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The issue to be decided

With the publication of the Pensions Commission’siial report the
Chancellor is reported to be in 90-95 per cent agement with the
Commission’s proposals. There appears to be two gskons in the
Government’s mind. The first is whether the Pensios Commission’s
proposals for reforming the basic state pension (B9 are affordable.
To this question of affordability must be added thesqually important
question of trust. Will a major pension reform financed by tax
increases be delivered in the longer-term? Or willn investment-led
reform more securely lock politicians into deliverng the pension
promise? The Pensions Reform Group (PRG) believesters know

the answer to this question.

This memorandum compares the two proposals before hé
Government for reforming the BSP: a tax led as oppsed to a
savings/investment led reform. The first option isproposed by the
Pensions Commission which suggests making the BSPom
contributory and indexing it to earnings rather than prices. The
Commission also proposes a substantial reform to éhstate second
pension (S2P). Currently a contributor pays earningrelated
contributions for an earnings related pension. Undethe Pensions
Commission reforms earnings related contributions wuld remain
but the benefit would over time be converted into dlat rate benefit.
There are costs here in the conversion of the BSRto a citizenship
pension and its indexation to earnings. Additionatontributions will
be required to the National Pension Savings Schen®PSS). The
reforms would save on pension credit, housing benefand council

tax benefit.
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The second option, put forward by the Pensions Refm Group,
advocates a Universal Protected Pension (UPP) pagi@ minimum of
25 per cent (but not more than 30 per cent) of nathal average
earnings. This pension is made up of two parts: thexisting basic
state pension and a funded pension. Once the UPP iis payment,
both parts (the basic state pension and the fundedlement) will be
linked to earnings. This pension is funded by addibnal national
insurance contributions. Against this cost can belpced the abolition

of pensioner welfare as we have know it.

Reforming the BSP is a pre-requisite to any debaten NPSS or any
savings beyond the basic. People have to know thdhey are
permanently provided for at a basic level free frommeans-tested
benefits before they can address sensibly (or shaulbe asked to
address) decisions that go beyond that, especiaby if such decisions
are overlayed by Government’s encouragement in thiorm of auto-

enrolment.
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The Chance of a Lifetime

Gordon Brown’s pension credit has created a unigpeortunity for

sustainable and far reaching pension reform thatlo& existed before in
Britain’s century-long debate on state pension ision. Politicians

previously devising a pension strategy had to nteet irreconcilable

demands. The long term goal to universalise thrdegtslation the best
private pension provision was thwarted by demamhds$ targe sums of
money were needed immediately to reduce the apmatrty among too
many pensioners. Acceding to this demand madepibgsible to plan for
a funded pension scheme along the lines, for ex@ntpht Beveridge
proposed in 1942. His plan was overturned by LalddBs insisting that
in the early post-war years the additional weekbntabutions were
immediately directed to paying higher pensionsheathan building up
an investment fund over the longer term from whrobre generous

pensions could be paid at some stage in the future.

Pension credit has transformed the politics of @engeform. This
benefit has directed more additional money to thar@st pensioners than
any other post-war anti-poverty initiative. For tivst time there is little
demand in the country that a government prioritgusth be to plan for
large sums of additional money to be paid on topefision credit. The
Government has earned a political breathing spacwhich it must
initiate long-term reforms to ensure that futurengeners have a

generous enough pension to make them ineligibledosion credit.

Two options are open to the Government. The fisstd make less
generous the indexing of pension credit. The sedsntb build up a

pension generous enough to lift pensioners frgeension credit.
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The first option is a negative one, of refusingetombrace any further
reform while at some stage letting a future Chdacale-couple the
indexation of pension credit from earnings. Suamave could only be
bought at a damaging cost to individuals. At themmant perhaps 40 per
cent of the working population know that, by savwigat they can, they
cannot make themselves better off, or not muctebett. They recognise
that they can simply spend today and let pensiedictook after them
tomorrow. The private sector, still stung by iteyous experience of

mis-selling, is anxious not to sell to this group.

However, once the formula for indexing pension itrad revised

downwards, a very considerable number of today’sking people will

find over time that they are ineligible for part, indeed whole, of the
pension credit upon which they were dependingteirtretirement. Their
relatively low earnings will prevent most of themorh making up the
pension savings they had been advised not to makeruhe current
rules. And the longer it is before such changes magle to pension
credit’'s eligibility the larger will be the propah of the working

population affected.

Such a strategy:

« would result in a whole cadre of existing workeesng condemned
to poverty in their retirement, i.e. would see tkeemergence of
significant numbers of poor pensioners;

« would thereby unpick one of this government's major

achievements: eliminating significant numbers @ngioners who
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had historically existed on a standard of livingnsiderably below

that enjoyed by the rest of society.

Political risk to the Government

Both the Pensions Reform Group and the Pensionsn@ssion share the

belief that it is vital to increase substantialig tvalue of the current basic
state pension and at the same stage link its gramdlarnings. This is the
basic building block which has to be in place befany other reforms —
such as establishing a National Pension SavingerBel{NPSS) — can be
safely embraced. The Chancellor has made it chedinvtith any reform a

key question is affordability. The Pensions Ref@noup’s proposals are
an alternative either to no reform, or to a taaficed reform of the basic

state pension put forward by the Pensions Comnmssio

The PRG has consistently maintained that most satee a difference
between tax increases, which might be spent onaasg of government
policy, and a ring fenced national insurance ineeeghat is clearly
focused exclusively on providing their state pensidhis distinction in
the voters’ mind between tax and national insurdmee been given an
even clearer focus by the Chancellor when he putadditional 1p
contribution on national insurance rates in orderhelp finance the
growth in NHS expenditure. Again, the PRG buildstlois precedent set
by the Chancellor. Our proposal is for the UniveER@atected Pension to
be financed by additional national insurance cbatrons over and above
the sums realised by redirecting the national &sce rebate into the new

scheme.
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There is a widespread perception amongst voters ahfundamental
reform is required of both the basic state pensaml, of that proportion
of current income saved, in order that individuaday secure a more
adequate retirement income. To oppose either ddetradternatives to
reforming the basic state pension involves conalder risk both

politically as well as for the country. The Oppasit are, after all,
anxious to portray the Chancellor as being a rdackizo reform and that
a Brown premiership will signal the end of New Labe reform

programme.

There are also risks more generally to the Goveminmeallowing voters
to believe that the reforming zeal of New Laboubeginning to ebb.
There are, in addition, distinct risks for savdrthe Government decides
not to reform the basic state pension, while presgrthe pension credit
and simultaneously moving ahead in establishing aioNal Pension
Savings Scheme. Such a scenario would be the wbratl possible
outcomes. Large scale eligibility for pension ctegould remain while
many of those at work may be persuaded to saveghrthe NPSS who
would be best advised not to do so. EstablishinlRSS in these
circumstances would open the Government to givimgpromotion and,

the private sector, to mis-selling charges.

There is an alternative

There is an alternative to this outcome. PRG be$iethat a shelf-life
should be put on pension credit through the intctida of a Universal
Protected Pension which guarantees a reasonabienrent income for

full members.
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As our scheme has been set out in detall in

www.pensionsreformgroup.onge only need to give the briefest outline

of the proposal here. Our costings assume:

» the basic state pension will continue to increasknie with prices
during a person’s working life;

« at retirement a Universal Protected Pension, vahidaetween 25
per cent and 30 per cent of national average egsnis paid and
this sum is made up from the basic state pensiahaafunded
pension, i.e. in aggregate, in today’s prices, asjpn of £130 a
week compared to the £82.05 paid up to April 2006;

» both parts of this Universal Protected Pension balindexed in
line with earnings;

» the total scheme will mirror existing arrangementsillected
through the Collections Agency, it will be compulgoand

redistributive.

Constitutional innovation

The governance of our scheme is of fundamental itapoe to its
success. There is what has now become a fundanugrgation for the
electorate, the extent to which they trust, or nmawreurately, do not trust,
politicians. Without such trust it is difficult fopoliticians to gain the

voters’ support for a reform programme.

A pension reform on the scale we are proposingasstgnificant and far
reaching to exclude government entirely, but voeme understandably
reluctant to trust government alone to deliver maspmn promise. We have

therefore built on the most significant constitaab change Labour has
8
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made since 1997 in establishing a clearly indepeinionetary Policy
Committee of the Bank of England. The Pensions Refdroup
proposes the use of the Bank of England model tabkshing a civic
company. The UPP would be guarded by a set of govemppointed by

the Government who would under the auspices oBtr&k of England:

» reflect the long term nature of the problem, becamed for long
periods of approximately 15 years as are the gaovsriof the
Federal Reserve, with these appointments beingyetad over
time;

 have the duty, set in legislation, to run the UR#ivdring a

pension between 25 and 30 per cent of averagengatni

The governors would appoint trustees who themsehadd have to be
approved by the membership. Trustees, governedubylaw, would use
a range of fund managers to invest UPP funds; waayd also decide on
contribution and distribution rates. Together witle Governors, the
Trustees could be responsible for varying the peadle age by
reference to expected mortality; to do this wouldtHer derisk the

pension commitment.

Even when the scheme is fully mature, and if adl thvestments were
made in UK firms, which is very unlikely and notrpeularly desirable,
the size of the investments would amount to onlyp&d cent of the
British Stock Market. With appropriate governanaeaagements, it

would not therefore distort the market.



THE CHANCE OF A LIFETIME

The cost of the Pensions Commission and the PenssofReform

Group’s proposals

)] The Pensions Commission proposals

The Commission proposes two significant changesh# basic state
pension which have significant costs for taxpayétee first is to make
the basic state pension free of any eligibilityerulThe second is to index
this new citizenship pension to earnings. With lie¢p of the House of
Commons Library the costs of these two reforms Hasen converted
into national insurance contributions so that @&dircomparison can be
made with the costings the Government Actuary imakettaken of PRG’s
proposals. Indexing to earnings has little effectoosts in early years.
The cost, however, accumulates and the indexints ¢t@se are taken 15

years after the link with earnings is made.

Table One: The estimated annual increase to natiohansurance
contribution of the Pensions Commission’s proposedhanges to the

Basic State Pension

Citizenship pension 15
Indexing to earnings 2.4
Total 3.9

In addition the Pensions Commission proposes ar8ceet of salary
contribution to the NPSS split so that employeey @aper cent,
employers 3 per cent and taxpayers contribute I1ceet. There will be
further taxpayer costs resulting from any abatememw proposed to
exempt in part or completely NPSS contributionsrfremall employers.
10
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i)  The PRG reforms

Better pensions require additional contributionse PRG builds on the
pensions strategy of the Chancellor. The indexatiothe BSP to prices
is the starting point. PRG proposes additional outions to build up

the fund which, after a full contribution recordashieved, offers a basic
pension in today’s terms of £130 a week includihg £82.05 of the
2005-6 BSP, and which would ensure that both pdrtise UPP — today’s
BSP and the additional element — are indexed toimgs once the

pension is in payment.

A funded scheme is highly sensitive to the asswnptabout investment
returns. We asked the Government Actuary to cospoaposals under a
number of assumptions and we have set out in Appédide the reasons
why we believe it is reasonable to assume oveloting term a real return
of 4.5 per cent (this compares with the returnvedld by regulators for
regulated utilities). For its own National PensiSavings Scheme the
Pensions Commission assumes a 3.5 per cent reabfragturn. But the
Pensions Commission’s costings are determined ypdnyl life-style

factors, i.e. the necessary movement into bonda asntributor to an
individualised NPSS account moves towards retiream€nhey are also
determined by the fact that one of the NPSS fuads default fund with

naturally a rate of return below that of the ottves funds.
Because the PRG scheme is a collective schemeeieftre differs
fundamentally from all other proposals. A compaalgesne for the whole

nation, for that is what the UPP proposals are, ha® members

11
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balancing retirees. Trustees are not therefore dboion model their

investment strategy on the traditional model fangeen investments.

Workers contracted out of the S2P take what isedatlhe national
insurance rebate into their company, personal akesiolder pension.
Under our proposals this contribution will be redted into financing the
UPP and company schemes would be able to sublradt/PP from the
pension promise they have given employees. Ourgsalp, unlike those
of the Pensions Commission, protect company schefies current
national insurance rebate is 5.1 per cent and Wedate Government
Actuary to estimate how far would this sum, plus basic state pension
(linked to prices), bring the UPP scheme withinkstg distance of a
pension valued of at least 25 per cent of nati@wakage earnings. It is
proposed to raise this rebate to 5.3 per cent baithad asked the
Government Actuary to cost our proposals beforehigber rebate was
announced. There will be the need, however, foctrgracted out rebate
scheme to be universalised so that those who arently in the S2P
bring an equal drawdown to the UPP fund or fordkisting rebate to be

shared out equally amongst all workers.

The result is significant. Leaving additional canitions to be settled at
a later date when the Chancellor believes it prutiemncrease national
insurance contributions, the rebate alone, investethe UPP, for the
whole of the person’s working life, together wittetbasic state pension,
would deliver a pension of a little over the PRGimum target of 25 per

cent of national average earnings.

Additional contributions are required to ensure engion payment of
between 25 and 30 per cent of national averagengmas well as to
12
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index the pension once in payment to national @eeearnings. In order
to work out how much this sum would be we also dgke Government
Actuary to cost the UPP proposals on the assungttbat national
insurance contributions would be levied on inconeéwieen the lower
and upper earnings level, with the upper earnirgll lifted, with
contributors working until they were 65 or 67 ars$aming a 44 and 46
years of contributory life. The results of thesetows are summarised
thus.

Table Two: Level of additional national insurance ontributions for

44 and 46 years contributions with upper earningsevel in place and

abolished

Years worked 44 46
Lower and Upper Earnings Level 2.9 2.0
Lower but no Upper Earnings Level 2.2 1.5

lllustrative costings were also requested for olderkers joining the
scheme. The proportion of the UPP these workersldvaain is

illustrated below.

13
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Table Three: Proportion of UPP gained depending onthe

number of contribution years

Age of contributor Retirement age
65 67
21 100 100
35 75 75
45 62 62

Many of those workers gaining only part UPP becanfstneir age will

have earned significant SERPS and State SecondoRgresyments. The
worker of 45 years, having 20 years’ SERPS contiobywould bring an
additional £55 to the UPP while a 10 year contobwould bring an

additional £27 a week.

Additional benefits

The UPP costings have been undertaken on an indivseéd basis. The
total scheme is therefore costed on the basisstiwild a contributor die
before reaching retirement age their entire coatidms would be

refunded to their estate, unlike the present stakleme where an early

death wipes out contributions.

We asked the Government Actuary the cost of ofedi00,000 life
cover to all those whose early death would resmltthe return of
contributions less than this sum. The Governmenu#y estimated that
this optional benefit would be gained by an add#io2.5 per cent
contribution of earnings if the lower earnings leigeretained and 2 per
cent if it is lifted. Over the longer term, wherbstantial funds have been
14
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built up, the Government Actuary estimates the e@esye figures as 1.5
per cent and 1 per cent respectively. We also ashkedGovernment
Actuary what size the capital sums would be if $saheme had no life
insurance cover but contributions were returnetthése contributors who
died before drawing the UPP. Unlike the currentitdetl Insurance
Scheme where all contributions in such circumstaneee lost, a
contributor for 20 and 30 years would have £24,G0@ £43,000

respectively added to their estate.

The best buy

We believe the PRG’s proposals are the best buyn ojpe the

Government.

* PRG does not propose to universalise the basie girsion. It
believes that the question of those women who lieeen carers,
for example, and have poor contribution records assult, does
need to be looked at and periods of caring linked @alued in
such a way that a greater number of women quatifytiie basic
state pension through the current system of adeatesti. The PRG
does not believe that it is a good use of taxpaymaeney to
finance those women who have not had to work, hacktore have
not paid contributions, or, having been at workiedpn opposition
to their colleagues to pay at what was once cdited Married

Women'’s Option.

 The PRG scheme takes longer to come into fruitp@mgion credit
is taking care of the poorest pensioners so thermeis able to

build up over the longer term). Full membershiplod UPP takes
15
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between 44 to 46 years to complete and in the gadys there is

little additional pension to be drawn down from theds.

A funded scheme builds up assets which earn didslevhich are

themselves invested to grow the pension fundfstither.

The indexation to earnings only applies to thosthiwithe new
scheme. The Pensions Commission proposals brebkvatstatus
quo in the indexing of the basic state pensiondamiags — the
PRG proposes such an indexation but only at reérgénfior the
pensions of UPP members. To begin indexing withenttmescale
proposed by the Pensions Commission will involvéhia short to
medium term no additional income to pensionersoarel incomes
as the higher pension would be clawed back fronr thension
credit payments. PRG leaves this group to be predeby the
pension credit and it does so knowing that, in tithe UPP, with
top-up payments in earlier years from SERPS an&tahe Second
Pension, will lift an ever-greater number of pensic free of
means-tested benefit. PRG’s proposals are for nalaimental
recasting of the minimum pension everyone woulch.eputting a
shelf life on pension credit, and holding out theogpect of

abolishing pensioner welfare as we currently know i

Trust also a key to reform

The PRG believes once reforms are deemed afforddidemeans by

which they are financed touches on the fundamejpt@stion of trust. The

Pensions Commission proposes a tax-based reforra pieposes a

savings/investment based reform. The question setdr ask themselves

16
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iIs which of these reforms is most likely to lasteowhe longer term.
Would future governments find it easier to revisife pension promises
if those promises are being financed through tar&tiOr would a raft of
investments underpinning that pension promise beenli&ely to be
resistant to political tampering? The PRG belietlest there is little
doubt which of the two means of financing pensieform voters would
choose if they were given a choice. This would lmher reinforced if
they were made aware of the future cost of leawngaft of the
underprovided to be provided for by means testatkfiis; increases in

income tax of up to 13p on the standard rate haea Imooted.

As the PRG scheme builds up pension entitlemettiedJPP the bill for
means-tested benefits becomes capped and then Yalhen fully

operative the PRG’s savings on means-tested bgref@é such that a
future Chancellor might wish to reward the memtmsrsabolishing direct
tax on pensioner income — such is the size of #wngs on pensioner

welfare due to the building up of a funded schefoegthe UPP lines.

Conclusion

For a government wishing to maximise The Chance ad Lifetime
made by pension credit to establish a sustainablerg-term reform
which abolishes pensioner welfare as we currentlyriow it, there is
only one choice on offer — the PRG proposals. Théear advantages

of the PRG scheme are:

It builds on the success of Pension Credit.
* It spreads investment risk across all contributorsand shares
longevity risk.
17
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» It will offer the lowest administrative cost of any scheme on
offer.

* It will help meet the Government’s objective of reersing the
40-60 ratio of private to state provision.

» It will help to maximise the extent of its investmats in equities
which historically out-perform gilts.

« It will be the best safeguard for protecting good xsting
company pensions.

It eliminates the possibility of mis-buying.

» |t does not force retirees to take their savings ahbuy annuities
at whatever the going rate is.

* It does not put an increased tax burden on future pblic

expenditure rounds.
Above all, it enables Government to promote an unaliguous

message that it always pays to save. This has tothe foundation for

the consideration of any additional propositions sch as NPSS

18
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Appendix One: Investment and price inflation assumpons

Our investment return assumption is 4.5% per anreahreturn (i.e. in
excess of prices). We have assumed that pricesaserannually at 2.5%
- the same central assumption as used by the GuoestnActuary’s

Department and HMT.

Our investment rate of return assumption is beloev3% per annum real
rate of return for equities that underlies the FSpAtescribed consumer
projections used by the financial services indugtty. As discussed
below, we believe the structure of the UPP wouldvalit to invest

predominantly in equities over the long-term.

The investment rate of return assumed for NPSS Hay Rensions
Commission is 3.5% real per annum, with price tidla again assumed
to be 2.5%. The Commission has not segmentedrdlesof return by
asset class. There are three reasons however wN{ 86 rate of return

would be expected to be lower than the UPP:

* because NPSS is an individualised defined contghuimodel, the
Commission feel there is a need to reduce asset pdlatility in the
years before annuitisation — “lifestyling”. To aehe this, a
progressive switch into less risky, lower returitsgand bonds is made

shortly before retirement;

 the NPSS rate of return assumption is an averagethi® entire
membership based on a mixed portfolio of investmientmany of

whom are likely not to make an investment choice terefore be in

19
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the default fund, which, given the implied liabjltor Government in

designing this fund, is likely to be relatively camvative;

* in the post-retirement phase NPSS members will iisauwith a
commercial annuity provider, meaning a move intwdorisk, lower
return underlying assets such as gilts and boiitl® UPP, because it
has a guaranteed future stream of contributionscandnvest for the

very long term, will be able to pay annuities dihgérom its funds.

Why the UPP could have a high proportion of equitynvestment, and

correspondingly high returns

Higher equity returns carry higher risk, but a Kegture of the UPP is
that contributions would be legally mandated. Timeans that trustees
could determine investment policy on the basis tiha scheme was
guaranteed an indefinite stream of future contring, so for example
annuities could be paid directly from the fundshea than by having to

asset match through investment in bonds.

As equities are held for longer, the risk of hotdaquities declines (2). A
long-term equity investment strategy would in faetable to enjoy equity
returns with less risk than schemes that do not hlag same freedom to
invest for the long-term. This is an advantage, dgample, over the
reduced returns that arise from switching intosg(tlifestyling”) that

arises in both Stakeholder and the proposed NP&f@Imo

(1). For the assumptions underlying FSA prescribmtsumer projections

see the report on long-term market conditions uaéen by

20
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PricewaterhouseCoopers: “Rates of return for FSAesqibed

projections”, June 2003.

http://www.fsa.gov.uk/pubs/other/projection_rates.p

(2). On the declining risk of equities with holdipgriod, see the speech
given by Adair Turner to the Cass Business Schbélpril 2005.

http://www.pensionscommission.org.uk/publicatioff2/cass-
presentation-7apr05.ppt

21
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Appendix Two: The Government Actuary’s letter of 20" April 2006

Pensions Reform Group — Universal Protected Pension

1.

The Pensions Reform Group (PRG) has asked the Goest
Actuary’s Department (GAD) to estimate the requioeahtributions
for their proposed Universal Protected Pension (UPP

This report has been prepared for the PRG for thgpgse of
assisting them in developing their UPP proposate fieport should
be considered as a whole and extracts should nojubted out of
context. The report should not be disclosed tadtiparties without
the prior permission of GAD. GAD is unable to adcapy liability to

any third party that relies on the report.

Benefits under the UPP

3.

The target benefit of the UPP is a pension of betw25% and 30%
of national average earnings. This pension is torfamced from two
sources: part will be financed from the existingsiBaState Pension
(BSP) on a pay-as-you-go basis and the balanckeotJPP target
pension will come from a new funded arrangemenmtautions
will be paid into the funded section with the irtien that the
accumulated fund will be sufficient to pay the pensof the worker
when he or she retires. In addition a lump sum gaytrwill be made
on the death of a contributor before state penage The details of
the scheme that we have costed are set out below.

Contributions to the funded UPP have been takena aBxed
percentage of earnings above the Lower Earningst I(lkEL). Two
scenarios are considered for the upper limit on d&Rributions. In
one scenario, earnings above the Upper Earningg (liftL) are not
considered for contributions, while in the othemiridbutions are
payable on all earnings above the LEL. It should no¢ed that
National Insurance contributions are currently [gaon earnings
above the primary threshold which is set at thesll®f the single
person’s tax allowance, slightly above the LEL. Hoer, we have
assumed that contributions to the UPP would stannfthe LEL
because that is the approach that applies for tirpope of the
contracted-out rebate. If you preferred that UPRtrdautions started
from the primary threshold (E97 per week in 200§-40%tead of the
LEL (£84 per week in 2006-07) the required conttiifru rates shown
in this letter would be slightly higher.

22
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For the purposes of UPP contributions, the LEL &Hfl (where
relevant) are uprated in line with average earniii@ss is consistent
with the proposed indexation of the UPP target jpens

People who would have been eligible for S2P creditgive a year’'s
contribution credit into the UPP. The criteria f82P credits are
broadly:

a. Looking after a child under age 6

b. Looking after an ill or disabled person for at i8S hours a
week

c. Entitled to carer’s allowance

d. Entitled to incapacity benefit or receiving sevelisablement
allowance

An individual with a full UPP record will receive tatal retirement
income from the state which is between 25% and &@%ational

average earnings. For the purpose of the calcaktior this letter,
we have assumed that this proportion will be 25%is Ttarget

pension will increase each year in line with averagrnings. As
already mentioned, the UPP target pension is inausf the Basic
State Pension (BSP) which will continue to be edrimethe same
way as under current legislation and it is assuthatlits rate will be
increased in line with prices. The total UPP pemsian therefore be
regarded as having three elements as follows:

a. the BSP uprated in line with prices
b. the extra increases on the BSP in payment, bemglitference
between indexation of the BSP in line with averagenings

and indexation in line with prices

c. the balance of the UPP pension uprated in line aithrage
earnings

The total of these elements makes a pension of @b%ational

average earnings
indexed to average earnings levels.

23
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The UPP is not inherited and there is thereforepeasion for

spouses or other dependants. There will howevex life assurance
benefit, which is assumed to be paid in respeeingfindividual who

has made a contribution towards the UPP and whe lakéore state
pension age. The benefit is the greater of theevafithe UPP earned
by the individual up to the date of death and £200,in 2010 and
indexed to average earnings thereatfter.

For the purpose of the costings it has been assuna¢dccruals of
State Second Pension (S2P) cease in April 2010nwhe UPP
commences. However, S2P earned up to April 201@ireoes to be
paid.

An individual who has made (or been credited) abatrons for the
maximum number of years is entitled to the full URRI does not
need to make any further contributions. The cosatsehbeen
evaluated for three scenarios for state pension(8§#\) and the
maximum number of years as follows:

a. SPA s 65 and the maximum number of years is 44
b. SPA s 67 and the maximum number of years is 44
c. SPA s 67 and the maximum number of years is 46.

An individual who has not made (or been crediteth\wontributions
for the maximum number of years will receive a mmjon of the
target UPP benefit. This proportion has not yenddedy defined but
will in principle be based on the number of yeaws Which the
individual has contributed.

The precise details of how the benefit would becuaked for an
individual reaching retirement age after 2010 buithwsome
entittement to SERPS or S2P have not been specifieerefore the
costs set out in this letter are generally appledbr cohorts who
reach retirement with no pre-2010 accrual.

Actuarial assumptions

13.

The choice of investment return assumptions wikkcdeo reflect,
amongst other things, the Trustee’s investmentegiya their attitude
to risk and their funding strategy, and clearlythas stage these are
unknown factors. When valuing a benefit that ikdit to earnings
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15.

16.

17.

18.
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levels, it is investment returns relative to eaggirthat are most
important, rather than the nominal return on invesits. We have, as
requested by the Pensions Reform Group, carrieduwutalculations

on the assumption that investment returns will ager3% a year
above earnings increases both before and afteemednt. This figure

IS net of investment management expenses. We Haweaasumed
that average earnings will increase by 1.5% a s#ve price

increases.

The implied rate of return is therefore about 4.&%ear relative to
prices. To achieve a return of this level, the Fwulld probably
have to invest most if not all of its assets iniggs or other risky
assets. Investment in these assets provides arhegpected return
on investments but also brings with it a higherk rigf poor

investment returns. If the fund did adopt this tygleinvestment
strategy, then it would be appropriate to have g@daces in place to
deal with the consequences of worse than expectedstment
returns. This is likely to involve, for example, adjustment to
contributions and/or the target UPP benefit.

In addition, when an inflation assumption is reqdir we have
assumed that inflation will average 2.5% a yeawsltihe assumed
total rate of investment return is a little abo%e & year, and the total
rate of increases in national average earningsastal% a year.

The UPP target pension will be based on the Nati@tatistics
ASHE mean earnings for full-time workers. In 20€0%s was £517 a
week.

Mortality rates are the same as those assumech&GAD 2004-

based population projections and for simplicityf ledl UPP benefits

are assumed to be paid to men, and half to womes pfoportion of

people eligible for credits relative to contribigois assumed to
remain constant at 2005 levels. We have also mauerder of other
simplifying assumptions.

The assumption of investment returns of 3% a yeaexcess of
earnings growth has been interpreted as incorpgratn allowance
for investment expenses. However, there will als dxpenses
involved in the administration of the UPP schemd aa allowance
has been made for these expenses which will theréfe in addition
to the contribution rates shown below. Given thia¢ tUUPP is
designed to be a universal national scheme, wedwuoaot expect the
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expenses to be high when expressed as a percaitagenings. As
an example, the National Insurance Fund has expestpsvalent to
about 2% of earnings between the LEL and UEL.

It should be noted that the results of the calcahatwill be sensitive
to the assumptions adopted and different assungtigmduce
substantially different results. For example, if wad made more
pessimistic assumptions about investment retunescosts shown in
this letter would have been higher. The previoustings of the UPP
will have been based on different actuarial assiomgt and this is
one reason why the results of the previous costargsdifferent to
the results presented here.

Methodology

20.

21.

22.

The methodology adopted is the entry age methodbrdad terms,
using this approach we calculated the contributada required to be
paid in respect of an individual who has a full &doution record
from a particular age of entry to the scheme. Eatygs in 2010 of
21, 35 and 45 have been considered. Although weirareory
considering a new entrant at a particular age, e lassumed the
contribution rate would be applied to the earniafall contributors.

The contribution rate is that required to be paydtiose earning,
including the self-employed. This contribution rateludes the cost
of crediting entitlement to UPP for those eligibide credits.

An additional contribution rate has been calculdtmdthe value of
the life assurance benefit over and above thenretiuthe value of the
UPP earned up to the date of death. This elemettieobenefits is
assumed to be financed as it falls due, and so payaas-you-go
benefit.

Results

23.

There are two elements to the costs of the fundedmse. Firstly, the
extra increases to BSP once it comes into payneehtihg it up to
earnings indexation, and secondly payment of thé Wdker and
above the level of the BSP. We have consideredetine® costs
separately.

24. We understand that it is the intention that thetmmted-out rebate

should be used to fund part of the cost of the UP#e results
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26.
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assume that the contracted-out rebate is paid spect of all

contributors, not just those formerly contracted-ouS2P. Since not
everyone is currently contracted-out, paying couotions at this
level could add to Government costs through therdion of part of
the NIC income to the UPP. In addition, the avernaipate paid may
not necessarily be 5.1% of earnings.

The rebate is currently set at 5.1% of earningwéet the LEL and
UEL for contracted-out salary-related (COSR) octpal pension
schemes. Separate age-related scales of rebatgsta@ppropriate
personal pension schemes and contracted-out moneghgse
schemes. However, the rebate order for the quinquen2007-08 to
2011-12 has now been approved by Parliament. Tpexifies a

COSR rebate rate of 5.3% and new age-related relmts.

Nevertheless, for consistency with our letter ofF&bruary, we have
assumed that the rebate is 5.1% for all contrilsutdihe UEL is

assumed to be retained for the purpose of theeebat

Table 1 below shows the cost of earnings-upratireg lhasic state
pension after it comes into payment, expressedamtibution rate
as a percentage of earnings. This calculation assuthat this
contribution rate is paid is respect of those atehtry age in 2010.
The rebate is assumed to be funding this bene&fitps consistency
the UEL is assumed to be retained here.

Table 1: Entry-age contribution rate required to erable BSP to be
earnings-uprated after retirement

27.

max years 44 44 46
SPA 65 67 67
Entry 21 05% 04% 0.4%
age 35| 12% 1.0% 1.0%
45 25% 2.0% 2.0%

For instance, for people joining at age 21 andingtiat age 65, a
contribution of 0.5% of earnings between the LEIld asEL would

be sufficient, on the assumptions adopted, to Geaadditional
pension increases to the BSP in order that it dexed to average
earnings in payment, rather than prices. The readonthe required
contribution rate increases sharply for those otdan 21 in 2010 is
that the number of years’ contributions is reducinbereas the
additional pension increases are still appliecheowhole of the BSP.
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The rate of the BSP at SPA is assumed to remaexadito prices
and is therefore reducing as a proportion of nafioaverage
earnings. This means that the required contributrate will
gradually reduce for those under age 21 in 2010.

Once the additional increases to the BSP are jpajdHe remaining
part of the rebate can be used to pay for the balaf the UPP.
Table 2 shows the proportion of national averagaiegs that can be
provided by the remaining part of the rebate o#&df earnings.

Table 2: The retirement pension as a proportion ohational average
earnings that can be funded by the part of the comacted-out rebate
not used for earnings-uprating the BSP in payment

30.

31.

max years 44 44 46
SPA 65 67 67
Entry 21| 10.6% 12.0% 12.3%
age 35| 48% 59% 5.9%
45| 1.8% 2.6% 2.6%

For instance, for people joining at age 21 andingfiat 65, the rebate
of 5.1% of earnings would be sufficient, on theuasgtions adopted,
to finance an additional pension of 10.6% of natloaverage

earnings, as well as the extra pension increasteetBSP so that it is
indexed to average earnings rather than pricestirement.

A target pension above the level identified in EaBl(plus the BSP)
must be financed from further contributions. TaBleand Table 4
show the percentage of National Average Earnings ¢tould be
financed through increasing the contribution rate dme percent,
while retaining and removing the UEL, respectively.

Table 3: Additional pension available as a percentge of national
average earnings if contributions were raised by ampercent of
earnings, with the UEL retained

max years 44 44 46
SPA 65 67 67
Entry 21| 23% 26% 2.6%
age 35| 1.2% 14% 1.4%
45| 0.7% 0.8% 0.8%
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Table 4: Additional pension available as a percentge of national
average earnings if contributions were raised by ampercent of
earnings, with the UEL removed

32.

33.

34.

max years 44 44 46
SPA 65 67 67
Entry 21 31% 3.4% 3.5%
age 35| 16% 19% 1.9%
45| 09% 1.1% 1.1%

For instance, for people joining at age 21 andringti at 65, a
contribution of 1% of earnings between the LEL &Hel. would be
sufficient, on the assumptions adopted, to finaagension of 2.3%
of national average earnings. If contributions wéreied on all
earnings above the LEL (i.e. removing the UEL) agien of 3.1%
of national average earnings could be financed feowontribution
rate of 1%.

The final element of assessing the costs of UPFsipes is to

calculate the contribution rate required to fund benefit up to the
target level. It is proposed that under the UPRebepart of the 25%
target pension will be met by the BSP. Since theé®BS price

uprated, the proportion of benefit which will be tniiyy the funded
UPP will increase each year as the BSP reducetsveeta the target
pension (which is indexed to average earnings).sTkhue required
contribution rate will increase for each successivlort of entrants.
Table 5 and Table 6 show the required contributadas for those at
the given 3 entry ages in 2010 assuming that drytarget pension
in excess of the BSP needs to be financed by thaefil UPP. Again,
the contribution rates given are in addition to twntracted-out
rebate.

The UPP may also be offset by S2P and SERPS. Howave
individual's SERPS and S2P entitlement is heavigpehdent on
work records, so will differ greatly between indluals, so the effect
of offsetting S2P and SERPS has not been considered

Table 5: Required contribution rate to fund benefits above the price-
uprated BSP so that total benefits (inclusive of th BSP) are 25% of
national average earnings for those at the given &y age in 2010,
given that the rebate rate of 5.1% is paid in addion for all earners
and assuming the UEL is retained
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max years 44 44 46
SPA 65 67 67
Entry 21 29% 22% 2.0%
age 35| 88% 7.0% 7.0%
45| 17.6% 14.2% 14.2%

Table 6: Required contribution rate to fund benefits above the price-
uprated BSP so that total benefits (inclusive of th BSP) are 25% of
national average earnings for those at the given &y age in 2010,
given that the rebate rate of 5.1% is paid in addion for all earners
and assuming the UEL is removed

max years 44 44 46
SPA 65 67 67
Entry 21| 22% 16% 1.5%
age 35| 6.6% 52% 52%
45| 13.2% 10.6% 10.6%

35. For instance, for people joining at age 21 in 20410 a pension age

36.

37.

of 65, a contribution of 2.9% of earnings from ttel. to the UEL or
a contribution of 2.2% of earnings with no uppeniti(in each case
in addition to the contracted rebate of 5.1%) wdogdsufficient, on
the assumptions adopted, to finance a pension @ &b national
average earnings inclusive of the BSP.

There is an additional life assurance benefit psegdo This will pay
the greater of the value of the UPP earned to #te of death and a
guaranteed sum. The guaranteed sum will be settQft, @00 in 2010
and thereafter will be increased in line with ageraarnings. The
cost of paying out the value of the UPP is includedhe figures
above. The remaining element is paying sufficient thke the
payment up to £100,000. Soon after the schemes slidite UPP will
have been earned (and the fund will be small), sma@lmost all of
the benefit will be funded from the year’s conttibns. We estimate
that in the short term, the required contributiorpaly the additional
life assurance benefit will be about 2¥2% of earsjrassuming the
UEL is retained and 2% if it is removed. In theden term when
UPP contribution records have been built up, wamede the
additional cost will reduce, for example in 205%vitl be 1%2% with
the UEL retained or 1% with the UEL removed.

If there were to be no top-up to £100,000, then dh®unt paid
would be smaller. For instance, someone who had paiyears’
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contributions would be entitled to a death bengfiaround £24,000,
and a person with 30 years’ contributions woulebttled to a death
benefit of around £43,000. These figures assume the

contributions are paid in continuous years and tinatyear of death
Is one of these contributory years. These amourgsim 2005
earnings terms and would increase in line with dial Average
Earnings.

Potential entitlement of older entrants

38. If the scheme commences in April 2010, with eveg/@aying the

contribution rate calculated to be required for ydar old new
entrants and experience following the assumptioaslenthen the
UPP fund will not be sufficient to pay the full UR&get of 25% of
national average earnings to older entrants in Vear. Table 7
below shows the proportion of the 25% national agerearnings
target (including the part relating to the BSP)t tbauld be financed
by paying the age 21 contribution rate for new ams at different
ages in 2010, assuming they contribute in every jrean 2010 to
SPA.

Table 7: Proportion of target UPP pension (includirg the part from

the BSP) that could be financed for new entrants 2010 by paying
contributions at the rate applicable to entrants atage 21, assuming
contributions are paid in each year from 2010 to SR.

max years 44 44 46
SPA 65 67 67
Entry 21| 100% 100% 100%
age 35 1% 72% 12%
45 59% 60% 60%

Alternative Scheme

39. A variant to the scheme described above has alsp beecified in

which the only contribution to the funded UPP woh&lone equal to
the contracted-out rebate. As above, we have asktiméthe rebate
Is taken to be 5.1% of earnings between the LEL @Bd. For the
purposes of this calculation, we have considerpdresion that does
not increase after the individual reaches retireamdihe lack of
indexation will mean that the proportion of thegetr pension will
drop each year after an individual reaches retirgn@imilarly, we
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have not included the cost of indexing basic pensioearnings after
retirement.

40. Table 8 and Table 9 below show the proportion ofet pension
available if a contribution equal to the COSR rehatpaid in respect
of all employed and self-employed earners, andase eligible for a
S2P credit accrue UPP for each creditable yeah waitd without
including the price-uprated BSP.

Table 8: Proportion of target UPP pension (excludig the part from
the BSP) that could be financed for new entrants 2010 by paying
contributions at 5.1% of earnings between LEL and &L, assuming
contributions are paid in each year from 2010 to SR.

max years 44 44 46
SPA 65 67 67
Entry 21 1% 78% 80%
age 35 38% 43% 43%
45 22% 25% 25%

Table 9: Proportion of target UPP pension (includirg the part from

the BSP) that could be financed for new entrants 2010 by paying
contributions at 5.1% of earnings between LEL and WL, assuming
contributions are paid in each year from 2010 to SR.

max years 44 44 46
SPA 65 67 67
Entry 21| 102% 108% 109%
age 35 76% 80% 80%
45 65% 68% 68%

41. As discussed in paragraph 24, not everyone recaiwestracted-out
rebate so there would be implications for Governnoests if such a
contribution were paid in respect of individualg nontracted-out.

42. If earnings indexation were required, so that teason received
keeps pace with the target at retirement, thenirthial pension is
significantly smaller. For instance an earningseixet pension of
47% of the target could be funded for a 21-year eitrant with
retirement age of 65, compared with 71% of thedhifgthere is no
indexation.

Transitional effects
32



THE CHANCE OF A LIFETIME

43. The costs of pension benefits during the transifrom the current
scheme to the UPP regime depend on the exact ttoaadi
arrangements put in place. In particular, it shdaddhoted that while
it is proposed that S2P accrual ceases in 2010ngatyof accrued
S2P (and SERPS) rights will continue for many desad’ he UPP
system would lead to changes in the finances of Nagonal
Insurance Fund, through abolition of the S2P batrdguirement to
continue paying accrued S2P rights and througtutifisation of the
contracted-out rebate to help finance the UPP (doth those
contracted-out and not contracted-out under theentisystem).

44. The proposed full UPP benefit will provide a lew¢lincome above
the Guarantee Credit (even assuming it is index@daverage
earnings) for those with a full contribution record@herefore
ultimately, Pension Credit payments should be greatiuced, even
if it is retained to protect the retirement incontdsthose with low
earnings or poor contribution records.

Conclusions

45. The cost of the UPP depends critically on the fipahefit design
decided upon, and the transitional arrangementshfuse who have
started their careers by the time the UPP comedante.

46. Based on the assumed benefit design and the adtaasumptions
outlined in this letter, the entry-age contributiate, over and above
the 5.1% rebate, required for a 21-year old newaentwith SPA 65
Is either 2.2% or 2.9% depending on whether or thet UEL is
abolished. This compares with the costs of 6.9% %86é shown in
our letter of 23 February and costs of 5.0% an@oeshown in our
letter of 8 March. The assumptions in the firstdetvere the same as
here except that investment returns were assuméee 2% a year
above increases in average earnings before retiteara 0.5% a
year after retirement. In the second letter, theu@ption was 2% a
year both before and after retirement. This dermatest that the
results are very sensitive to the assumptions uBegise figures are
an indication of the long-term cost of the UPP &uite. The short to
medium term costs will be very dependent on thensitenal
arrangements put in place.

Government Actuary’s Department
April 2006
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