension Sch¢®ERPS) guaranteed contributors to the
scheme an additional pension of 25% of their earnings between lower and upper
earnings limits. It was compulsory: employers and contributors could contract out
of SERPS only into a salary-related occupational scheme if it offered benefits at
least equal to those provided by SERPS. Each year’s earnings in the best 20 years
counted towards the pension at a rate of 1.25% of earnings between lower and
upper limits. Earnings limits were revalued in line with average earnings. Once
payments commenced, the additional pension was uprated annually in line with
consumer prices. The cost of uprating the basic pension and SERPS was met by

the National Insurance Fund.

207 Pensions under SERPS matured in 20 years and, as a resuR@btst earning year
formula, were especially advantageous to some groups: manual workers, previously
disadvantaged because their earnings tended to peak in their middle years and who
therefore received less through final salary schemes, or women whose careers had been
interrupted due to family responsibilities and who often found it difficult to return to a

well paid job after a lapse of some years.

208 Women also benefited from the introductiorhome responsibility protectionTime
spent out of the workforce caring for dependants was to be counted towards qualifying

years for basic pension, though not for SERPS.

2.4 Changes initiated 1979—1997

209 By 1979 there was increasing concern that the cost of the state pension would lead to an
unsustainable level of National Insurance contributions due to increasing life expectancy
and decreasing fertility rates. To ease that burden, the Social Security Act 1980 broke the
earnings link for annual uprating of the basic state pension and linked it instead to the
Consumer Price Index. The result was that as real earnings increased, the state pension

replaced an ever-reducing proportion of average earnings. In 1977, the basic state

Introduced by the Social Security Pensions Act 1975, with most of the provisions coming into
force in April 1978.
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pension replaced about 20% of average male earnings on retirement. By 1994 this
proportion had fallen to 15%. If earnings continue to increase by 1.5% per year in real

termg, by 2030 the basic pension is projected to replace only 9% of average earnings.

More far reaching changes were made in the Social Security Act 1986 which provided
that from 1999 onwards, SERPS additions to the basic state pension would be calculated
not on the basis dhe best 20 yeargule but instead on lifetime average earnings. The
additional component would also be gradually reduced from 25% of pensionable earnings
to 20% for those retiring after 2008/9.

Other measures were designed to extend private sector pension schemes to employees not

covered by occupational pensions and to make pensions provision more flexible.

To encourage private provision, the tax advantages of personal pension plans, previously
available to those in non-pensionable employment, that is mainly the self-employed

(known as section 226 plans), were extended to all employees to provide:

a private sector pension for employees not covered by occupational
schemes;
b a means for those not in occupational pension schemes to opt out of
SERPS; and
c a portable pension for those who were disadvantaged by the inflexibility of

occupational schemes.

Personal pensions enjoyed broadly the same tax advantages as occupational pensions, as
a means of encouraging saving for retirement. Contributions by the employee or the self-
employed were subject to tax relief and the funds in which these contributions were

invested were exempted from tax on capital gains. Apart from a tax-free lump sum

Which is a modest estimate relative to past trends.
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payable on retirement, pensioners paid tax on the pension benefit when it was received.
To prevent abuse, all of these tax reliefs were subject to limits, on the levels of
contributions or the extent of the pension benefits which could be paid. In addition to
insurance companies, unit trusts, banks and building societies were able to provide

personal pensions.

As a further aid to flexibility, employers were no longer able to make membership of an
occupational scheme compulsory. For those leaving an occupational scheme before the
normal retirement age, a number of improvements were introduced. Previously any
accrued pension rights in a deferred pension tended not to be indexed and were thus
seriously eroded by inflation by the time they came to be paid. Now they were to be
indexed to the Consumer Price Index (CPI) up to a maximum of 5%, termed Limited
Price Indexation (LPF) Anyone leaving an occupational scheme was to have a right to

a transfer to another occupational scheme (at the receiving scheme’s discretion), to
transfer to a personal pension plan or to purchase a single premium annuity. To encourage
a high level of contracting-out of SERPS, the rebate of National Insurance contributions
was increased by 2% for a five-year period for members of all schemes contracting out

for the first time.

Contracted-out occupational schemes could be of the money purchase type, the minimum

contribution being the contracted-out rebate itself.

Many members of occupational schemes lacked entitlement to a full pension. New
provisions enabled scheme members to increase their pension entitlement, either through
additional voluntary contributionAVCs) where the plan was arranged by the pension
schemé or throughfree standingadditional voluntary contribution§FSAVCs) where

the employee was able to select a plan from any provider. The amount of any of these
additional contributions was limited by an annual ceilingatal employee contributions

set at 15% of pensionable pay.

5 Introduced by the Social Security Act 1990.

First time AVCs have to be provided by pension schemes on request from their members.
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The take up oApproved Personal Pensiongas more rapid than expected. Between their
introduction in 1988 and April 1993, the number of employees with personal pensions

(including those approved for the purposes of opting out of SERPS) reached 5.7 million.

Unfortunately many of these early sales of personal pensions were made with insufficient
safeguards for consumers, many of whom were unlikely to benefit from them. For
example, those who opted out of an occupational scheme lost their employer’s continuing
contributions. Another group affected were those who had insufficient time before
retirement for their contributions to build up to buy a viable annuity. Many might also
have been better advised to join or remain a member of an occupational scheme. At the
time of writing, some 570,000 pension plans were the subject of an on going investigation
on the grounds that they had been missold. Just 50,000 cases had been reviewed and

about 12,000 offers of compensation accepted.

The inadequacy of the law surrounding occupational pensions was demonstrated by
events, such as the Maxwell scandal, which led to the setting up of the Pensions Law
Review Committee (PLRC) chaired by Professor Roy Goode (see Goode, 1993).

Pensions Actl995

The Pensions Act 1995 stemmed mainly from the recommendations of the PLRC. The
Act (most of which came into effect from April 1997) aimed to improve the security of
occupational pensions. It clarified the respective roles of trustees, employers, members
and professional advisers and established the Occupational Pensions Regulatory
Authority to oversee the new requirements. Scheme administrators are given enforceable
deadlines within which transfer values must be quoted. Guidance 'Nwotetheir

calculation have since been revised.

The Act also makes further changes to the state basic pension and to SERPS. Retirement

age for the state pension will be equalised by a phased increase of the women'’s retirement

Published by the Institute and Faculty of Actuaries (for example, 1997a)
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age to 65 . For SERPS, age-related rebates may make it worthwhile for older employees
to contract out. The system ahnualisationthe basis by which earnings are revalued,
has been subject to a technical adjustment. The abolition of the Guaranteed Minimum
Pension (GMP) means that the pension provided in place of SERPS will no longer be
fully price indexed. Previously, pension schemes approved for opting out of SERPS were
required to provide consumer price indexing of the GMP earned since April 1988 up to

a maximum of 3 %, with any excess provided by SERPS.

For personal pensions, the contracted-out part of the pension was protected by LPI up to
a maximum of 3%. The Act increased this LPI to 5%. For those rights that are not

protected, the scheme does not have to offer any form of indexation.

Further changes proposed to pensions

Over the last year or so, further proposals have been made aimed at encouraging

additional pension provision to supplement the basic state pension and SERPS.

The Retirement Income Inquiry (RII), chaired by Sir John Anson, recommended the
establishment of aAssured Pensiowhich was designed particularly to avoid reliance

on income support by those who would otherwise have been dependent on the basic state
pension (RIl, 1996a). The RIl had undertaken a very wide range of research and analytical

work, which has been invaluable to this inquiry (see bibliography).

John MacGregor (1996) recommended the setting uPrafision for Retirement

Accountdo replace TESSAs and PEPs to supplement existing pension provision.

The Welfare Reform Group (1996) made wide-ranging recommendations as to how the
insurance industry might supplement or substitute for state benefits in pensions, health

insurance, long-term care, legal expenses, death and incapacity insurance.

To be phased in over a 10-year period from 2010 to 2020.
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The Labour Party (1997) proposed a stakeholder pension. This was to be aimed at those
employees who did not have the opportunity to join an occupational pension. It was to
enable significant reductions to be made in the costs of providing individuals with their
own stake in a funded collective pension with the security that comes from an approved

scheme.

During 1996, the government put forward in broad outline further possible changes to
pensions. To improve flexibility, new regulations enabled an employee who joined an
occupational scheme to transfer their existing personal pension fund into an FSAVC
scheme and hence retgaarsonalownership of their pension savings in a single plan,
separate from their new employer’'s occupational pension plan. Measures were also
proposed to simplify the administration of group personal pensions (where an employer
arranges a pension plan for his individual employees) with a view to reducing their

administrative costs.

More radical was the propodBdsic Pension PIuDSS, 1997). This was to apply only

to those joining the work-force in the future, once legislation had been enacted.
Essentially, the state basic pension and SERPS were to be replaced by a personal pension
funded from a partial refund of National Insurance contributions, with a minimum
pension equal to the existing basic state pension (indexed to consumer prices as now)
guaranteed by the government. Existing home responsibility protection would be
included. Means-tested benefits would remain for those with insufficient contributions.
The tax treatment of these new pensions was to reverse the present arrangements — that
is, contributions were to be made from taxed income but benefits paid tax free (similar
to personal equity plans (PEPs)). Wide-ranging changes were proposed in how personal
pensions would operate in order to remedy many of the existing problems which are

outlined in Chapter 4 of this report.
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2.7 Budget Statement on 2 July 1997

230 On 2 July 1997, the Chancellor of the Exchequer announced in his Budget Statement that,

with immediate effect, tax credits paid to pension funds would be abolished.

35



36



Chapter 3: BACKGROUND AND TRENDS

3.1

301

302

303

304

Introduction

The idea of a pension is a very simple one — to redistribute income from a period of
work to a period of retirement. This can be done in two ways. Existing workers can fund
the retirement incomes of previous workers. This is termed the pay-as-you-go (PAYG)
approach and involves transfers between generations. In the case of state pensions, the
pension may be paid out of general taxation, for example Denmark or, as in the United
Kingdom, from National Insurance contributions (NICs). Alternatively, contributions
may be invested in a fund which in turn provides pensions as they become due. Pension

schemes of this kind are referred tdasded

Pension entitlements may be defined in terms of guaranteed benefits to be paid out or the
overall value of the contributions made. The pension may be for the employee alone or
may extend to dependants. Provision may be included during employment for life

insurance or for early retirement on grounds of ill-health.

Defined benefit (DB) pensions may be based on a combination of years of service in a
pension scheme and the level of earnings attained at or near retirement, over the whole
period of employment or, say, the best 10 years. In a funded stlemigibutions by

the employer, employee or both will be set at levels deemed necessary to fund the defined

level of benefit and to cover expenses. The pension when due is paid by the fund.

Defined contribution (DC) pensions are determined by returns received on the invested
contributions. Contribution levels may be set initially so as to achieve a desired pension
after allowing for the expected investment return and for charges. Contributions may be

defined in relation to a percentage of salary for occupational schemes, a fixed amount per

In the United Kingdom SERPS is paid on a PAYG basis but, unlike some countries in the rest of
Europe, all private sector United Kingdom occupational schemes are funded.
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month (changed from time to time) or a single premium payable from time to time. The
accumulated sum is used at retirement to provide a tax-free lump sum and to purchase

an annuity which will provide a regular income for the contributor or dependants.

Levels of pension contributions

This section outlines the level of contributions by employees and employers via NICs to
the basic state pension and SERPS (DB); and via contributory payments to DB and DC

occupational schemes; and finally directly to personal pensions (also DC).

Contributions to any type of pension scheme are a form of savings. For DC schemes,
these contributions will be invested direct to provide at retirement a sum of money with
which an annuity can be bought, to provide in turn a guaranteed income stream until
death, or death of surviving dependants. For DB schemes, members are provided with a
certain level of pension benefits, conditional on their length of service and some measure
of their earnings. For these schemes, contributions are usually made by employers (and
often by employees), so this is indirectly a form of savings. Occupational and personal
pensions are thus part of the wealth of the personal sector of the economy. In 1971,
pensions and life insurance policies accounted for 15% of such wealth. Other significant
sources were housing 26% and directly owned stocks, shares and unit trusts 23%. By
1994, pensions and life insurance policies accounted for 33% of the wealth, overtaking
housing at 28% and stocks, shares and unit trusts at 10% (Mintel, 1997).

National Insurance contributions (NICs)

NICs are set annually in the Budget. The Lower Earnings Limit (LEL) and Upper

Earnings Limit (UEL) for 1997/98 were set at £62 and £465 a week; these limits are
adjusted annually in line with consumer prices. Employees (or employers) do not make
make any contributions if earnings are below the LEL. Employees pay contributions on
earnings up to the UEL. Employers’ contributions are payable on all earnings above the

UEL as well as below it. The rates for 1997/98 are shown in Table 3.1.
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Table 3.1:NATIONAL INSURANCE CONTRIBUTION RATES 1997—98

Employer Employee
Not Not

Earnings Contracted Contracted contracte Contractgd contracted
per week out COSH out COM ol Initig oyt oyt

(%) (%0) (%0) (%) (%) (%)
LEL - 0 15 3 2 8.4 10
£109.99
£110 - 2 3.5 5 2 8.4 10
£154.99
£155 - 4 5.6 7 2 8.4 10
£209.99
£210 - 7 8.5 10 2 8.4 10
UEL

Notes:COSR:Contracted-Out Salary RelateGOMP: Contracted-Out Money Purchase.

Source: Bacon and Woodrow (1997, p. 27)

308 The basic state pension is paid on the basis of the number of years in which contributions

are made. In the case of a man, contributions are needed in 44 out of a possible 49 years

for the full pension to be paid. For women, contributions are needed in 39 years out of

44. NICs are credited for those who are unemployed or receive certain Social Security

benefits and for those who take time out of the labour force to care for children and the

elderly. Those contracted into SERPS pay higher NICs. Those contracted out receive a

rebate.
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3.2.2 Occupational pension scheme contributions

309

Occupational DB schemes promise the member a certain level of benefits, conditional
on the member’s years of service and some measure of earnings. Contributions by the
employer (and usually the member) are based on actuarial estimates, which means that
usually the employer’s contribution can vary from year to year according to the
performance of the fund. NAPF (1997c) found that, for about 75% of pension schemes,
the employer would bear the cost of any shortfall in contributions (or benefit from any
surplus). In most of the remainder, costs (or benefits) would be shared with the
employees. However, in DC schemes, members pay a certain level of contributions, with
no explicit commitment for a certain level of pension benefits at retirement. The pension
paid at retirement will depend on the level of contributions, the rate of return accrued on
the fund and the costs involved in converting the final fund into an annuity. For such
schemes, the investment risk is wholly borne by the member. An analysis of the
proportion of total contributions paid by members of occupational schemes (DB and DC)

as compared with their employers’ contributions is provided in Table 3.2.
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Table 3.2: PRIVATE SECTOR OCCUPATIONAL PENSIONS (DB AND DC):
PERCENTAGE OF MEMBERS PAYING VARIOUS PROPORTIONS OF TOTAL
CONTRIBUTIONS

Proportion of contributions Private sector
n/a 2.9
nil 15.2
1—9 3.1
10—19 4.8
20—29 14.8
30—39 20.6
40—49 8.3
50—99 20.1
100 10.2
All members 100

Source: GAD (1994a, p. 39)

310 Just over one-third of members contribute between 20% and 39% of the total amount,
although nearly one-third contribute more than 50%. Coverage of private sector
occupational pension schemes is presented in Table 3.3. This shows that there were
5.6 million members of private sector occupational DB schemes and 0.9 million

members of private sector occupational DC schemes.

Table 3.3:  MEMBERSHIP IN PRIVATE SECTOR OCCUPATIONAL PENSION
SCHEMES (MILLIONS)

Type of scheme Contracted-out Not contracted-out Total
DB Scheme 5.04 0.56 5.6
DC Scheme 0.43 0.47 0.9
Total 5.47 1.03 6.6

Source: GAD (1994a, p. 40)
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The most common member’s contribution rate for contracted-out occupational DB
schemes was between 5% and 7% of salary (representing just over 50% of all contracted-
out private sector members) (GAD, 1994a, p.42). Nearly one sixth of all members of
contracted-out private sector schemes made no contributions themselves (GAD, 1994a,
p.42).

Employees’ contributions are only part of the story. The NAPF 1995 Annual Survey
(1996a) found that the average contribution by employers for contractetbout
contributoryschemes was 10.9%. Femntributoryschemes, NAPF found that employers
contributed 7.1% and members’ 4.6%, making a total contribution of 11.7%. A survey
of small businesses by the Association of Consulting Actuaries (ACA, 1996) found that
the average contribution to DB schemes was 11.1% by employers and by members 4.3%;

making a total contribution of 15.4%.

The most common level of contribution for contracted-out occupational DC schemes
was the employee’s share of National Insurance contracted-out rebate. Further, about
one-quarter of all members contribute less than 4% of salary. The ACA Survey (1996)
found that the average contribution of smaller firms to DC schemes was 5.6% by
employers; 2.6% from members, making a total contribution of 8.2% (compared to
15.4% for small DB schemes). Of course, as indicated by Table 3.3, a larger number
of DC schemes are contracted-in, but even allowing for this there remains a real gap

of some 5.6%.

The average monetary contribution rates to occupational DC schemes are shown in
Table 3.4.
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Table 3.4: AVERAGE CONTRIBUTION RATES TO OCCUPATIONAL DC
SCHEMES IN 1995/96

DSS Employee Employer Total

£ per month £12.96 £16.97 £9.88 £39.81
Source: Inland Revenue Statistics (1996) and OFT’s own calculations.

314  Asthe ACA conclude:
Levels of pension contributions by companies are significantly lower in defined
contribution arrangements compared to defined benefit schemes. There is a danger that
the degree of funding in many defined contribution arrangements is likely to be
insufficient to provide the levels of pensions needed or expected by tomorrow’s

pensionergACA, 1996, p. 22/23).

As noted above, one of the main causes of the differing level of pension contributions to
DB and DC schemes is the employer’s contribution falling, in most cases, to zero (also

for personal pensions see Section 3.2.3 below).

3.2.3 Personal pensions contributions

315 Inland Revenue Statistics (1996a) show that overall, in 1995—96, there were 3.14
million rebate only personal pensions, and 1.55 million with the contracted-out rebate
and employee contributions. Additionally, there were 3.56 milither types
(including AVCs) and 850,000 FSAVCs.

316 In 1995/96, the DSS contributed £1.41 billion to rebate-only personal pensions, £755
million to contracted-out personal pensions (with employee only contributions) and £55
million to other schemes, which probably includes the self-employed contributing to

individual schemes and employees making AVCs and FSAVCs. Employees contributed

10 Other schemes including those with contributions from the DSS and employers (but not
employees) and schemes not approved for National Insurance Contribution rebates (which may
receive contributions from individuals and/or employers).
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£725 million to contracted-out personal pensions and £1.35 billion to other schemes.

Employers contributed £520 million to other schemes.

317 These contributions are better understood in terms of the average monetary contribution

rates shown in table 3.5.

Table 3.5 AVERAGE CONTRIBUTION RATES TO PERSONAL PENSIONS IN
1995—96 (£ PER MONTH)

Type of Scheme DSS Employee Employer Total
Rebate Only £37.42 — — £37.42
DSS and Employee £40.59 £38.98 — £79.57
Other £64.71 £31.60 £9.83 £106.1

Source: Inland Revenue Statistics (1996) and OFT’s own calculations.

This shows the relatively low value of contributions for rebate-only pension schemes,
compared to those where the employee makes a contribution. Also, contributions to
personal pensions have to be seen in the light of the charges which are levied — see
Chapter 4.

3.3 Market structure

318 The penetration of pension scheme membership in the United Kingdom is set out in
Table 3.6. Overall, some 73% of employees were members of either an occupational
or a personal pension scheme (see Chapter 5 for penetration of pension provision in

the other countries studied).
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Table 3.6: PENSION COVERAGE IN 1991

% of employees
Contracted out DB occupational pension 42
SERPS plus DB occupational pension 3
Contracted out DC occupational pension 2
SERPS plus DC occupational pension 2
Personal pension (all DC) 24
SERPS only 12
Below LEL (basic state pension only) 12
Married women'’s rate 3
Total with an occupational pension 49
Contracted out (of SERPS) 68
Contracted in (to SERPS) 17
Total DB 44
Total DC 28

Source: Dilnot et al., 1994 Table 2.3, p.24

319 Inthe remainder of the section we look at the suppliers of pensions, both occupational

and personal.

3.3.1 Pension Funds

320 Intheir 1995 Annual Survey (NAPF, 1996a), the NAPF covered some 880 separate
schemes with funds under management of £370 billion (excluding insured scHemes)
Contributions income of the funds surveyed was £9 billion and investment income
nearly £12 billion. Benefits of £14 billion were paid out on pensions, one-seventh to
dependants, the remainder to former employees. The average fund size was just under

£500 million and 70% of funds were in the range £10 to 500 million. The average

1 The DSS estimate that at the end of 1995, the market value of the financial assets of self-

administered and insured funded occupational schemes — including funded public sector
occupational schemes, but excluding personal pensions — amounted to around £570 billion.
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scheme was provided by an employer with 8,630 employees of whom 5,600 were

scheme members; 5,600 were pensioners and 3,400 deferred pensioners.

3.3.2 Pension business of life companies

321 In 1995, premium income from the pension business of life insurance companies
came from administering pension funds (£5.7bn), from personal pension plans
(£5.5bn) and from FSAVCs (£0.6bn) (ABI, 1996).

322  The market in personal pensions and indeed in other life products has not been
buoyant for the past few years. Having peaked in 1993, penetration of personal
pensions has fallen back, although the average expenditure per household on personal
pensions has seen a further increase. The numbers of policies in force and the total
premium income reflect a combination of new business and the lapsing of existing
policies. Between 1991 and 1995, the number of new annual premium and single
premium policies declined substantially, by 50% and 70% respectively. New premium

incomeshave held up rather better.

323 Market share information has been collated by Merryll Lynch (Mintel, 1996b) in
respect of all personal pension plans sold since 1988. Of the commercial insurers,
Prudential had 10% of the new personal pension plans sold, Legal and General and
BAT (Allied Dunbar and Eagle Star) 5% each. Of the mutuals, Standard Life and
Equitable Life had shares similar to the Prudential. Overall, around 80% of sales were
made by 10 companies. A number of smaller providers have left the market and
further consolidation is expected by industry commentators (Bacon & Woodrow,
1996b).
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3.3.3 New Entry

324 Since 1988 the personal pensions market has been open to unit and investment trust
groups selling in their own right, rather than as fund managers for life offices.
Experience in the marketing and administration of PEPs has provided a springboard.
A strong brand name appears to facilitate entry. The entry of Marks & Spencer and
Virgin into this market suggests that the brand does not need to be associated

primarily with financial services.

3.3.4 Sources of personal pensions business

325 For single premium policies, the majority were bought through outlets offering
independent advice, that is able to advise on a range of competing products. In
contrast, the majority of annual premium policies were bought through company
agents or representatives able to advise on products from only one provider (Mintel,
1997).

3.4 Demographic trends

326 World-wide, people are living longer, life expectation is increasing, birth rates are
falling and the proportion of the elderly in the population is increasing. In many
countries, where state pensions are provided on a PAYG basis, it is this burden
relative to public expenditure and to GDP which has become a cause for concern.
Similar considerations apply to other services for the elderly outside the scope of this

report, notably primary health care and long term-care.

327 In OECD countries the proportion of the population over 65 is projected to increase
from 13% in 1990 to 23% by 2030 (OECD, 1996a, Table A2, p.101). The rate at
which the population is ageing varies considerably from country to country.

Comparable figures are: for the United Kingdom from 16% to 23%, for the
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Netherlands from 13% to 26% and for Japan from 12% to 26% for the same years. In

Chapter 5 and Appendix D we examine a number of countries in greater depth.

More important than age is the ratio of those in work to those drawing pensions. In
practice the working life is becoming shorter as increasing numbers are joining the
workforce later after longer periods of education and leaving the workforce earlier,
before the normal retirement age. Projections ottmribution ratioof those in the
activelabour force (the contributors) to those in receipt of pensions made by the

government actuary indicate a fall from 2.1 in 2000 to 1.6 by 2030 (RIl, 1996a).

The impact of ageing on the costs of the United Kingdom basic state pension and of
SERPS is projected as being less severe than for a number of other OECD countries.
One reason is the growth of benefits in line with consumer prices, as opposed to
wages or earnings. Further, the retirement age for women for the basic state pension
will be increased from 60 to 65 and be phased in over a 10-year period from 2010.
Another reason is the substantial level of private funding of the second tier pension

already in place through the process of contracting out.

Present and projected sources of retirement income

In 1994 less than half (44%) of retirement income was made up of the state basic
pension, paid at a level equivalent to 15% of the average wage. By 2025, these
proportions are projected to have declined further to just over a quarter (28%) and 9%
respectively. In the remainder of this section we will examine the detail of these
projections using output from the Department of Social Security’s PENSIM model
(Curry, 1996 and RII, 1996a). This takes account of other sources of retirement

income, such as investments and earnings from continued employment.
The PENSIM model estimates pensioner incomes using data fr&@urtrey of
Retirement and Retirement Plagenducted by the Office of Population Censuses

and Surveys (DSS, 1992), thamily Expenditure SurvefCSO, 1988) and th&ocial
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Change and Economic Life Initiativeonducted by the Economic and Social

Research Council (Gallie, 1991). The results from the simulations carried out on the
PENSIM model forecast pensioner incomes from the present day (1994) up to the year
2025. The base line model assumes a real earnings growth averaging 1.5% per year
and a real rate of return on investments of 3.5% per year. The main changes
introduced by the Pensions Act 1995 — State pension age equalisation and the
breaking of the link between the guaranteed minimum pension and SERPS — were

incorporated into the model.

The PENSIM results suggest that the mean income of all pensioners will be much
higher (75% for single pensioners) in 2025 than in 1994. However, the gap between
those pensioners in the lowest quintile and the highest will increase by a significant
margin — only those in the highest quintile will see their income increase by more
than average earnings. For those in the lowest quintile, mean income for single
pensioners will increase by little over 10% by 2025; for those in the highest, mean

income will double.

For the average single pensioner in 1994 and again in 2025, gross income per week

can be broken down as follows.
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Table 3.7
1994 AND 2025

AVERAGE SINGLE PENSIONER’S GROSS INCOME PER WEEK FOR

1994 2025

Component of Gross Income (%) £/wk (%) £/wk
Basic state pension 44 46.4 28 50
SERPS 4 4.1 16 29.7
Occupational pension 17 18.2 18 33
Personal pension 0 0.4 11 20.3
Investments/earnings 16 17 24 42.5
Income support/housing benefit 16 16.4 2 4.5
Other 2 1.9 0 0.8
TOTAL 100 104.4 100 180.8

334

335

Source: Curry (1996)

The real increase in the average income from the basic state pension arises from
consumers having built up a longer record of contributions so that more (women) will be
drawing a full pension. Income derived from personal pensions and SERPS is projected
to grow substantially in both relative and real terms, from a very low base in 1994, with

a decreased reliance on the basic state pension and income-related benefits. However, for
the lowest quintile of single pensioners, the basic state pension will still comprise a
significant proportion of gross retirement income (57% in 2025, down from 63% in
1994). For the highest quintile of single pensioners there will be further decreased
reliance on this (12% in 2025, down from 26%).

Like any simulation, these results are dependent on the initial data inputs and the detailed
assumptions made to project them. The PENSIM model report (Curry, 1996) refers to a
number of shortcomings with the 1988 survey and makes proposals for improving the
data on retirement plans using a variety of other sources. Projections of retirement
incomes will depend on a number of factors which we will consider later in our report,
including how occupational pensions accommodate job changes and the take up and

performance of personal pensions. At the time of the 1988 survey, a considerable number
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of changes were taking place and these are likely to have affected retirement plans and

future pension levels.

336 The differing sources of pensioner incomes according to income levels can be seen in
Figure 3.1 reproduced from analyses undertaken fdReétieement Incomimquiry (RII,
1996a), based on thlieamily Expenditure SurvegDNS, 1996b). The retired population
has been allocated to five income groupguintiles In these figuresocial security
embraces all payments from the state: the basic state pension, SERR&ns-tested
benefits. As thus definedocial securityaccounted or over half of or all pensioner
incomes and was the majority source of income in all but the top 20% of pensioner

incomes.
Figure 3.1: Pensioners Income by Source and Income Group 1994/95
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Working patterns

Using data from the 1988 retirement survey on incomes, previous employment and
pension scheme histories, RIl went on to examine in some detail the factors behind these
income sources. In this analysis, the results were presented for five bands of retirement

income, each covering 20% of incomes.

On averagemalesin the top band of retirement income had a longer period in
employment, a shorter period not working and a shorter period in self-employment than
the lowest quintile. Moreover, more of the period not working was spent in education.
Those in the central band had worked longer than either of these extreme groups and
spent the least time self-employed. On averagkesheld eight jobs (seven for those in

the top band of retirement income). The average duration of job was between 80 and 90

months, depending on the income band.

Forfemaleghe average number of jobs varied across the income bands from 5.0 to 5.9.
The average job duration varied between 58 and 69 months. Those in the top income
band had worked for the longest period over the life cycle, held more jobs, for a longer
period in each case, and were more likely to be self-employed than those with lower

retirement incomes.

Males in the highest retirement income band had on average belonged to 3.6 occupational
pension schemes and were receiving payments from 1.2 of these. By contrast, males in
the lowest band had belonged to only 0.9 schemes on average and were collecting a
pension from 0.1. Those in the central band belonged on average to only 1.6 schemes but
were collecting pensions from 1.0. Females across all retirement income bands had joined
fewer pension schemes than men, 1.6 in the highest band, 0.5 in the central and 0.2 in the
lowest. Except in the highest income band, women were receiving a pension from a lower

proportion of the schemes they had joined than men.
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Job changes are not confined to movement between different final salary occupational
pension schemes. Employees may move to jobs which are not covered by occupational
schemes and may elect to take out a personal pension or to rely on SERPS. Further,
employees may become self-employed. Conversely, those with existing personal pensions
(employed or self-employed) may move into jobs where membership of an occupational

scheme is an option. In such instances, electing not to join an occupational scheme would
generally result in the loss of the benefit of the employer’s contribution and in the loss

of scheme benefits additional to the retirement pension.

Any consideration of pensions, both at the policy level and as regards the choices
individuals make, must recognise that switching between types of pension scheme takes
place. The extent to which personal pension products are sufficiently adapted to actual
labour market conditions is considered in Chapter 4. Pension entitlement is also affected
by part-time working and by time spent outside the workforce. These and other factors

which particularly affect women are considered in more detail in Chapter 4.

There is a popular perception that employment is becoming less secure and that the rate
at which job changes take place has increased since the 1980s. Evidence on this is
inconclusive. The thirteenth report of tBatish Social Attitudes SurvéBSAS, 1996)

shows trends measured from 1983 to 1995. Over the decade to 1995, there has been an
increase in the proportion of part-time employment from 16% to 20% and in self-
employment from 12% to 17%. In both of these categories the likelihood of belonging

to a pension scheme and building up a pension entitlement is reduced. Attitudes to
employment have changed little over the period covered by this survey though there have
been some year-to-year changes largely in response to cyclical factors. Although an
increasing number consider that inequalities in income have bewanlarge the

number who also consider that their own incomes weasonablehas changed little.
However, expectations regarding pay increases have been depressed, with increasing
numbers not expecting any increase in pay in the coming year if they remained in the

same job.
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Shift from DB to DC money purchase schemes

Until the 1986 Social Security Act, occupational pension schemes contracted out of
SERPS had to be of the DB (or salary-related) type. By 1991, of the 10.7 million
employees covered by occupational schéfmesme 900,000 were covered by DC
schemes (GAD, 1994a, p.40). Further data on coverage found that over 90% of DC
schemes were established after 1978 (DSS, 1994b). In their 1996 Annual Survey, the
NAPF (1997b) observed that there had been a small increase in DC schemes reported in

their survey, especially for smaller companies.

From the employer’s viewpoint DC schemes have tended to enjoy a cost advantage over
DB schemes, (especially for smaller schemes) although for large employers there is little
cost advantage for DC schemes over DB ones. Evidence from the United States tends to
confirm this, notably for those with more than 10,000 scheme members (Hay Group,
1996). However, in most DB schemes the risk of poor investment returns, along with the
costs of fund management, falls on the employer. A survey of employers showed a
marked preference for DC when setting up a new scheme (CBI, 1994). Other factors
favouring DC schemes are the increasing number of small firms and a move towards
short or fixed-term contracts, which are unsuited to DB schemes. Moreover, some
employers may feel less need for the incentives for the recruitment and retention of staff
inherent in DB schemes. Changes now being implemented following the Pensions Act
1995 are likely to tilt the balance further in favour of DC schemes: these include the more
onerous duties of trustees, the increased requirement to take professional advice and the

new minimum funding requirement (DSS, 1996d).

Private and public sector.
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Tax treatment

It is possible to tax any or all of three elements of a funded pension:

a contributions by employers and employees to the fund;
b investment income accruing on the fund; and
c pension benefits paid to retired members.

In the United Kingdom, tax relief is given on qualifying contributions. Following the
Budget Statement on 2 July, investment income accruing on the fund is taxed at the lower
rate for Income Tax, currently 20%. Taxation of the pension when paid is as earned

income (a proportion may be taken as a tax-free lump sum).

Chapter 5, Table 5.1 shows that countries such as Canada, the Netherlands, the Republic
of Ireland and the United States have similar tax treatment of personal pension plans.
Australia taxes all three elements, Denmark levies taxes on the pension fund and pension

benefits paid, while Singapore does not tax at any of the three points.

This raises the question of the rationale for having tax incentives for pension schemes.
There are probably three main reasons. First, the tax system might otherwise penalise
savings and encourage immediate consumption. Thus tax relief for savers offsets this
penalty. Second, to overcome short-sightedness, tax incentives should help individuals
to overcome what appears to be inadequate planning for retirement. Finally, high savings,
brought about by greater pension savings, may lead to higher investment and thus may
boost economic growth. However, other methods of boosting pension savings may be

used with this reason in mind (for example, compulsion, see Chapter 5).
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349 In the United Kingdom, controls on tax relief on contributions differ between the
different types of pension schemes. It is an essential principle that an individual cannot

claim relief on both a personal and an occupational pension.

3.8.1 Occupational DB final salary schemes

The main limit on occupational DB schemes is the ultimate size of the pension benefit
(a maximum of two-thirds of final pay). If part of the benefit is taken as a tax-free lump
sum, this is also subject to limits (a maximum of 1.5 times final annual pay, subject to

a maximum monetary ceiling). There is no fixed limit to an employer’s contributions, but
employee contributions cannot exceed 15% of salary each year, subject to a monetary pay
ceiling (£84,000 pa for 1997—98).

3.8.2 Occupational DC money purchase schemes

Total contributions from both the employer and employee must not exceed 17.5% of
employee’s earnings, subject to the above monetary ceiling, with the employee’s
contributions not exceeding 15%. There is no limit on total benefits, although the tax-free
lump sum is subject to limits (25% of the total fund excluding the value of protected

rights).

3.8.3 Personal pensions
Again, there is no limit on total benefits, although the tax-free lump sum is subject to
limits (25% of the total fund excluding the value of protected rights). However, total

contributions cannot exceed a fixed percentage of employee’s earnings in any year, rising

from 17.5% at age under 35 to 40% at age over 60.
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Other sources of retirement income

In section 3.5 we identified sources of income which top up formal pensions. It is

convenient to divide such sources into two main types, asset-based and income-based.

Asset-based sources

These are savings and investment sources available to individuals throughout their
working lives. Some sources, like Personal Equity Plans (PEPs) and Tax Exempt Special
Savings Accounts (TESSAS), are subject to favourable tax treatments — others are not.
Like building up a pension, the main constraint for many individuals is having sufficient
income from which to contribute or save. PEPs are available for investors up to a
maximum of £6,000 per year and on an additional individual company basis (£3,000 per
year maximum) with no limit on the overall holding. TESSAs can be built up to a total

of only £9,000 over five years, on current limits.

Furthermore, many forms of National Savings are available. A number of these embody
tax concessions extending either to the standard rate of tax alone or to all forms of
income and Capital Gains Tax. Life assurance enables a retirement fund to be built up
through a form of indirect investment in company shares and other securities over a
period, usually on an ongoing regular premium basis. It may also be possible to realise
part of the equity in a house upon retirement, by moving to a smaller property or to one

in a cheaper area.

A further source of retirement provision, either during the working life of the individual
or after retirement, may come as a windfall capital sum. An inheritance is perhaps the
most obvious of these but other examples include injury compensation payments and

redundancy settlements.

One route often open to the self-employed is to sell their business at retirement, thus

providing a ready-made retirement fund. Clearly this option is predicated on the value of
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the business being maintained as the intended retirement date approaches and assumes

that the business does not fail.

Some assets can readily be used to accumulate an income stream chiefly in the form of
interest or dividends. Others need to be used to purchase an income-generating asset or
an annuity with the retirement fund accrued. The advantage with the first course is clearly
that the original assets are preserved (with or without their value being maintained intact
against inflation) and are thus available for alternative uses, such as to purchase other

investments or to leave in a will.

Income-based sources

Aside from the income generated by the asset-based approach described above, there are

a number of ways in which retirement income can be further enhanced.

Part-time employment is open to some and, where formal employment is not available

other retirees may resort to casual work.

Support may be available from the extended family — for example parents may live with
their children. However, arrangements may be dependent on family size and the
cohesiveness of the social structure. Projections of household size point to greater

numbers of the elderly living alone (RIl, 1996a).

Where formal state pensions are not forthcoming — usually through an inadequate
National Insurance contribution record — then people beyond retirement age without
other provision may resort to means-tested Social Security benefits Although the level
of benefits does not make it an attractive option for most people, it does provide limited

protection against some of the risks inherent in pension provision.
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Chapter 4: THE CONSUMER PROBLEMS

4.1

401

4.2

402

WE IDENTIFIED

Introduction

One of the main reasons for a low level of income in retirement is a low level of income
during the working life, a factor which is outside the scope of this report. Two other
factors are: (1) the level of contributions and the period over which they are made; and
(2) the value of the pension which those contributions generate. In this chapter we
outline in four main sections the consumer problems we have identified

4.2  Consumer problems inherent in Defined Benefit pensions
4.3  Consumer problems with Defined Contribution pensions
4.4  Complexity and inflexibility in pensions

4.5  Problems affecting particular groups in the community.

Consumer problems inherent in Defined Benefit pensions

DB occupational schemes provide a comprehensive range of benefits which for the most
part meet the needs of consumers. In those occupations where they are offered take-up
has generally been high. The latest NAPF survey (NAPF, 1997b and 1997c) indicates
that, where an employer had a pension scheme, just less than two-thirds of employees
were members. Usually, benefits are defined by reference to final salary and years of
service. Our survey suggests that this element is reasonably well understood by scheme
members. Often, the full pension entitlement is defined in terms of 40/60, that is, two-
thirds of the employee’s pensionable pay at the time of le