

















7.5 Contribution levels

Recent reforms have included small increases to employee contribution levels, as well as the prospect of
future rises if longevity improves more than expected. Even so, employees still only pay less than a fifth of the
full cost of the benefits being provided.

A simple and immediate way of altering the financial burden on the taxpayer is to increase employee
contribution levels, as many private sector pension schemes have done when keeping defined benefit
schemes open. This reform was also adopted in Ireland, as a response to the economic crisis. In February
20009, the Irish Government introduced a pension levy for public sector employees, reducing take-home pay
by between 3 per cent and 9 per cent depending on earnings level.”

For illustration, a 2 percentage point across the board increase in employee contribution rates would reduce
the Exchequer cost by up to £2 billion in the first year.”

7.6 Coverage of reforms

There is a further question that needs addressing — the coverage of any reforms. As Chapter 4 explained,
recent reforms to public sector pensions generally left future accrual, as well as existing accrual, largely
untouched. It is desirable that future reforms leave existing accrual untouched, as all governments have
promised and continue to promise. However, it is essential for reforms to cover new accrual of pension to
existing members as well as affecting new members. There are two key reasons for this:

O Cost. If reforms are only applied to new members, it will take far longer for cost savings to accrue.

O Equity. If reforms do not also cover future accrual, a two-tier workforce will develop, with people doing
exactly the same jobs accruing pensions of different value. The recent reforms did not address the
two-tier workforce problem; it is essential that future reforms do. This is a serious issue given the very
high value of public sector pensions. If reforms do not apply to future accrual for existing employees,
the effective salary discrepancy between existing and new employees could be very large.

In each section which follows we examine, for the four major public sector schemes (Civil Service, NHS,
Teachers and Local Government), the costs of the existing scale of pension provision — for new entrants
today and for protected existing members on any previous scale of benefits — and compare these costs with
the options which we consider, to provide an indication of what savings might be associated with each
change we examine. We do not provide calculations for the uniformed services, as the benefit structures vary
considerably between them, with special rules for early retirement or different ranks. Similar principles apply
but different retirement ages are likely to be appropriate in their circumstances in any case.

The costings we adopt are intended to show the true value of the benefits on the basis that pension
promises are risk-free government promises equivalent to inflation-linked government stock payments and so
the pension promises are valued on the same basis as the yields on such stocks, which we have taken as
0.8 per cent for our calculations, though of course the yield itself varies day by day.

In order to focus on the relative costs of current scales of benefit and potential changes, we have not
updated recent government calculations for possible future more significant improvements in longevity than
those used in government valuations.

% This calculation is based on a 33 per cent increase to the 2007 (latest year available) level of employee contributions to unfunded pension schemes (all the major public sector schemes
with the exception of the LGPS), less the extra tax relief that those extra contributions would attract. Office for National Statistics, Private pension contributions: updated estimates
1995-2007, February 2009, Table 3. NB: The title is slightly misleading as the ONS makes clear that the data on unfunded pensions relates almost exclusively to the public sector.
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8 Increasing pension ages

8.1  Why should this option be considered?

There are three reasons in favour of raising normal pension ages in public sector schemes: people are living
longer; the state pension age is rising; and the normal pension ages within the private sector have also increased.

Chapter 1 set out how life expectancy has risen and is set to rise in the future. There is no need to repeat its
analysis here, but it is worth making the point that there does need to be a balance between the length of
time spent working and the length of time in retirement.

Notwithstanding the unfunded nature of most public sector pension schemes, it is during their working lives that
people pay for their retirement income, either directly by funding a pension or indirectly by earning the promises
made by their employers. We have to ask whether it is feasible for an individual not to start work until he or she is
21 or 22, then work for 38 years (perhaps with gaps for career breaks, illness, paternity leave and maternity
leave) and then retire aged 60 with a life expectancy of 30 years or more. In other words, is it possible for people
to earn sufficient during (say) 35 years of a working life to keep them throughout a lifespan of 90 years?

The chart below illustrates, for a male with average life expectancy in each period, the percentage of adult life
(from age 18) spent not in retirement and in retirement, assuming retirement at 65. The second chart
provides the same illustration for women (also assuming retirement at 65 for the purposes of comparison).
The charts show how retirement as a proportion of adult life has increased greatly over the past 50 years,
and will continue to do so in the future unless retirement ages increase. It should also be noted that the
average age of starting work has increased.

CHART 8.1
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The picture is much starker when allowance is made for the continuing high increases in life expectancy
forecast by the ONS for the current population. A man entering the workforce today in 2010 at the age of 18,
even with a retirement age of 68, can expect to spend around 30 per cent of his adult life in retirement. For a
woman, the equivalent figure is around 33 per cent.

In the public sector, while the normal pension age for new employees in most schemes has now risen to 65,

 QOffice for National Statistics, English Life Tables, Nos. 1-16
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CHART 8.2

Proportion of life in retirement — women ™
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with the exception of the Local Government Pension Scheme it remains at 60 or below for existing
employees. This means that if, for example, a 20 year-old had joined the civil service in 2006, he or she could
draw an unreduced pension in 2046 at age 60, at a time when the state pension age under current policy will
be 68. As the table below shows, even when the majority of public sector employees are retiring at 65, there
will still be a three-year gap between the age at which they retire and the state pension age.

TABLE 8.1

The gap between the public sector normal pension age (for most schemes) and the state
pension age "

Year Public sector normal pension age State pension Difference
(for most schemes) age

Closed group New members Closed group New members
2006 60 60 65/60 5/0 5/0
2020 60 65 65 5 0
2026 60 65 66 6 1
2036 60 65 67 7 2
2046 60 65 68 8 3

(virtually no existing (virtually no existing

employees) employees)

Given that the state pension age is increasing, there may be a case for increasing normal pension ages in the
public sector. There is a difference of application, however. When state pension ages were changed, this
applied to the whole of a pensioner’s state pension; when occupational pension ages are changed, the
benefits earned for service before the change are regarded as sacrosanct and so the reduction in benefits is
only applied for future service if at all.

" Office for National Statistics, English Life Tables, Nos. 1-16
" NB: The normal pension age for existing Local Government Pension Scheme employees is already 65. For the armed forces, police and fire services, the normal pension age shown above
applies to early leavers only — for those that do not leave early, the normal pension age is lower
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8.2 Where has it been tried?

State pension ages are increasing above 65 in many developed countries, including in the UK, as shown in
the table below.

TABLE 8.2

State pension ages above 65 in OECD countries ™

Country State pension age

Denmark 65 — 67

Germany 65 — 67 (63 with 35 years’ contributions)
Iceland 67

Norway 67

UK 65/60 — 68

us 66 — 67

In addition to the countries listed above, Spain is planning to increase its state pension age from 65 to 67,
although at the time of writing it is not clear whether the proposed increase will be enacted, and France is
considering an increase to its very low pension age from 60 to 62. It is also important to note that the future
increases to the state pension age listed above generally apply to new accrual as well as new employees —
indeed, past accrual is also generally affected (insofar as the concept of accrual is relevant for state pensions).

Greece is another country that is being forced to raise its state pension retirement age — from 61 to 63 —as a
result of its fiscal crisis. It is also having to address generous early retirement terms and reduce the indexation
provision for pensions. While 63 would still remain a relatively low retirement age, the difficulties the Greek
Government is experiencing illustrate both how hard it can be to raise retirement ages, and how it is better to
do so in a measured way, rather than as part of a series of crisis cuts.

Normal pension ages in the private sector are higher than in the public sector. As Chapter 3 showed, 69 per cent of
active members of private sector occupational DB and DC schemes are now members of schemes with a normal
pension age of 65. By comparison, this is true of just 37 per cent of active members in the public sector. This is
largely due to the fact that in the private sector, pension age increases have invariably applied to new accrual as well
as to new members, whereas in the public sector the approach has been to protect existing members’ expectations.

8.3 How much would it save?

The table below shows our assessment of the average value of pension benefits as a percentage of salary,
after deducting employee contributions, under the various scenarios listed.

TABLE 8.3
Value of pension (percentage of salary) with different retirement ages - index-linked gilt
yields of 0.8 per cent

Civil Service NHS Teachers LGPS
Pre-Reform Benefit Scales 54% 45% 45% 42%
Current New Entrant Scales — Pension Age 65 40% 40% 40% 42%
Pension Age 66 39% 39% 39% 41%
Pension Age 67 38% 38% 38% 39%
Pension Age 68 36% 37% 36% 38%
Pension Age 69 35% 35% 35% 36%
Pension Age 70 34% 34% 34% 35%

72 OECD, Pensions at a Glance 2009, Country profiles
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The first table shows the values of benefits as a percentage of salary on the basis of a current index-linked
bond yield of 0.8 per cent.

As a comparison, if index-linked gilt yields moved higher, say to 2 per cent per annum real, this table would

become:

TABLE 8.4
Value of pension (percentage of salary) with different retirement ages - index-linked gilt
yields of 2 per cent

Civil Service NHS Teachers LGPS
Pre-Reform Benefit Scales 35% 28% 28% 26%
Current New Entrant Scales — Pension Age 65 25% 25% 25% 26%
Pension Age 66 24% 24% 24% 25%
Pension Age 67 23% 23% 23% 24%
Pension Age 68 22% 21% 21% 23%
Pension Age 69 21% 20% 20% 21%
Pension Age 70 20% 19% 19% 20%

The alternative figures currently used by the Government for justifying employer contributions to unfunded
schemes, based on a 3.5 per cent per annum real return on “investments” are shown in the table below.

TABLE 8.5
Value of pension (percentage of salary) with different retirement ages - 3.5 per cent real
discount rate

Civil Service NHS Teachers
Pre-Reform Benefit Scales 20% 15% 15%
Current New Entrant Scales — Pension Age 65 14% 13% 13%
Pension Age 66 14% 12% 12%
Pension Age 67 13% 11% 11%
Pension Age 68 12% 10% 10%
Pension Age 69 11% 9% 9%
Pension Age 70 10% 9% 9%

In the following sections, we just show figures on current index-linked gilt yields of 0.8 per cent and on the
Government figures showing 3.5 per cent real.
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o Benefit accrual rates

9.1  Why should this option be considered?

The key reason for reducing the generosity of accrual rates is affordability. It is a reform that fits well with an
increase in the normal pension age, since a proportionately less generous accrual rate allows a pension of
the same annual amount to be accrued from a longer working life. Alternatively, a lower pension could be
received from the same age.

A reduction in the accrual rate, together with an increase in the normal pension age, simply means working
longer for the same pension:

O For example, in a final salary scheme offering a 60ths accrual rate, a pension of two-thirds of final
salary can be accrued from 40 years’ service. If the normal pension age was increased to 65, and the
accrual rate reduced to 67.5ths, a pension of two thirds of final salary would be accrued from 45
years’ service.

O Conversely, if in the above example the normal pension age were increased to 65, but the accrual rate
was left unchanged, a pension of three quarters of final salary could be accrued from 45 years’ service.

O If the accrual rate were reduced, but the normal pension age left unchanged, the effect would simply
be a reduction in the proportion of final salary that could be accrued. In the above example 40 years’
service at a 67.5ths accrual rate would allow a pension of 59.25 per cent of final salary to be accrued.

The table below provides an illustration.

TABLE 9.1
Pension accrued from various combinations of accrual rate and retirement age
Age starting career Retirement age Accrual rate % of final salary pension
accrued

20 60 60ths 66.6%
20 60 67.5ths 59.25%
20 65 67.5ths 66.6%
20 65 60ths 75%

9.2 Where has it been tried?

A good private sector example of a reformed DB pension scheme offering a less generous accrual rate is
BAE Systems. BAE closed its final salary scheme to new members in April 2003, although it continued to
leave it open to new accrual. New members are offered a less generous final salary pension:

U In the previous scheme, the “Levels 125, 167, 187 and 200", the accrual rate varied from 1.25 per
cent a year (80ths) to 2 per cent a year (50ths) depending on the level of employee contribution.”

74

O The accrual rate for the new scheme, “Level 100+”, is 1 per cent a year (100ths)

In addition to a less generous accrual rate, BAE made further changes to its pension scheme, which are
described in Chapter 16.

In the public sector, the recent pension reforms tended to increase the generosity of accrual rates (although
pension accrual rate changes in the public sector must be considered alongside changes to lump sum accrual

7> BAE Systems, Pension Scheme guide, Levels 125, 167, 187 and 200 http://dev.baesystemspensions.com/CMS/allDocuments/Main_Scheme_booklet_21.04.08_fnl.pdf
7 BAE Systems, Pension Scheme guide, Level 100+ http://dev.baesystemspensions.com/CMS/allDocuments/Level_100_Plus_booklet_24_04_08_fnl.pdf
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as well), although the accrual rate for the Police Pension Scheme changed from 60ths (30ths after 20 years) to
70ths.” It is not unprecedented, therefore, for accrual rates to become less generous in the public sector.

9.3 How much would less generous accrual rates save?

The table below shows our assessment of the average value of pension benefits as a percentage of salary,
after deducting employee contributions, under the various scenarios listed.

The first table shows the values of benefits as a percentage of salary on the basis of a current index-linked
bond vield of 0.8 per cent.”” Note that the Civil Service benefit scale is “career average” which is why its
financing cost is lower than for the other schemes.

TABLE 9.2
Value of pension (percentage of salary) with different accrual rates — index-linked gilt yields
Civil Service” NHS  Teachers LGPS
Pre-Reform Benefit Scales 54% 45% 45% 42%
Current New Entrant Scales 40% 40% 40% 42%
Accrual Rate 1/60th 28% 40% 40% 42%
Accrual Rate 1/80th 20% 29% 29% 30%
Accrual Rate 1/100th 15% 22% 22% 23%

The alternative figures currently used by the Government for justifying employer contributions to unfunded
schemes, based on a 3.5 per cent per annum real return on “investments” are shown in the second table.

Value of pension (percentage of salary) with different accrual rates — 3.5 per cent discount rate

Civil Service NHS Teachers
Pre-Reform Benefit Scales 20% 15% 15%
Current New Entrant Scales 14% 13% 13%
Accrual Rate 1/60th 9% 13% 13%
Accrual Rate 1/80th 6% 8% 9%
Accrual Rate 1/100th 4% 5% 5%

™ Pensions Policy Institute, An assessment of the Government's reforms to public sector pensions, October 2008, Table 1

7 NB: The change in the value of pension benefits for civil servants is so much greater than for the other schemes because the Civil Service Pension Scheme moved to career-average with
an accrual rate of 43.5ths for new entrants.

" The Civil Service scheme is a career average revalued earnings (CARE) scheme, and the current accrual rate is 1/43.5.
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10 Career average

10.1 Why should this option be considered?

A career average scheme is one in which the benefits are earned each year in line with a member’s salary but
instead of being linked to a future final salary level, they are linked to an average over the whole of the
member’s working life.

Normally, the averaging is done after adjusting for inflation so that the benefits are linked to price inflation
rather than to the individual’s own salary inflation. For the purpose of our consideration, we have assumed
that career average is simply linked to generally prevailing prices at RPI measures.

More generous schemes can be devised which link the benefits to RPI plus a margin, or to National Average
Earnings and these would be correspondingly more expensive or would require a lower accrual rate to be
equivalently expensive.

There are four reasons to consider a move to career average schemes in the public sector: affordability,
fairness, today’s labour market, and to avoid manipulation.

The argument for affordability is quite simple. The average salary over a person’s career tends to be lower
than their final salary, and so the pension paid out (assuming the same accrual rate and normal pension age)
will on average be lower, although this depends on whether it is uprated with prices or average earnings.

The fairness question was addressed in Chapter 5. To briefly re-cap, a final salary pension disproportionately
benefits those who stay in position for longer and those who enjoy faster salary growth than the average. Within
a scheme, broadly speaking, younger employees and “low fliers” subsidise older employees and “high fliers”.

Another way of putting this is that taxpayers subsidise older and higher-paid employees more than younger
and lower-paid ones. Compared with final salary schemes, a younger and lower-paid employee is relatively
better off, even though he or she may be worse off in absolute terms (which will depend on such factors as
the accrual rate). A disproportionate share of the cost savings will therefore come from higher-paid
employees, who arguably will be less affected by a less generous pension than the lower-paid. A move to
career average schemes will also benefit, relatively speaking, those employees who move in and out of jobs
more frequently, or women with interrupted career patterns, who will tend to be lower-paid.

There are issues here related to the need to ensure that public sector employees are paid competitively in the
labour market: it is not our intention to pursue an agenda of greater equality of pay and conditions across the
public sector. However, the additional cost of the pensions to higher paid public sector employees is not
appreciated by employers or employees for reasons we have discussed. It therefore seems sensible to look
at options that favour those with high wage growth who stay with their employer to a lesser degree than
current arrangements.

A third reason for introducing career average is the nature of today’s labour market. It is often no longer the
case that an older worker wishes to work full time at the peak of his or her career on Friday, and then stop
working completely on Monday. Encouraging older workers to work part-time, or at a lower level of
responsibility, in the later years of their career, and perhaps after the normal pension age, will surely be
beneficial.

Final salary pensions discourage older workers from reducing their activity in their last years (although final
salary arrangements that are based on the highest salary over the final few years provide some mitigation but
are open to abuse in other ways). Given that final salary arrangements for older workers are also more costly
for the employer, they might in theory discourage the hiring of people whose experience would be of benefit
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to the organisation, although the charging of a single artificial contribution rate to employers in the public
sector hides this higher cost.

Career average pensions are no more expensive for employers employing older workers than younger
workers, and nor do they discourage part-time or less intensive work during the last years of a career. They
are a better fit to today’s labour market.

Finally, career average schemes prevent large salary increases being awarded to employees just about to
retire, which in a final salary scheme result in a disproportionate increase to the pension — a cost that is borne
by the Treasury and not the public sector employer making the decision. For example, an employee earning
£50,000 a year aged 59 might expect to retire on two thirds of final salary (£33,000). To take an extreme
example, if he or she were promoted and his or her salary doubled to £100,000, the two thirds final salary
pension would also double and would now be worth around £66,000, not for one year but for every year of
retirement. The public sector employer would pay the salary and pension contribution for one additional year
but the extra pension (in capital value worth perhaps £700,000) would be paid for life.

Some - but not all - schemes have restrictions to prevent abuse, but these tend to be ineffective with
pension being determined by salary in the last two or three working years. It is still possible for managers to
“play the system” and reward a senior member of staff with salary increases just before retirement.

Such cases may be rare, but a system which allows this to happen is surely flawed. There is evidence of
large pay rises (though not as large as in the above example) being awarded at the end of the careers of
senior public sector employees. Remuneration committees do examine the impact of final years’ salary
adjustments on senior staff, particularly where the bill is picked up by central government and not by the
local NHS trust, school or college. Career average would prevent “manipulation” from occurring.

10.2 Where has it been tried?

The only main public sector scheme to have moved to career average for new members is the Civil Service
scheme. But the accrual rate was changed to 2.3 per cent (43.5ths),” which means that a civil servant can
now accrue a pension of half of his or her career average salary from just 22 years of service. The cost of this
reformed scheme is similar to the cost of the previous final salary arrangement; the benefit structure of the
scheme has simply been rearranged so that some people benefit a little more and others a bit less. This may
be a more desirable scheme arrangement for employers and employees alike — however, it has not dealt with

the basic problems of transparency of costs or the extent of costs.

Other small public sector schemes use career average, including the GP’s scheme. The Local Government
Pension Scheme also has elements of career average accrual:

U Membership of the NHS Pension Scheme is open to GPs, although pay is calculated on a career
average basis. The scheme guide states: “We take your pensionable pay for each year of membership
and uprate it by the increase in the retail price index (RPI) plus a fixed 1.5 per cent. Then we add the
uprated amounts together. Your yearly general practitioner pension is 1.87 per cent of the total.””

O The Local Government Pension Scheme provides pensions to elected councillors (whose allowances
rise and fall — or disappear altogether when they lose their seats) on a career average basis.

@] The Universities’ Superannuation Scheme (USS) — though not a public sector scheme — is also worth
mentioning. This scheme has a career average underpinning as a form of additional option to protect those
with falling later-year salaries. The USS guide states: “We calculate your annual salary for each period of 12
months, while you have been a USS member, over a maximum of 13 years prior to your retirement and

7 Pensions Policy Institute, An assessment of the Government's reforms to public sector pensions, October 2008, Table 1
7 New NHS Pension Scheme Guide

56 | The report of the Public Sector Pensions Commission



PART 11: OPTIONS FOR REFORM

revalue each salary, except the last 12 months, according to the movement in the Retail Prices Index. Your
pensionable salary is either the highest revalued annual salary during the last three years or your highest
revalued salary averaged across any three consecutive years over the last 13 years.” ™

In addition, the State Earnings Related Pension (SERPS) was based on the average earnings on which a
person paid national insurance contributions over their working life. SERPS has now been replaced by the State
Second Pension (S2P) and, although existing SERPS accrual is protected, S2P is moving towards a flat rate.

A good private sector example of a career average scheme is Tesco. In 2001, Tesco closed its final salary
scheme, with a 60ths accrual rate, to new members. It was replaced by a career-average DB pension with
an accrual rate of 1.5 per cent a year (67ths)."

10.3 How much would a move to career average save?

The table below shows the average value of benefits as a percentage of salary, after deducting employee
contributions, under the various scenarios listed.

The first table shows the values as a percentage of salary on the basis of a current index-linked bond yield of
0.8 per cent.

TABLE 10.1

Value of pension (percentage of salary) with different career average accrual rates — index-
linked gilt yields

Civil Service NHS Teachers LGPS
Pre-Reform Benefit Scales 54% 45% 45% 42%
Current New Entrant Scales 40% 40% 40% 42%
Career Average 1/60th 29% 28% 28% 30%
Career Average 1/80th 21% 20% 20% 21%
Career Average 1/100th 16% 14% 14% 15%

The alternative figures used by the Government for determining employer contributions, based on a 3.5 per
cent per annum return on “investments” are shown in the second table. Note that using the Goverment’s
artificial discount rate, a reduced pension of 1/100 of career average salary for each year of service would be
entirely covered by NHS and teachers’ own employee contributions.

TABLE 10.2

Value of pension (percentage of salary) with different career average accrual rates — 3.5 per
cent discount rate

Civil Service NHS Teachers
Pre-Reform Benefit Scales 20% 15% 15%
Current New Entrant Scales 14% 13% 13%
Accrual Rate 1/60th 7% 5% 5%
Accrual Rate 1/80th 4% 2% 2%
Accrual Rate 1/100th 3% 0% 0%

% Universities Superannuation Scheme Guide http://www.uss.co.uk/Guides%20and%20Booklets/Guide%20For%20USS%20Members.pdf

" www.pensionwebsite.co.uk
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11 Salary ceilings

11.1  Why should this option be considered?

There are two key reasons to introduce limits on pensionable pay: affordability and, some would say, fairness.

Before giving an explanation of these reasons, it is worth pointing out that a cap on pensionable pay is a very
different proposition to a cap on the actual pension to be paid out. There have been several proposals to put
a cap on the annual pension that can be paid out to public sector retirees, and limits such as £50,000 have
been suggested by the Conservatives in their pre-election manifesto.

Such a cap on pension would not work for a number of reasons. Firstly, a cap of £50,000 in annual pension
would affect very few retirees and hence save very little money. Secondly, it would be inequitable given that it
would impact differently on people in the same job but with different lengths of service. It is not the right
approach. As the Institute for Fiscal Studies has pointed out:

“This is not a sensible way to cut the generosity of public sector pensions. It would mean that
highly paid public sector workers would suddenly see their remuneration drop once their pension
entitlement reaches £50,000 a year. For example if a public sector worker earning £100,000 a year
receiving a pension contribution of £20,000 (i.e. 20 per cent of salary) reaches the point where
their pension is worth £50,000 per year they would lose their employer pension contribution which
is equivalent to a one-sixth reduction in their remuneration package (£20,000 loss on a package
previously worth £120,000). Assuming that this is not then compensated for by an increase in pay
(and thereby negating any point of the reform) it would create a sharp cliff edge in remuneration at
this point.”

A cap on pensionable pay, however, is a very different proposition. It would clearly save money, since for
higher earners a pension would be being accrued on only part of their salary.

It could be argued that it would be a “fair” reform, since it would have no impact at all on the pension of
anyone whose salary was below the ceiling. It would only impact those who earned more, who would have
the means to make their own pension arrangements in addition to their occupational scheme. And given
that, relatively speaking, the contributions of lower-paid public sector employees subsidise the pensions of
higher-paid public sector employees, 100 per cent of the cost saving from this measure would come from
the higher-paid.

However, we should be careful in putting too much store by this principle of “fairness”. The public sector has to
compete in the market for all employees — whether senior managers, clerks or catering staff. It is the package of
benefits that has to be competitive and to reduce the value of part of that package for a particular group may lead
to a need to increase other parts of the benefits package. The problem faced in the public sector is that, because
the cost of pensions is not properly revealed and borne by those taking decisions, rational hiring decisions and
benefit package structures are impeded. Nevertheless, it may be the case that, once a certain limit has been
reached, employees value their pension less. As such, a pensionable salary cap is certainly worth considering.

Salary ceilings could also be introduced as part of a wider reform to introduce a more sustainable DB
pension in the public sector. A later normal pension age, a proportionately less generous accrual rate, the
introduction of career average and a cap on pensionable pay could, in combination, save a considerable sum
of money. Such a package would disproportionately reduce the value of a pension to higher-paid employees
and could have less impact on the lower-paid.

# Carl Emmerson and Gemma Tetlow, Pensions and Retirement Policy, 2010 Election Briefing Note No. 16, Institute for Fiscal Studies, May 2010
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11.2 Where has it been tried?

The Finance Act 1989 placed a limit on the level of earnings from which pension provision could be made
under tax-approved pension schemes. The “Earnings Cap” was originally set at £60,000 and was
automatically increased annually in line with RPI, unless Parliament determined otherwise.

Its main effect was to set a ceiling on the contributions that could be paid into, and the benefits that could be
paid by, tax-approved pension schemes. It generally applied to people who contributed to a personal
pension scheme, joined an occupational pension scheme set up after 14 March 1989 or joined any
occupational pension scheme after 1 June 1989.

The Earnings Cap was abolished in April 2006, at which time it stood at £105,600, although it was retained by
many occupational schemes. Its equivalent after April 2006 was the effective limit introduced by a lifetime pensions
allowance of £1.5 million, equivalent to a pension of £75,000 per annum, roughly two-thirds of the old earnings cap.

A salary cap was a feature of SERPS, as SERPS was based on the band of earnings on which national
insurance contributions were paid. Its replacement, S2P, although moving towards a flat rate, also has a
salary cap, which is set at the Upper Earnings Limit for national insurance contributions (£40,040 in 2009-
10). However, it should be noted that SERPs was not part of an employment contract but an attempt to
provide a second, earnings-related layer of social security pension for all working people.

11.3 How much would it save?

To measure accurately how much would be saved would necessitate information on the distribution of
pension scheme membership by both age and salary level. Despite Freedom of Information requests to
government departments, we have not been able to obtain this data distributed by both factors.

To give an indication of how much could be saved in pension costs, we have therefore carried out
approximate calculations based on the distribution of civil service salaries obtained from the Annual Civil
Service Employment Survey.

For the NHS and Teachers, the distribution of salaries is likely to be very different and salary ceilings would
have a different impact.

In the table below we show the reduction in levels of employer contributions on the basis that a salary ceiling
is linked to average earnings inflation and that employers and employees pay contributions based on their
capped salaries rather than their full earnings.

TABLE 11.1
Saving to value of pension with different salary ceilings

% reduction in costs
Salary Ceiling £80,000 0.4%
Salary Ceiling £75,000 0.5%
Salary Ceiling £70,000 0.7%
Salary Ceiling £60,000 1.2%
Salary Ceiling £50,000 2.3%
Salary Ceiling £40,000 4.8%

Savings are fairly small as a percentage of total costs, particularly compared with some of the other options
considered in this report. This is because despite a few prominent high salaries, at 31 March 2008 (the date
of the data analysed), only 0.5 per cent of employees earned more than £75,000 per annum and fewer than
5 per cent of employees earned more than £50,000 per annum.
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12 Removing index-linking

12.1 Why should this option be considered?

Benefits accrued at retirement are generally increased in the public sector by the rate of retail price inflation
each year in order to preserve the real value of the annual payment. Changing the degree of index-linking of
benefits could be another option to reduce the cost of DB pensions in the public sector.

Pension benefits could, for example, continue to be indexed to prices, but with an upper limit on the
percentage increase, as is normal in the private sector. This would save money when inflation is high, but
would introduce inflation risks to retirees. Alternatively, though it is not common practice anywhere, pensions
could be index-linked only when inflation went above a certain level so that pensioners were only protected
from extreme inflation risks.

The strongest argument against moving away from full price indexation is that pensioners’ income becomes
subject to monetary conditions entirely outside their control, and that pensioners’ income needs typically rise
with age as their health deteriorates. Even what seem to be quite generous caps (say 5 per cent per annum) in
periods of benign inflation, can cause serious reductions in pensioners’ real income in periods of high inflation.
Two periods in the past 35 years (1975-76 and 1979-81) have seen annual inflation top 20 per cent in the UK,
and one further (1990) has seen inflation top 10 per cent. This Commission believes that providing a stable real
level of income for pensioners comes very high on the list of competing needs for a high-quality pension.

An argument against introducing a cap to the level of price indexation in the public sector is that the
Government is willing to pay fully indexed returns to holders of index-linked gilts, and so it may be reasonable
to continue to apply the same standard to pensioners.

An argument in favour of a policy other than full index-linking is that there can be a rise in the price level
(though not continued inflation) as a result of what economists call a “supply shock” (for example, a rise in
the price of oil or a grounding of all aeroplanes for three months as a result of a chronic volcanic ash
problem). Under such circumstances, those who are working have to suffer a fall in their living standards. It
might seem unreasonable for pensioners — whose pensions are paid by the taxes of those who are working —
not to do so as well.

Finally, it is worth observing that in the private sector virtually all pensions now have a ceiling on the level of
inflation protection (5 per cent or 2.5 per cent depending on the period when the pension was earned).
Consistency and comparability with the private sector might be a desirable goal.

12.2 Where has it been tried?

In the public sector, full index-linking to the RPI (CPI from April 2011 following the announcement in the
Budget) is almost universal. In the private sector, full index-linking is quite unusual. Most private sector
schemes provide the minimum level of indexing that the law requires, both in the period between leaving and
retirement and during pension payment. In 1997, that entailed indexing to RPI with a 5 per cent cap; in 2005,
the cap was reduced to 2.5 per cent for future accrual. In particular, newly privatised industries generally
adopted limited price indexing for new employees after privatisation, sometimes by using two explicitly
different pension schemes.

These varying levels of year-by-year index-linking apply both to retirement, and to the period between leaving
a pension scheme and retiring, so they can cover quite considerable periods of time, and, if inflation is high,
make a considerable difference to the pension outcome in real terms.
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12.3 How much would it save?

How much would be saved obviously depends on how high inflation is in the future. If inflation were to remain
permanently under 2.5 per cent, then putting a 2.5 per cent cap on the level of index-linking would save
nothing. If inflation rose either substantially or persistently above 2.5 per cent, the savings could be
enormous, but at the same time, the real value of the level of pension, particularly for older retirees and those
who had left the scheme before retirement, would be significantly lower.

It is worth noting that at the time of writing, RPI inflation now exceeds 5 per cent (April 2010) and private
sector pensions linked to LPI (RPI up to 5 per cent or RPI up to 2.5 per cent) may well in the near future for
the first time have some saving compared with the full index-linking in the public sector.

The Government Actuary’s Department has estimated that LPI 5 per cent is likely in the long-term to be
equivalent to a shortfall in inflation-linked increases on average of 0.75 per cent per annum and that LPI 2.5
per cent is likely to lead to a shortfall of an average of 1.75 per cent per annum.”

On this basis, expressed as a saving to the cost of public sector pensions, introducing LPI limited to 2.5 per
cent might save around 20 per cent of costs and LPI limited to 5 per cent might save around 10 per cent
of costs.

% Government Actuary’s Department, Actuarial Assumptions for Assessment of Broad Comparability — Background note on the differential between RPI and LPI, August 2005
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13 National insurance and contracting-out

13.1 Why should this option be considered?

In 1978, the State Earnings-Related Pension Scheme (SERPS) was introduced in order to provide employees
with an earnings-related additional pension, on top of the flat-rate basic state pension. After a number of
reforms, this became the State Second Pension (S2P), which provides for a state earnings-related pension
based on earnings each year (a career average) between two limits set by the Government — in 2009-10,
between £4,940 and £40,040. National insurance contributions have been steadily increased to pay for the
extra pension accrual above the basic state pension. S2P is now moving towards a flat rate payment.

The Government allowed some people to contract-out of this additional state pension, if their private pension
scheme provided a pension broadly better than SERPS. If contracted-out, the employer and employee were
allowed to pay lower national insurance contributions (NICs). Any comparison of the benefits provided to a
member of such a scheme needs to reflect the lower contributions paid by the employee as a saving on their
national insurance.

For employees, a rebate of 1.6 per cent off NICs between the limits is provided; for employers the rebate is
3.7 per cent. The total of 5.3 per cent is a lot less than the value of the guaranteed index-linked S2P benefits
which are received if someone is not contracted-out, when valued in the same way as pension benefits are in
this paper, by reference to the yields obtaining on government stocks. At the current time, the full value of the
benefits offered by S2P is closer to 9 per cent of earnings.

The rationale for receiving a national insurance rebate was that the worker would not be receiving any
additional state pension from taxpayers in future, as their private scheme would replace it. However, with an
unfunded public sector pension scheme, the future taxpayers will still have to pay because the public sector
scheme includes the replacement for the additional pension. Not only that, but this pension is guaranteed
and cannot be reduced (unlike SERPS and S2P which have been reduced many times over the years) as well
as being paid from a younger age than the national insurance pension age.

13.2 Where has it been tried?

There is no other major country which has introduced a system of contracting-out of its state pension into

alternative arrangements. In the UK, many private sector schemes have now ceased to contract-out, since
the terms offered by the Government have gradually worsened, to the point where the value of the national
insurance rebate was clearly less than the alternative value of the additional SERPS that would be provided.

In the public sector, contracting-out continues unchanged. There is therefore an opportunity to reconsider the
benefit structure and provide benefits on a non-contracted-out basis instead. The SERPS/S2P benefits
would be provided at the same age as to other members of the population (from state pensionable age of
between 65 and 68 over the coming generation). This contrasts with the provision of full benefits for the
members of public sector schemes which commence normally at an earlier age.

13.3 How much would ending contracting-out in the public sector save?

Ending contracting-out would bring in extra revenue immediately, as public sector employees would be
required to pay the full rate of national insurance. The saving would depend on how the change was
introduced. If the schemes were not contracted-out of S2P then employers and employees would have to
pay higher NICs. This would provide immediate extra income (and therefore a reduction in net cost) for the
Government of 1.6 per cent NICs between the upper and lower earnings limits. The same effect could be
achieved — at the same cost to the employee and employer — by maintaining contracting-out and increasing
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contributions to reflect the true cost of the public sector pension — the 9 per cent rather than the 5.3 per cent
which the NIC rebates imply is all it costs. It should also be noted that national insurance pensions are not
costed on an accruals basis at all. There is therefore an apparent saving to the Government from this reform
as a result of the S2P pension not being accounted for in government spending as it accrues.

This approach of removing the contracted-out status of public sector pensions could be an effective and
pragmatic way of reducing the apparent net cost of the schemes to government. Suppose that the NHS
scheme provided 1/80 of earnings for each year of service and ceased to be contracted-out. The change
would be as follows (in relation to the earnings range to which S2P and contracting-out applies):

Existing Benefits

O Employee Contributions 6.5%
O Employer Contributions 14%
(O Total Value of Benefits 46.5%
() Shortfall in Contributions 26%

Revised Benefits (Contracted-In)

O Employee Contributions 6.5%
O Employee NIC Rebate forgone 1.6%
O Employer Contributions 14%
O Employer NIC Rebate forgone 3.7%
() Total Value of Benefits 35%
) S2P Benefits 9%

() Shortfall in Contributions 18.2%

In other words, there could be an improvement in the balance of finances of around 8 per cent of earnings if
employees and the employer paid full rate national insurance and the benefits of the scheme were scaled
back to allow for S2P payments in substitution for what is currently paid by the scheme.
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14 A move to funded defined contribution schemes

14.1 Why should this option be considered?

There is a number of benefits that a move to defined contribution arrangements for new accrual and new
members could bring:

U Firstly, the cost to the taxpayer would be reduced, assuming that wages don't rise to compensate for
a less generous pension. The taxpayer would pay through the employer contributions into the
employee’s pension fund, with payments to retirees in the future depending on the value of their
individual funds. It is highly unlikely that such contributions would be at the same rate as is necessary
properly to finance defined benefit schemes.

U Secondly, longevity risks would be shifted from the taxpayer to the employee. Upon retirement, the
employee would be likely to purchase an annuity, the value of which would depend on the value of the
employee’s fund at retirement. Annuity risks could therefore be insured by the employee at retirement
but only by the purchase of annuities in the market. If longevity improved during a person’s working
life, this would be reflected by more expensive annuity rates, providing an incentive for the employee to
continue working — thus a DC scheme has in-built self correcting mechanisms. This also assumes that
wages do not rise to compensate for the transfer of risk.

O Thirdly, public sector pensions would not be unfunded in the future. Payments would be made by
employees and employers into individual pension funds, which would then pay out at retirement. The
Government would no longer be paying public sector retirees: all entitements would be paid for as
they were promised.

O Fourthly, DC arrangements may be a better fit to today’s labour market, with frequent changing of
jobs, and an increasing number of employees moving between the private and public sectors.

O Finally, individuals would receive benefits more closely related to the contributions that they had made.

An additional reason for moving to DC in the public sector is one of fairness when compared with the private
sector. As shown in Chapter 3, 94 per cent of public sector employees are actively earning a DB pension,
compared with just 11 per cent in the private sector. A move to funded DC in the public sector would
therefore align pensions more closely between the two sectors.

There are, however, a number of drawbacks to DC:

U Firstly, there is an argument about levelling down, that must be considered. The closing of DB
schemes may not have been a good development in the private sector, and so it may not be the best
idea for the public sector either. It is important, though, to set this argument against the point that
taxpayers are paying for pensions in the public sector which they often cannot afford for themselves.

O Secondly, investment risks would now sit with the employee, which many employees may not be
comfortable with. Longevity risks would also be shouldered by the employee to a large degree.

U Thirdly, funded DC would save taxpayers’ money in the long run, but replacing a pay-as-you-go
arrangement with a funded one would entail significantly higher spending in the short term. This is
because employer and employee contributions would go into the employees’ individual pots, as well
as going to pay the existing earned current pensions as at present. Given the scale of the UK'’s fiscal
deficit, this may present a serious funding challenge in the short term. It was much easier for the
private sector to move from DB to DC, precisely because private sector DB pensions were funded. In

64 | The report of the Public Sector Pensions Commission



PART 11: OPTIONS FOR REFORM

the same way, DC might fit local government more easily than national government schemes. Having
said this, our suggested moves to make all pension costs transparent considerably undermine the
force of this argument.

O Fourthly, the vast majority of compulsory annuities bought in maturing DC schemes are nominal and
flat-rate, not index-linked. They are chosen because they give much better early-years’ income, but
they suffer all the faults of a non-index-linked pension, most tellingly that pensioners’ real income will
fall consistently, and that their lowest real income will be at the end of their lives. For many middle- and
low-income pensioners, their falling real pension income could push them below pension credit
income levels, which throws the problem back on the taxpayer. It seems highly inappropriate for public
policy to support such an arrangement.

There are, of course, many types of DC contribution arrangements that could be adopted:

O Matching contributions from the employer could ensure that employee contributions were matched £1
for £1. Employee contributions could be matched to differing degrees, for example £2 to £1 by the
employer, or 50p to £1.

There could be a minimum level of contributions from the employer, with employee contributions on top.
There could be a high level of employer contributions and some form of matching arrangement on top.

Employer contributions could be provided without any requirement for the employee to contribute. The
employee could then make AVCs if desired, perhaps also with some form of matching from the
employer.

One final point to note is the risk of a significant number of employees choosing not to join a new DC
scheme, an issue that the new NEST scheme may also have to grapple with. What would a public sector
employer do in such circumstances?

14.2 Where has it been tried?

In the UK, there are three areas where funded DC pensions have been introduced or expanded:

O In the private sector, DB has largely been replaced by DC, although most private sector employees do
not have an occupational or employer-sponsored pension at all.

O The proposed new NEST scheme, which would auto-enrol most employees into a DC pension with
contributions of 8 per cent of a band of salary, is scheduled to start operation in 2012, and to be
covering the whole workforce by 2016, although it is currently being reviewed. As part of the new
arrangements, employers would also be required to auto-enrol their employees into the company’s
existing occupational pension scheme (if the company has one), provided it is at least as good as the
NEST scheme. It is likely that NEST would lead to a significant increase in the number of private sector
employees enrolled in DC pensions, although there is a risk that employers may reduce the generosity
of their existing schemes to the NEST minimum.

O Oral evidence presented to the Commission suggests that public sector employees are increasingly
making use of AVC facilities in addition to their public sector DB pensions. AVCs are essentially “top
up” DC pensions.

In addition, new civil servants can choose to join a DC pension (the “Partnership” scheme) instead of the DB
scheme. The Partnership scheme is a stakeholder pension. The employer pays contributions of between 3
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per cent and 12.5 per cent of salary depending on the employee’s age. Employee contributions are not
required, although the employer will match employee contributions up to 3 per cent of salary.™

Perhaps not surprisingly, very few have joined the Partnership scheme. By 2009, only 7,400 had joined,
despite the Partnership scheme having been open since 2002. By comparison, over 45,000 had joined the
reformed DB scheme for new entrants by 2009, although it had only been open since 2007.” This equates to
an annual joining rate of around 1,050 for the DC scheme, compared with 22,500 for the new DB scheme.

Funded DC is also used overseas. The state pension system in Denmark has a number of elements. The basic
scheme consists of a fixed amount and an income-tested supplement, while a means-tested supplementary
pension benefit is targeted at the lowest earners. A near-universal DC scheme is then added to the basic scheme.

The labour market supplementary pension (ATP) is a statutory, fully funded, collective insurance based, DC
scheme. ATP provides a lifelong pension from the age of 65 and a survivors’ lump sum benefit for
dependents. As the OECD states:

“Technically, the old age pension of ATP is a guaranteed deferred annuity... Until 2002, each DKK
396 of contributions earned DKK 100 of pension benefits paid from 65 regardless of the age at
which they were made. This implied an average (across all accruing cohorts) interest rate of
around 4.5 per cent. From 2002, a nominal interest rate of 1.5 per cent has been assumed... The
ATP scheme increases pensions in payment and pension rights alike if its financial condition
allows. This is done in the form of bonus allowances. Increases are guaranteed as are earned
rights... An entirely new ATP pension accrual system has been introduced as from 2008. The
model is based on swap interest rates as opposed to a fixed nominal interest rate of e.g. 1.5 per

5 86

cent.”

The Danish example shows that it is possible to combine a fully-funded DC scheme with a minimum rate of
return, offering savers some certainty about their pension outcomes.

It is also worth noting that a range of insurance benefits could be provided with a DC scheme (widows’
benefits, life insurance and so on).

14.3 How much would it save?

As Chapter 3 shows, total contributions to DC schemes tend to be on average less than half the value of
total contributions to DB schemes. Although current levels of contribution to DB plans are boosted by the
need to fund shortfalls in investments backing past service benefits, there is clearly a considerable saving
being made by private sector employers on the back of a lower DC contribution level as well as low take-up
by employees.

Contribution levels also vary hugely both in amount and in their structure. For example, some schemes have
a core level of contribution provided by the employer regardless of whether or not the employee pays into the
scheme. Others require employee contributions to qualify for the employer top-up. It is common in the UK to
have matching pound for pound between certain limits. For instance, there might be a 2 per cent employer
contribution, a 1:1 match for any contributions from the employee between 0 per cent and 6 per cent and
then the facility for the employee to pay further contributions on top.

In other countries, for example the United States, matching tends to be more partial, for instance $1 from the
employer for every $2 put in by the employee.

& Givil Service Pensions, Nuvos and Partnership scheme guide
® Cabinet Office, Civil Superannuation Resource Accounts 2008-09, July 2009, p.7
% QECD, Pensions at a Glance 2009, Denmark profile
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NEST, which is scheduled to introduce personal accounts in 2012, has the provision that the employee puts
in 4 per cent, the employer puts in 3 per cent and “tax relief” takes the employee’s 4 per cent up to 5 per
cent, i.e. a total of 8 per cent.

At one extreme, to replicate the current cost to the Government — and the true value to the members — of
providing DB pensions to public sector employees with a DC scheme would mean the employee paying in
around 6 per cent and the employer putting in around 40 per cent, additional cash on top of the payment of
past pensions accrued under a DB environment. However actuarially fair, Government finances would not
permit the extra employer contribution to be made.

Replacing DB with a DC system would be likely to present serious short-term government challenges. A less
expensive DC pension might necessitate more generous public sector pay to attract the right quality of
workforce. Pension reform could come into conflict with a need to cut the current public sector deficit.
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15 Notional defined contribution

15.1 Why should this option be considered?

The benefits of notional DC, or pay-as-you-go DC, are similar to those for funded DC described in Chapter
14. The key differences are around risk, transparency and the cash flow implications for the Government.

] Unlike a move from unfunded DB to funded DC, there is no problem resulting from the Government
paying twice in the short term (that is, continuing to pay pensions in payment whilst also funding new
commitments). The notional DC arrangements would remain unfunded, meaning that contributions
from today’s employees would still pay today’s retirees. This does not change the costs in the long
term but it does change the cash flow incidence of the costs.

] Notional DC could also offer a degree of guarantee around investment returns. For example, it could
guarantee that the notional value of individual pension accounts would grow in line with general
economic indicators rather than relying on investment values. This would reduce the risk facing
individual public sector employees, relative to funded DC. Although overall returns may be lower
compared with good investment performance, it would offer employees a more predictable level of
funding for retirement, which is likely to be valued highly. It should be added that this approach does
not lead to risk disappearing to nowhere — risks would, one way or another, have to be allocated
between taxpayers and members of the schemes.

O A notional DC scheme should be transparent, ensuring that all commitments were on balance sheet.

Although the scheme would remain unfunded, it would be possible to ensure that it remained in financial
balance. Either the “internal rate of return” that employees would earn or the contributions that employees
make could be varied each year to ensure that the scheme remained sustainable. An automatic balancing
mechanism such as this, especially if administered by an independent body, could help to take the political
heat out of small changes to pension entitlements.

15.2 Where has it been tried?

Notional DC has been adopted by countries such as Sweden, Germany, Austria, Italy and Poland.”

In Sweden, the pay as you go DB state pension system was replaced in the 1990s with a combination of
earnings-related notional DC and funded DC arrangements, following the recommendations of an
independent commission.

The notional DC element consists of contributions of 16 per cent of salary. The value of all contributions
made in the course of working life is the basis for what savers receive as pensioners. The value of each
notional account grows at around the rate of average wage increases.

At retirement, the accumulated notional capital will be converted into an annuity, using a calculation based on
a coefficient depending on individual retirement age and life expectancy. In other words, the later the
individual retires, the larger the annuity will be. After retirement, pensions are uprated with the increase in
nominal average earnings less the imputed interest rate in the annuity divisor of 1.6 per cent.

There is also a balancing mechanism: if assets (the buffer fund plus the estimated value of assets in the form
of contribution revenues) fall below liabilities (accrued notional pension capital and capital value of outgoing
pensions), then indexation of pensions in payment and returns credited to notional accounts are reduced by

7 GBI, Getting a grip: The route to reform of public sector pensions, April 2010
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the ratio of assets to liabilities. Since contributions are fixed, these changes to indexation are the primary way
of ensuring long-term stability.™

The funded DC element consists of a further 2.5 per cent contribution paid into personal accounts (i.e. it is
small relative to the unfunded bit), with some individual choice over where these funds are invested. At
retirement, people have a choice over the way benefits are withdrawn. First, the pension can be converted
into an annuity to avoid investment risk. Alternatively, a variable annuity can be chosen, where the fund
continues to be invested by the chosen fund manager. These annuities do not have a guaranteed value.”

15.3 How much would it save?

The same issues apply here as with funded DC — it is a choice of how much can be afforded in an alternative
DC scheme compared with the costs of DB benefits.

The principal difference is that a notional DC arrangement may be better able to fit within government
cashflow constraints compared with an externally-funded DC arrangement.

% QECD, Pensions at a Glance 2009, Sweden profile
 Ihid.
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16 Hybrid schemes

16.1 Why should this option be considered?

A hybrid scheme could be a useful combination of the features of other types of pension arrangement. It
could combine a core DB element, which would be far less generous than the current public sector DB
schemes, with optional funded or notional DC add-ons.

There is a number of advantages to this approach:
O It would save money, similar to the more sustainable DB options.
O It would also entail a greater level of flexibility, as in the DC options.

O It would provide a core, though limited, guaranteed benefit, which would reduce the risk of poor
investment returns for employees.

O There would be less need to pay twice in the short term, unlike a wholesale move to funded DC
arrangements.

16.2 Where has it been tried?

There is a number of examples of hybrid arrangements in the UK:

O Currently, public sector schemes are effectively hybrids, as they allow employees to make AVCs, which
are invested in DC funds. Oral evidence presented to the Commission suggests that public sector
employees are increasingly making use of AVC facilities.

O Many private sector DB schemes, such as the Tesco scheme, allow AVCs to be made,” and so also
effectively operate as hybrids.

O A good example of a private sector hybrid scheme is BAE Systems (also described in Chapter 9). The
“Level 100+” scheme, which has been open since April 2003, combines a core final salary scheme
with a 100ths accrual rate, with a DC “Retirement Account”. The Retirement Account is funded by a 2
per cent employer contribution together with any voluntary contributions from the employee, and its
final value is dependent on the level of contributions and investment performance.” In this way,
employees are offered a core, though limited, protected benefit, and have the flexibility to top this up
through DC.

16.3 How much would it save?

The amount of money that would be saved by a hybrid arrangement would depend on the type of scheme
chosen, but there would be an element of the savings generated by the options listed in the previous
chapters, to the extent that they were brought into the hybrid arrangement.

% www.pensionwebsite.co.uk
" BAE Systems, Pension Scheme guide, Level 100+ http://dev.baesystemspensions.com/CMS/allDocuments/Level _100_Plus_booklet_24_04_08_fnl.pdf
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Part 111: Conclusions

“Many arguments used to attack public sector pensions are flawed. But the starting point often used by
their enemies is true. Today’s typical employee in the public sector does have a better pension scheme
than the typical worker in the private sector... The question is whether the right response to this gap is
to level down public sector pensions or to make private sector pensions better.”

TUC, Decent pensions for all, 2009

This part contains our assessment of the various options described in Part Il, and outlines three general
approaches that the Commission believes could be taken — reformed defined benefit, defined contribution,
and notional defined contribution. Certainly, other bodies will come up with different road maps, but the point
is more about the approach taken rather than the precise reform option that is chosen. As Part Il made clear,
there is not a single “correct” way of reforming public sector pensions, but a number of different options,
each with its own pros and cons. Different options can be followed by different public sector
employers.

. Whatever
An argument that is often made is that the best way to reduce the gap between public and happens to state
private sector pension provision is to improve private sector pensions rather than reform the . and private
public sector schemes. The Commission’s remit does not cover the private sector, or indeed the : sector pensions,
system of state pensions and means-tested benefits for pensioners, but the evidence that has further reform is
been presented in this report demonstrates that, whatever happens to state and private sector likely to be
pensions, further reform is likely to be needed to manage the growing costs of pensions inthe ' pooded to
public sector. manage the
The overall size of any package for employees in any sector of the economy is largely decided growing costs of
by market forces and the division of any employment pay and benefits package between pay, : pensions in the
pensions and other benefits is a matter for negotiation between employees and employers. . public sector.
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17 'Three approaches

The options set out in Part Il can be crystallised into three main approaches to reform. Each approach has its
pros and cons, but they do represent viable choices for the future of the unfunded public sector schemes.
This chapter summarises, rather than repeats in great detail, the arguments for and against the reform
measures explained in Part Il. Firstly, the cost savings from the various options are compared.

One of the objectives of the Commission, highlighted in Chapter 7, is to recommend reforms which will result in
100 per cent of unfunded public sector pension costs being financed by employee and employer contributions
each year. It is an important principle that you get what you pay for. Based on index-linked gilt yields, the table
below shows how much the main public sector pension schemes are worth on average as a percentage of salary,
both before and after the recent reforms, together with the combined employee and employer contribution rates.

TABLE 17.1

The value of the main public sector pensions and the combined employee and employer
contribution rates *

Civil Service NHS Teachers LGPS Armed Forces
Pre-Reform Benefit Scales 58% 51% 51% 48% 74%
Current New Entrant Scales 43% 47% 47% 48% 60%
Combined employee and employer contribution rate ** 18.6-30%  19-22.5% 20.5%  Too many 19.4-35.3%
different
LGPS
schemes to
make
comparison
As a very rough average, the current new entrant scales for the main public sector pension There is a large
sche:esdtend tolbe I}]/vor‘[hdr:lroundd45 per cent of 1Esalallry, but employees and employers gap between
combined are only charged around 20 per cent of salary. .
v eharg P v . what public
Using a transparent and appropriate method of valuing public sector pensions, it becomes clear : sector
that there is a large gap between what public sector employees are getting, and what they and . employees are
their employers are paying for. . getting, and
. . . what they and
As an example of the challenge facing any attempt to manage the full costs of public sector hei yI
pensions, the table below sets out how the value to employees of the main public sector their en?p oyers
are paying for.

pension schemes could be brought down to 20 per cent of salary on average, if only one of the
various options were chosen.

TABLE 17.2

How the employee benefit value of the main public sector pension schemes could be
brought down to 20 per cent of salary if only one option were chosen

Civil Service NHS Teachers LGPS
Retirement age 80 79 79 80
Benefit accrual rate 1/80 1/105 1/105 1/110
Career average benefit accrual rate 1/80 1/80 1/80 1/85

® These percentages are higher than those shown in Part Il, because we have included the value of employee contributions here.
% Cabinet Office, Employer Pensions Notice 183; Teachers Pensions Guide, September 2008; NHS Pension Scheme Guide and New NHS Pension Scheme Guide; Armed Forces Pension
Scheme, Resource Accounts 2008-09, p.10
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It becomes clear from this table that employing one reform option alone is often not realistic. Especially if some
form of DB scheme is maintained, it would be far better to enact a combination of reforms. The following box
gives examples if the aim is to keep government/employer contributions to a maximum of 20 per cent.

BOX 17.1

Example benefit structures costing 20 per cent of salary

OJ A final salary benefit of 1/90 of earnings for each year of service payable from the age of 70 would be worth 20 per cent
of salary to the employee after payment of contributions at 6.5 per cent to the NHS scheme.

OJ An RPI-linked career average benefit of 1/80 of earnings for each year of service payable from the age of 65 would also
be worth 20 per cent of salary to the employee in the Civil Service scheme after payment of employee contributions.

OJ An RPI-linked career average benefit of 1/70 of earnings for each year of service payable to teachers from the age of 65,
with pensionable earnings limited to £75,000 per annum and pension increases linked to RPI only up to 2.5 per cent per
annum might be worth around 20 per cent of salary in excess of employee contributions.

The above examples show that there is a number of ways that the value to the employee of a public sector
pension might be reduced if that were the desirable outcome.

17.1 A sustainable defined benefit pension

The first approach that could be taken is to maintain the existing shape of the unfunded public sector pension
schemes, but to enact reforms that would reduce their cost to taxpayers. Reforms to the existing DB schemes
should cover all new accrual, as well as new members, although existing accrual should be left untouched.
This approach would recognise that other measures, such as increasing the pension age, are taking place in
the UK with respect to state pensions, and are also taking place in a number of other countries.

A more sustainable DB pension in the public sector could take the following shape:

O An increase in the normal pension age to 65, with increases in the future to be linked to the state
pension age. Given that increases in the pension age in public sector schemes are likely to be for new
accrual only, it might be desirable to increase the pension age earlier than the higher state pension
ages actually come into force.

O A proportionate reduction in the generosity of the accrual rate, so that a pension of the same (or lower)
proportion of salary could be accrued after the longer period of service; or a larger reduction in accrual
rate, from 60ths to, say, 80ths.

O

Basing the pension on appropriately indexed career average earnings rather than final salary.

O

A ceiling on pensionable pay, although we note that this saves relatively little cost unless imposed at a
fairly low level.

Additionally, the rate of employee contributions could be reviewed, as part of a more general review of
remuneration, as occurred in Ireland.

The advantages of this approach are several:
O Such a combination of reforms to the DB pension schemes would save a considerable sum of money.

O Some of the reforms would impact disproportionately on higher-earners in the public sector, who might
have the means to make their own pension arrangements over and above their occupational scheme.
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O Career average DB pensions would be a better fit to today’s labour market than final salary schemes,
and would not discourage the employment of older workers.

] Lower-earners would be less hard hit, as they would not be affected at all by the salary ceiling, and
would be less impacted by a move to career average. The main impact on lower-earners would be the
need to work longer for a given pension.

U Employees in the public sector would be protected from volatile investment returns.

. Areduction of
There would be no need to change the funding arrangements for public sector pensions, or accrual rate to
to worry about how to build up individual funds for employees, whilst at the same time : 1/80 or a switch
paying pensions to retirees. : to career
There are also disadvantages: . average
. revalued
O Public sector pensions would still be unfunded, meaning that today’s workers would still .
. . . , . earnings as the
be paying for today’s pensioners, and in future this would remain the case. .
. benefit structure
() The gap between the public and private sectors would remain huge, with aimost all would each save
public sector employees remaining in safer DB pensions and private sector employees around £10
either in more risky DC schemes or not in an occupational scheme at all. . billion per
U Depending on the extent of the reforms, there may still be a large degree of taxpayer ¢.mnum and an
subsidly. increase to a
: pension age of
O There are fewer control mechanisms than in DC schemes where, for example, an individual = : 65 for all

can react to an increase in annuity prices and a rise in longevity by working for longer. members would

() There are still likely to be cross subsidies within schemes. save around half

of that.
How much would be saved depends crucially on the changes enacted. We estimate the public

cost of public sector pensions is currently £35 billion, although the taxpayer only actually pays £18 billion. A
reduction of accrual rate to 1/80 or a switch to career average revalued earnings as the benefit structure
would each save around £10 billion per annum and an increase to a pension age of 65 for all members would
save around half of that. However, this would not affect the Government’s present outlay if the taxpayer
continues simply to meet the balance of cost of pensions now in payment (the £18 billion referred to above).

17.2 A shift to defined contribution

A second approach could be to recognise that the big increases in longevity in recent years, together with
further longevity increases predicted in the future, necessitate a very different approach to delivering pensions
in the public sector. This approach would recognise that the private sector has had to face reality and close
unaffordable DB schemes, and would also note moves to DC arrangements in other countries.

Combined employer and employee cash contributions in the public sector DB schemes are generally at least
20 per cent of salary (though we have shown that the value is more than twice this). A total contribution into
a DC scheme of 20 per cent of salary would be very generous compared with private sector arrangements
and with reasonable investment returns could deliver a large pension pot upon retirement. A DC scheme with
a total contribution rate even of 15 per cent would also be well above the average in the private sector.

There would be several advantages of a move to funded DC:

U Today’s employees would be building up their own pension funds, rather than paying for today’s retirees
and expecting future employees to pay for their retirement.
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O In the long run, there would be no extra taxpayer subsidy of public sector pensions, and considerable
savings would accrue to taxpayers.

U Public and private sector pensions would be more closely aligned, reducing the unfairness of people
paying through taxes for pensions they cannot afford for themselves.

O Mobility between the public and private sectors would be encouraged relative to DB, as benefits for
early leavers in DB schemes are almost always worth less than benefits for those who remain in the
schemes, unlike DC.

O Taxpayers would no longer face risks such as longevity. These risks would be shouldered by the
employee, who would have some degree of choice over when to retire.

The disadvantages are:

O Some would suggest that it would entail a “levelling-down” of pensions to the level pertaining in the
private sector.

U [t may not be seen as desirable for employees to shoulder a greater degree of risk and public policy
needs may not be met if DC annuitants chose to buy nominal, not index-linked, annuities.

O It would be politically more difficult to enact, and there may be pressure for pay increases in the public
sector to compensate.

] Most seriously, replacing pay-as-you-go arrangements with funded ones would entail paying twice for a
period, and hence significantly higher spending in the short term, which may be difficult to fund.
However, this arises at least in part because of the flawed approach to accounting for public sector
pensions that currently exists.

O A significant proportion of employees may decide not to join a DC scheme — though this can be
alleviated by offering a high employer contribution.

17.3 Notional defined contribution

The transitional costs of moving from pay-as-you-go DB to funded DC indicate that a move to pay-as-you-go
DC, or notional DC, may be more practical. This is indeed the route that a number of countries, for example
Sweden, have taken.

The advantages and disadvantages would be similar to a move to funded DC described above. There would,
however, be several differences:

O There would be no need to pay twice in the short term, which would make a move to notional DC easier
than a transition to funded DC. This is the key argument for notional DC — though the above point about
accounting for pension costs should be noted as an important qualification of this advantage of notional DC.

On the downside, today’s employees would still be paying for today’s pensioners.

It would be possible to offer a degree of guarantee around investment return, for example, by allowing
the notional accounts to grow in line with general economic indicators rather than relying on investment
values. A less risky product may be more highly valued by employees, and may be an easier political
sell. However, it would mean that employees’ pensions were not backed by saving and a capital fund.

O Although the scheme would remain unfunded, it would be possible to ensure it remained in financial
balance through annual adjustments to rates of return or contribution rates.
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17.4 Conclusions

There is no single “correct” way to reform public sector pensions. All of the three main approaches have their
pros and cons, and within the broad approaches, there is a number of various options.

This report has attempted to demonstrate, however, that an essential pre-requisite to meaningful reform is full
transparency over the true costs. An historical failure to account properly for the costs of the unfunded
schemes has undoubtedly made it easier to delay reform, and has meant that employees undervalue the
benefits of their pensions.

Transparency of costs is essential to understand the baseline from which reform can be measured as well as
the savings from various reform options. With a proper understanding of costs, the Government can then
take a more rational approach to setting public spending in this area and employers and employees can
determine benefit packages to their mutual agreement.

The Commission has also argued that it would be possible radically to decentralise the UK’s approach to
public sector pensions, with individual public sector employers, in negotiation with employees, choosing their
preferred pension arrangements, and importantly, paying the full costs of the arrangements that they chose.
The reform options set out in this report apply equally well to a national or a decentralised approach. The
advantage of a decentralised approach is that different options could be used according to the local
preferences and needs of employees and employers.

The total pay package could also be valued explicitly, to enhance transparency for employees and employers
in the public sector, and if this were to be required in the private sector too, it could be beneficial to pensions

in general.

What the Commission has not been able to investigate is the trade-off between pay and
pensions in attracting and retaining public-sector employees of suitable quality. If the taxpayer
can get the current services at lower total cost by lowering pensions and increasing pay then
that would be a good reform — but we don’t know if this would be true (although the fact that
the private sector goes for a different mix of pay and pensions is, at least, indicative). As
stressed elsewhere, transparency is key to these considerations. How can we expect to be
getting the best value for money out of pensions if we are not communicating to public sector
employees their true value? Equivalently we can’t expect public sector employers to make the
right decisions without knowing the true cost.

If the taxpayer
can get the
current services
at lower total
cost by lowering
pensions and
increasing pay
then that would
beagood
reform.
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Appendix A: Modelling

We have estimated the likely costs to the public sector employer and the value to the employee in two
different ways:

O First, we have looked at the true economic cost of making an index-linked pension promise to a public
sector employee, which is in effect the same nature of government promise as that made to the holder
of an index-linked bond. We have priced contributions in a consistent manner using current real yields
of 0.8 per cent on index-linked gilts and thus derived contribution and benefit values significantly
higher than those that are suggested by other valuation approaches. We recognise that the yields on
gilts vary over time and so the value of benefits may be higher or lower than we have calculated
depending on the yield at the time.

O For comparison, we have shown the level of employer cost derived by the Government using a
notional return on investments (which unfunded schemes do not, of course hold) of 3.5 per cent per
annum above inflation. This higher discount rate has no objective justification and masks the true
values derived above.

There is a third way of examining the costs, by reference to the accounting standards used for valuing private
sector funded pension schemes. This measure makes an assumption that liabilities are backed by
investment in AA corporate bonds. We do not believe such figures are relevant to our investigation, given that
the main schemes in question do not hold investment funds.

We have estimated the values of adjusted benefit scales in a consistent manner with recent valuations of
public sector schemes and with the analysis carried out in 2008 by the Pensions Policy Institute. As we do
not have access to full enough data on the membership breakdown of the schemes by age and service and
salary, these estimates are of necessity approximate.

In order to consider the potential effect of a salary ceiling, we have drawn on the publicly available data on
civil service earnings and assessed how much pension accrual costs might reduce were the benefits to be
limited to a salary cap.
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AppendiX B: Annual costs to taxpayers of public sector pensions

Outstanding public sector pension liabilities will not need to be paid off in a single year, but if they continue to
grow, they would lead to very high annual costs that would largely fall on taxpayers. If, as discussed in
Chapter 1, the ratio of workers to pensioners falls, these annual costs may well become intolerable.

To understand these annual costs, we must examine how the annual payments to current retirees are met.
Because the schemes are unfunded, payments this year to retirees are met by this year’s employer and
employee contributions, with the Treasury making up the difference.

The table below gives the most recent Treasury data at the time of writing. In 2010-11, payments to retirees
in the unfunded public sector schemes are projected to total over £25 billion, of which £20.5 billion will be
made up by employee and employer contributions with the remaining £4.5 billion paid by the Treasury.

TABLE Bx
Payments to retirees in the unfunded public sector pension schemes and how these are met *
Year Pensions in payment, £m 0f which employer and Balancing Treasury
employee contributions, £m contribution, £m
2003-04 16,080 14,279 1,801
2004-05 16,377 15,119 1,258
2005-06 17,641 17,368 274
2006-07 19,080 17,934 1,147
2007-08 21,356 19,066 2,290
2008-09 (estimated) 22,562 19,500 3,062
2009-10 (projected) 24,151 20,033 4,118
2010-11 (projected) 25,286 20,684 4,602

The burden on taxpayers is, however, greater than the “balancing Treasury contribution” column, since
around two thirds of the “employer and employee contributions” column comes from the employer. While
employee contributions are clearly not a burden on taxpayers, since they are a proportion of the employee’s
salary,” the contributions from employers are an extra cost to taxpayers.

Further, the contributions being paid by employers do not represent the full balance of cost between the
proper value of the benefits provided to employees each year and the contributions paid by the employees.
So there is a further hidden cost which will only appear as a future increase in balancing Treasury
contributions when those employees retire.

The Treasury does not provide a breakdown of employee and employer contributions, merely giving the
aggregate figure (as shown in the table above). Despite this lack of transparency, it is possible to provide a
robust estimate of the employer share. The Office for National Statistics (ONS) finds that employers
contribute almost two thirds of the total contributions to unfunded occupational schemes.” Since, as the ONS

“ HM Treasury, Public Expenditure Statistical Analyses 2009, Table D.1

* To the extent that salaries are increased to take account of the employee contributions, employee contributions would also be a burden on taxpayers, but for the purposes of this section,
we assume that this does not occur.

% Office for National Statistics, Private pension contributions: updated estimates 1995-2007, February 2009, Table 3. NB: The title is slightly misleading as the ONS makes clear that the
data on unfunded pensions relates almost exclusively to the public sector.
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states, “contributions to unfunded private sector pension schemes are rare and there is little information
available on them”,” we can take this percentage as applying to the public sector. Further confirmation of this
two-thirds/one-third split can be taken from an analysis of employee and employer contribution rates, with

employer contribution rates at least double that of employees in the largest public sector pension schemes.”

We can then apply the ONS'’s calculation of the percentage employer share to the “contributions received”
column in the table above to determine the amount contributed by employers.” The table below gives the
annual costs to taxpayers of pensions paid to retirees in the unfunded public sector pension schemes.

In 2010-11, £18 billion is projected to come from taxpayers (£13.5 billion of employer contributions and £4.5
billion from the Treasury) and £7.5 billion from employees in these schemes. £18 billion is over £700 per
household in the UK.

TABLE B2

Costs to taxpayers of pensions paid to retirees in the unfunded public sector pension schemes
Year Percentage Employer Employee Treasury payment, Cost to taxpayers
employer contributions, £m  contributions, £m £m (employer contributions
contributions + Treasury payment), £m
2003-04 67.1% 9,578 4,701 1,801 11,379
2004-05 63.2% 9,558 5,561 1,258 10,816
2005-06 63.8% 11,077 6,291 274 11,351
2006-07 63.9% 11,453 6,481 1,147 12,600
2007-08 64.7% 12,326 6,740 2,290 14,616
2008-09 64.5% 12,581 6,919 3,062 15,643
2009-10 64.5% 12,925 7,108 4,118 17,043
2010-11 64.5% 13,345 7,339 4,602 17,947

The estimates of taxpayer costs described above can be verified by reference to a recent report by the
National Audit Office (NAO), which examined the annual taxpayer costs of the four largest unfunded schemes
— NHS, Teachers, Civil Service and Armed Forces. As the NAO stated in its report, these four schemes
account for over 75 per cent of total payments to retirees from unfunded public sector schemes. The NAO
used a similar methodology to the one used above, making clear that the taxpayer cost was comprised of
employer contributions and the balance paid by the Treasury:

O In 2008-09, the total cost to the taxpayer of the four largest public sector unfunded schemes was
£14.9 billion. This was comprised of £12.5 billion of employer contributions and £2.5 billion paid by the
Treasury (figures are rounded).”

O In the same year, Table B.2 shows that the taxpayer cost of all the public sector unfunded schemes
was £15.6 billion. Given that the NAO report did not cover all unfunded schemes, the figures do seem
broadly to match.

o lpid, p.2

% For example, in the NHS, Teachers and Civil Service schemes, employee contribution rates are 5-8.5 per cent, 6.4 per cent and 1.5-3.5 per cent respectively, while employer contribution rates
are 14 per cent, 14.1 per cent and 17.1-26.5 per cent respectively.

® Exact percentage share for each year 2003-04 to 2007-08; average percentage share from 2003-04 to 2007-08 for each year 2008-09 to 2010-11.

1% HM Treasury, Public Expenditure Statistical Analyses 2009, Table D.1; Office for National Statistics, Private pension contributions: updated estimates 1995-2007, February 2009, Table 3; Public
Sector Pensions Commission calculations using methodology from Corin Taylor, The cost of public sector pensions to taxpayers in 2009-10, Institute of Directors, September 2009

" National Audit Office, The cost of public service pensions, March 2010, Figure 10
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The chart below illustrates how the pensions paid to retirees, and the taxpayer share of these, has been
growing rapidly in recent years.

CHART Br

Pensions paid to retirees in the unfunded public sector pension schemes and the
taxpayer cost
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12 HM Treasury, Public Expenditure Statistical Analyses 2009, Table D.1; Office for National Statistics, Private pension contributions: updated estimates 1995-2007, February 2009, Table 3;
Public Sector Pensions Commission calculations using methodology from Corin Taylor, The cost of public sector pensions to taxpayers in 2009-10, Institute of Directors, September 2009

80 | The report of the Public Sector Pensions Commission




"SI8YI0M JO $8110031ed UIBYad 10} suoisino.d [e10ads ajousp s1exoelq ul sainbl4 “Aed uo puadap suopngliuod 8afojdwa usyy UMoys S 8BUBI B J| ¢,
'Sa]el [enIoe Jaybly eABY SIBIILQ "SYUBI JBUIO0 J0 4,

'2002 WOJJ SIaquialu mau 0] pasojo Uaaq Sey UOI0as JISSe|D) a1 8oUIs ‘alay Palelisn||i SI 8Wayas 89IAIag [IAI) U1 JO UONIBS WNIWId 8] 4,
"UMOUS 10U S| JeU} 8WaYds abelane-199180 B AR ‘SISIIUBP PUB SH) SB UaNns ‘siaquis pakojdwia-|ag "paiessn|ii Si 1eis palieles 10} 8LaYIS 8y ¢,

APPENDIX C

£
m 5 = 9002 14dy 9 9002 [udy 9 5002 IHdy 9 8002 [dy | 200z Ainrog | 200 Arenuer | 8002 |udy | 8]easawL 2
0 m m w 1811-g sureiuay 1811-¢ « J8N-1 181-g + Jan-| 181-¢  Jan-| 181~ surewsay 1811-g « Jan-| 1811-g « Jan-| | 8uaq yiesy-|ii m
7)) z Q
(e mw B JuswaIal O
(D] S L uoisuad sJaquiaw | uoisuad sJaqwaw | uoisuad sJaquuiaw uoisuad | uoisuad s Jaquaw uoisuad uoisuad ul yreap uo g
Q. D O JO %06 SUlBWIBY |  JO %0G SUIBWAY | JO %G'29 «— %0G | SUIO9L B Sulewsay | Jo SUIG/E «— SUI09 | SUL09|  sulewsay | Syip9| e suleway | uoisuad s, JoAINING Z
O O 3]
S X © ~
o w m (sawiayas ali4 pue a9l1j0d ayy ul siauiol mau 4o} Ajuo Inq) 8y Joj ajqehed pue siauped [ehaj-uou sapnjoul MoN e m
ﬁ R Joj Aynaibig S
.w. 95}
% m % ON ON oN | Ajdde o0} pajoadx3 SOA SOA SaA ¢Buueys 109 &
c 5 =
&) - m £10)nqLu09-uou %G, %G'€ | (slequiaw [[e 1o0y) | (SIaqwawi |[e Joy) 201SUOIINQLIU0D mm
....m m 8 %58 — %l 1 %G'6 — %L1 sureway | -GG« (%S) %9 |  woyy abueyd oN %Y'9 %9 |%G'8-G « (%S) %9 | 9akojdwa Jo ajey £
o o 5
o 2 ¢uondo o
m.. 5 8 ON ON ON SO\ | (S1aquiawi |[e) saA | (Siaquiawi [[e) Sap SOA umop-meiq W
»m » 9]
@) $ 8 £IUAWaoURYUD o
- w.u | ON oN ON S8\ — ON SaA « ON S8\ « ON S9A + ON Juawalnal ae H
v JoRY
m =z Qo uoisuad x uoisuad x g uoneINWWod uoneINWWod uoneINWWod Juns
= © m %) Ajuo uoneNWWOY | ¢ « uoneINWWo) [  woiy abueys oy « uoisuad x g | Ajuo uoneNWwWo) « uoisuad x g «—uoisuad x ¢ | dwnj [euonippy
— S 5
rm m ,m e SUI09 « (S1eah 0Z | Sul0L « (s1eak 0z | sui0L «, (sreah gg
m < w Gwu Jaye Sy10€) SUl09 | Jaue SUI0E) SUL09 | Jaue SulL6) SUIG9 SUI09 « Su108 %€C « SU09 SUI09 « S8 SUI09 « sul08 ajel [enJooy
= .m m 0 Kepes Kefes Kiepes Kiepes abelone Jaaled Kefes Kefes
m 8 & w [eul sureway [eul surewsay [eul sureway [euly sureway « Kepes [eulq [eul surewsay [euly sureway ubisap aiseq
£
@) 5 & ¥ (9910198 aImny
Q Q nw 0 10} slaquaw |[e) SIaARd|
R m Q % G9 « 09 G9 <09 g9 «~ 09 VdN se awes VdN Se awes VdN Se awes VdN Se awes Aj1ea 1o} YdN
X = O
°S C w ® GG « (S)UEl uonaajoud
= O :
C s = m Jaybuy 1o} 09 40 26) [EUOIISUBL} UUM
s @ o 09 — | GG ‘(sieaf og yum 89IAI9S MaU ||B 10}
X 8 m O (021n19s sieak Gz | (0G mojaq) adInIas GG wo.y paysijoge Gg Jo (YdN) a6y
o v .m m o Jaye oG woy) GG | sieak Gz yum g abueyo oN | 8Iny ‘G9 sureway 69 <09 G9 <09 G9 < (09| UoISuad [ewloN
d O ©
c S 3 M (s1aquaw [[e 1o}
< Am < all 991104 $80104 pauuly | pawlojal) Sd91| |, 8IINIBS [IAD Siayoea] - SHN
O Sy
Q. 238 9 (PeyelS esIMIBYI0
p £ M m $S9jun sJdUIof MU 10} aJe SuIojal |[B) sewayds uoisuad J10108s 2l|gnd 0} SWwIojaI 9y} JO SJUSWIS[S Urew ay} jo Alrewwng
< 2352 1D ATIAV.L




Appendix D: Summary of written evidence received

D.1  The Commission’s consultation exercise

The Commission undertook extensive consultation with organisations and individuals with knowledge of and
an interest in public sector pensions, attending a number of face-to-face meetings and receiving a
considerable quantity of written evidence.

The authors of a number of submissions requested that they remain anonymous. The written submissions of
those that were happy to have their advice made public have been uploaded in full on the Commission’s
website: http://www.public-sector-pensions-commission.org.uk/evidence/. In this section, we quote both
from submissions that have been uploaded onto our website and from anonymous submissions — in order to
preserve anonymity, we do not reference any individual submissions.

The Commission asked for written respondents to give their “views on public sector pensions as they are
today - including such questions as whether they are fair, whether are they sustainable and whether they
need to be reformed — and on possible reforms to public sector pensions — including such questions as
whether a more sustainable DB pension can be designed, the merits or demerits of DC, and how a
consensual way forward can best be found”.

The Commission also provided a set of 10 questions for respondents who wished to answer more specific
questions, which are reproduced below:

1. Do you believe there is a “pensions apartheid” between the public and private sectors, and why? If so,
do you think this is economically and socially sustainable?

2. Do you think the reforms to public sector pensions that have been enacted over the last four years are
sufficient to put them on a financially sustainable footing, and why?

3. Do you have any views on whether some groups within the public sector benefit more from public
sector pensions than others? Does it matter?

4, Are the current “contracted-out” arrangements for public sector pensions fair?

5. Do you believe it is reasonable for the taxpayer to continue to support DB in the public sector when
the private sector has largely withdrawn from DB provision? If so, why?

6. What would be the most radical change to public sector pensions that you would suggest, and why?
7. What would be the most practical change to public sector pensions that you would suggest, and why?
8. Thinking about the place of public sector pensions within the wider pensions system, what is the best

way forward, given the enormous fiscal deficits currently being run, and why?

9. Do you see merit in a ceiling on the level of public sector pensions? Would this be better as a limit on
pensionable salary or on the pension?

10.  How can we best find a consensual way to reform public sector pensions, that avoids industrial action,
and why?
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D.2 Summary of responses to specific questions

1. Do you believe there is a “pensions apartheid” between the public and private sectors, and why? If so,
do you think this is economically and socially sustainable?

Most responses disagreed with the term “apartheid” to describe the disparities between public and private
sector pension provision. One response was typical:

“Pensions apartheid is a politically loaded term that makes the challenge of engaging in a
discussion as to any potential reform more rather than less problematic.”

There was also widespread agreement, however, that a genuine disparity between public and private sector
pensions does exist. One respondent said:

“If looked at from the perspective of preserving a standard of living, then an ‘apartheid’ exists and
it should be addressed, because that is not on offer to the average Private Sector worker. If looked
at from the safety net perspective, then Public Sector pensions are too high for just a ‘safety net’ —
S0, again, the ‘apartheid’ exists. In any case, ‘safety net’ provision should surely be made through
the state Pension, to all (to whatever degree is deemed affordable), rather than solely and
differentially to Public Sector workers.”

There was further concern that the disparity was not economically or socially sustainable. For example:

“Workers in the private sector without such gold-plated pensions are going to have to pay the
taxes necessary to make good the promises to public sector workers. I’'m not sure this is either
economically or socially sustainable.”

One respondent argued that the issue of social sustainability was not primary, and that:

“The major question we should seek to be understanding is what the impact on the economy will
be of the large future obligations created by Public Sector pension schemes, and therefore,
whether the nation can afford them... With the example of Greece starkly before us at this time, it
is important to bring home to all that the future cost of Public Sector pensions is financially
unsustainable in the longer term, being of an order of magnitude that is likely to singlehandedly, if
continued, bring about a long term collapse of the UK economy.”

2. Do you think the reforms to public sector pensions that have been enacted over the last four years are
sufficient to put them on a financially sustainable footing, and why?

Almost all respondents believed that the recent reforms to public sector pensions were minimal, and wholly
inadequate to address the issue. One respondent said:

“I know of no reforms worthy of the name.”

Most respondents therefore argued that it was not really possible to assess the financial sustainability of the
reforms. One respondent argued:

“As | understand it, rising longevity, indexation of benefits, the past and likely future demography
of the membership, and (importantly) the pricing of the discount rate, means that working
members are effectively ‘sold’ a benefit below market price (or rather the Government ‘borrows’
from active members at a higher than market real interest rate). As such, there is nothing
financially sustainable or unsustainable about the public sector occupational schemes per se, but
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rather the question arises as to whether borrowing off-balance sheet at a far higher than market
rate of interest is sustainable politically and financially for a government when the sums involved
are as large as they are, for the benefit of a small sub-section of the general population.”

3. Do you have any views on whether some groups within the public sector benefit more from public
sector pensions than others? Does it matter?

Not all respondents had opinions on this issue. Among those that did there was general agreement that
higher-paid public sector employees benefitted to a greater extent than the lower-paid. One respondent
argued:

“CIPFA and others should look at the funding arrangements of final salary benefits for higher-paid
members, whose own contributions and average employer contributions are effectively being
cross-subsidised by other members and, ultimately, by council taxpayers and other taxpayers.”

A second respondent argued that this was an important consideration:

“High-paid public servants benefit significantly more from these schemes than do low-paid public
servants (it is not clear what the relative liability of Public Sector pensions is for the low- versus the
higher-paid segments). The social desirability of a safety net at a low level of pension is higher than
the desirability of preserving high standards of living for highly-paid executives.”

4. Are the current “contracted-out” arrangements for public sector pensions fair?

Respondents had little to say on this question. One argued that it “depends on whether or not the benefits
forgone equal the cost saved”. A second argued that the arrangements were not fair, but were not the key
issue to address. A third said they were fair:

“But the incentive to generate greater investment returns from the reduced National Insurance
contributions is poorly understood and even more poorly implemented.”

5. Do you believe it is reasonable for the taxpayer to continue to support DB in the public sector when
the private sector has largely withdrawn from DB provision? If so, why?

Respondents were split on this issue, although the point was made by one respondent that supported DB
pensions that they should be priced correctly:

“It is entirely reasonable and sensible for the taxpayer to continue to support DB in the public
sector regardless of whether or not the private sector has withdrawn from DB provision. | take
objection to the phraseology of this question, which appears heavily loaded and politicized. The
only problem with DB provision is one of price... As it stands, deferred income is massively
underpriced and hidden off-balance-sheet. This is a scandal. If an employee seeks a stable and
defined deferred income they should understand that this comes at a cost of a variable current
income as discount rates vary. Their defined benefit can come only from the ‘purchase’ of
inflation-linked gilts combined with an approximately priced longevity insurance contract. | have no
problem with the state providing this, as long as it is appropriately priced and these prices are
market prices so that risk can be transferred away from the state if need be at no taxpayer loss.”

Another respondent took an opposite view:

“Any Defined Benefit scheme is, in an age of extended and ever increasing longevity, immoral.
Until each generation of society takes upon itself the responsibility of worrying about its own old
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age, the temptation to place insupportable burdens on future generations in order to pay for the
old age of the existing generation may be in the short term irresistible, but will not, in the long
term, ultimately prove to be (as the burden of annual payments and interest on the national debt
becomes too great) supportable.”

6. What would be the most radical change to public sector pensions that you would suggest, and why?
A number of different suggestions were made, including:

O “Immediately increase the retirement age. This would be the least costly way of bringing the
system back into balance.”

U “For future service they must switch immediately to a Defined Contribution scheme, whilst past
service benefits must feature a (capped) price inflation link, before retirement as well as after.”

O “The conventional use of asset allocation as the main driver of returns, the employment of so-
called active, but in practice closet index-tracking, investment managers needs to be overhauled
and replaced with investment based on their fundamentals, structured to meet the cash
requirements for pensions and other benefits.”

O “The fully-funding of public sector occupational pension schemes with inflation-linked bonds
would bring a number of benefits, including... Increasing accountability for public sector scheme
management; potentially reducing the cost of provision of public-sector pensions, and bringing the
UK into line with OECD best-practice.”

O “The proper (and, probably, only realistic) solution is, essentially, to cease all future accrual of
benefits in Defined Benefit schemes for the Public Sector, and to find every way possible to
mitigate the cost of existing Public Sector Defined Benefit obligations.”

7. What would be the most practical change to public sector pensions that you would suggest, and why?

Most respondents believed that their responses to question 6 also answered this question. One respondent
put forward further suggestions:

“It is noticeable that in Ireland, there have been ‘headline’ cuts of up to 15-20 per cent in Public
Sector pay as a response to the financial crisis. Latvia, for example, has taken similar steps.
Accomplishing something of this sort in the UK would result in significantly lower existing pension
obligations, as well as bringing Public Sector pay more appropriately into line with Private Sector
pay. As an alternative, or in combination with that, moving to average rather than final salary, or
finding ways legally to impose caps, would lower retirement obligations. (I am unsure of the
permissibility or legality and therefore the feasibility of any of these, however.)”

8. Thinking about the place of public sector pensions within the wider pensions system, what is the best
way forward, given the enormous fiscal deficits currently being run, and why?

Several respondents referred to their answers to the previous questions. One argued the current fiscal
deficits were not relevant:

“Equating a pensions deficit with a fiscal deficit is apples-and-pears. Pensions deficits should be
seen in the context of a long-term understanding of pensions cash flows, inflows from
contributions, investment yields and planned investment realizations, and outflows in benefits and
overhead and other running costs.”
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Another respondent argued that a reformed DB should remain in the public sector:

“First, the public sector has historically provided a role model for the design of private sector
pensions. Keeping defined benefit pensions in the public sector could therefore provide a useful
benchmark against which new private sector pension arrangements could be compared, and
possibly even lead to the reintroduction of some form of DB or hybrid scheme in which the
employer doesn’t bear all the risk. Second, if the Government did replace DB with DC in the public
sector and the DC outcome was poor, it is only going to have to make up any shortfall in the form
of means-tested benefits. Means-testing of benefits just takes away all the incentives for citizens

to voluntarily save for their retirement. So we need to have a DB system that is sustainable and
equitable in the public sector. This means considering things such as career average and
conditional indexation on top of raising the retirement age.”

A third respondent said:

“Unless Public Sector Defined Benefit Schemes (for accrual of future as opposed to existing
obligations) are wound up quickly, a future financial catastrophe for the whole of the UK is in my
opinion... pretty much inevitable.”

9. Do you see merit in a ceiling on the level of public sector pensions? Would this be better as a limit on
pensionable salary or on the pension?

Some respondents were unsure if capping would be sufficient to solve the affordability issue. Others argued
that it would be better to look at public sector remuneration more generally. A further respondent said:

“I think a career average DB pension system would go a long way to dealing with this. One could
also put a cap on employer contributions, with the employee going for DC AVCs if they wanted to
enhance their pension.”

10. How can we best find a consensual way to reform public sector pensions, that avoids industrial
action, and why?

One respondent argued that industrial action was unavoidable:

“Forget consensus; it is not possible. Industrial action is best avoided by changing the laws which
condone it, for example the law that precludes companies from hiring temporary workers during
stoppages. If that doesn’t work, make industrial action illegal in the public sector, via a clear
employment contract.”

Most, however, were more optimistic, suggesting that their responses to questions 6 and 7 could provide a
way forward. One argued, in addition:

“I think the best starting point is having full transparency of the costs of public sector pensions
with an independent agency providing estimates of the costs. This could then be compared
against the costs in a range of private sector schemes... Transparency and comparability are the
essential prerequisites to any consensual reform.”

Another respondent argued that reform would be a long process:

“I think everyone understands that the rise to the existing high level of Public Sector pension
liabilities was the result of a long and involved process. Getting these obligations down to a level
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that the country can afford is likely to be an equally difficult process, requiring a number of
different (and very difficult) actions, rather than any one ‘magic bullet’.”

D.3 Summary of general responses

There were also a number of general responses to the Commission’s call for evidence. One respondent
argued that investment policies for the funded schemes needed to be looked at again:

“Allowing for the strength of the underlying employer covenant of the public sector should in turn
allow for a genuine longer term basis of investing, which takes account of each of the cash flow
profiles of contributions, investment income and benefit payments. Instead, | see all too often the
conventional tendency to expect strategic asset allocation to be the largest determinant of returns,
instead of developing and implementing investment strategy based on fundamental drivers of
returns such as yields, expected growth in yields and buy/hold/sell disciplines based on relative
valuation.”

A second respondent argued that fundamental reform to both funded and unfunded public sector pensions
was needed:

“The present arrangements for public sector pensions are not sustainable. It is unlikely that the
deficits on funded schemes are going to be eliminated by an increase in investment values, and it
would be unreasonable to expect taxpayers to make up the shortfall. Actuarial projections for the
Local Government Pension Scheme suggest employer contributions in the region of 30 per cent of
salaries for the next twenty years will be required to restore full funding, and that is on the
assumption that a significant real investment return will be achieved over the period.

“The liabilities of unfunded pension schemes are only affordable on the Treasury’s assumption that
there will be an indefinite increase in GDP to generate sufficient tax revenues, but there must
eventually be a limit on how much growth the world’s finite resources can support. There should
not be a pensions apartheid between employees in different parts of the public sector, and
therefore | believe there must be an immediate reduction in the future cost of all public sector
pensions.

“If DB schemes are to be retained it is essential that retirement ages and the level of employee
contributions are kept under constant review, but this will only generate long-term savings. The
only affordable arrangement for pensions in both the public and private sectors is DC. This should
be implemented for all new and existing public sector employees.”

Another respondent argued that it would be better to look at total remuneration rather than concentrating on
the pensions element, and that final salary pensions should be replaced:

“With certain qualifications, it must surely be an error to concentrate on only one element of a
compensation package, albeit the second-largest one. The main justification for concentrating on
the pension element would seem to relate to the issues of funding, accounting, and transparency,
where the right description does indeed appear to be “apartheid”. However, there is a second and
inevitable form of apartheid between the public and private sectors in total compensation...

“It is well known that over the past decade each of the two main remuneration elements (salary
and pensions) have moved substantially in favour of public sector employees, in parallel with the
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number of the latter. This situation is unrecognisable compared to fifty years ago when salary-
based occupational schemes in the private sector were growing fast — and catching up on those
for civil servants, which | understand had begun more than a century earlier. Since then, the size,
membership, and costs of public sector schemes have grown beyond all recognition, like
government itself... The same goes for the enormous role of state regulation of occupation
pension schemes, at the same time as standards in the public sector have been relaxed...

“On pension scheme design, the old model of “final salary schemes” has not stood the test of
time. The problem is not the salary-based element; it is the final salary element — again, as |
understand it, appearing first in the Civil Service schemes. In the 1980s, when | was heavily
involved as a pension scheme consultant, it was by no means unheard of for directors of a
company to ensure that they themselves received decent salary rises towards the end of their
careers. | didn’t hear too much about public sector schemes, but it has got to the point where any
self-respecting public sector executive would have his eye firmly on this particular ball.”

Another respondent argued for a move towards an ISA-type tax structure:

“Retain defined (final salary) benefits for those in such public sector schemes, but in exchange
begin tweaking the benefits these contributors currently enjoy. Besides increasing the employee’s
percentage superannuation (as is permissible with most schemes nowadays, | believe), why not
remove completely the tax-free status that such employee contributions carry? Moreover, consider
taxing the contribution the employer makes on the employee’s behalf as an employee’s benefit in
kind? (This is, after all, what the tax system does for other benefits that employees enjoy.) As a
quid-pro-quo, remove the tax liability from the pension (but only, say, up to the 40 per cent tax
threshold) paid out during retirement. (Tax-wise, this is of course effectively how ISAs work, except
that the annual ISA contribution is/will be capped at £10,200)... | suggest that the overall effect
might be a (fair) increase in tax revenues.”

Finally, a respondent argued that the governance structures were inadequate:

“My comment relates to governance and oversight of public sector pensions. No matter how
much money is taken from the tax payer to put into the public sector pensions bucket the way the
many Boards and Panels operate means that decision making is actually abdicated to advisors and
the executive teams; thus the bucket holes never get bunged up; they keep haemorrhaging the
cash through poor investment decisions and excessive administration costs. Consider that
Councillors are on the panels, they are elected for 3 years and their day job could be anything
from a taxi driver to a granny to a graduate straight from Uni. Hardly a Governance A-team. To
stop the bleeding is the first step and a tough decision needs to be made about local level
governance. To fix the affordability question is the next step, and if the average pension is really
£4,000 per LGPS pensioner then why are we not putting these low paid public sector employees
into NEST? They seem to be the ideal target group.”
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