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Implementing an integrated package

of pension reforms:

the final report of the Pensions Commission

The Pensions Commission has responded to the
comments made on the proposals in its second report
(covered in Buck Issues 101). In a brief report, the
Commission draws together the main responses,
comments on specific issues, and responds to some of
the major arguments presented over the past few months.

It notes that this is its last contribution to the debate but,
obviously anticipating a major revamp of the UK pensions
structure along the lines of its recommendations, repeats
its call for the creation of a permanent Pensions Advisory
Commission. Such a body would be charged with
monitoring developments, and laying before Parliament,
every three to four years, a report describing relevant
trends, and spelling out the unavoidable future trade-offs
between increased public expenditure and increased State
Pension Ages. It hopes that this will assist in the process
of maintaining the political consensus that it regards as

a prerequisite to the long-term success of any new
arrangements.
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Reactions to the second report recommendations —
the principles

By and large, the Commission feels able to conclude that the
debate has revealed significant consensus on the direction of
policy reform that is now required (implying that this is the
likely basis of the recommendations to be contained in the
forthcoming White Paper, expected in June 2006). In particular:

m An amost universal acceptance that the present state system
combined with the present voluntary system of private
saving is not fit for purpose, and will result in increasingly
inadequate and unequal pension provision

m That the solution must involve some combination of higher
private pension saving, higher average retirement ages, and
an increased percentage of national income spent on state
pensions (with the alternative of pensionersQincomes falling
as a percentage of average earnings being seen as an
unattractive option)

m A general acceptance that the new system should involve
both a mgjor revamp of the state system and a move away
from purely voluntary participation in private provision.
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Reactions to the details

However, despite this apparent broad consensus over reform
strategy there has, not surprisingly, been less agreement over
detailed proposals. Nevertheless, the Commission has not
been persuaded to change any of the main planks of its
recommendations, and the final report sets out the reasons.
Underpinning the Commission® continued faith in its original
proposals are further pension trends data, published since the
second report, showing a continuation in the trend of decline
in the percentage of employers making any pension provision
for their employees Bdown from 52% in 2003 to 44% in 2005.
Interestingly, the published data also show that, overall, the
decline over the period is confined to private sector employers.

State system reform

This is the area where it had appeared that there was Treasury
opposition, in respect of the affordability of the proposals; even
as recently as 22 March, the Treasury® 2006 Budget Report
trumpeted that state spending on pensioners is now some £11
billion per year more in rea terms than in 1997 but that it had
brought real gains for the poorest pensioners only through the
use of means-testing. In another place, it referred specifically to
the Commission® recommendations, stating OThe government
has said that the principle of affordability will be central. There
will be no relaxation in fiscal discipline and the long-term
sustainability of the public finances will not be put at risk.OThis
accords with reports of the Chancellor® alleged opposition to
the Commission® proposals to reduce the growing application
of means-testing. The Commission@ final report, however,
claims considerable support for the principles underlying its
proposals:

m The core function of the state system is to provide flat-rate
pensions that are as generous and as non-means-tested as
possible

m The UK state system needs to become simpler, more
generous and less means-tested

m |t needs to ensure fairer treatment of people with
incomplete National Insurance contribution records

m The State Pension Age should rise over the long term with
life expectancy, but as part of a package that is fair, allowing
for life expectancy differences between socio-economic
groups
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m Some increase in the percentage of GDP devoted to state
pensions is unavoidable, but can be partly offset by State
Pension Age increases.

Responding to criticism from some quarters that its proposals
were too radical, apparently most alternative proposals

put forward by experts and interest groups wanted the
Commission to be more radical with its proposals in these
areas. Nevertheless, the Commission is content to continue
with its previous recommendations, and reiterates its assertion
that the projected rise in the percentage of GDP that its
proposals would entail (from 6.2% today to 7.5/8.0%) by 2050
is not significantly larger than the Treasury was proposing in
its 2005 Pre-Budget Report. It goes on to note that it is the
government@® role to make more concrete proposals Dan
olive branch to the Treasury, perhaps?

Automatic enrolment

This was the Commission® proposal to address the tricky
question of whether the private system could deliver the
sought-after overall level of benefits by continuing with a wholly
voluntary approach. The Commission reports widespread
acceptance of this proposal, so it is almost certain to feature to
some extent in any future reforms, in respect of the National
Pension Savings Scheme (NPSS) or similar system.

Compulsory employer contributions

A number of interest groups proposed aternative models for
the NPSS, but all of them incorporated the recommended
minimum compulsory employer contribution of 3% of the
relevant band of earnings. However, some business lobby
groups, including the CBI and the British Chambers of
Commerce, Were opposed to any such compulsion, citing

in particular the greater proportionate effect on smaller
employers.

The Commission is unmoved. It argues that, without an
employer contribution, the minimum level of funds accruing in
such a scheme in many cases Will place the individual member
in a position Where, with the effect of means-testing, their
private provision will be lost through offsetting and

will have been a wasted effort. This would have serious
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implications in a world of auto-enrolment. Even if no such
offsetting were to occur, the level of funds in the absence of
an employer contribution would leave many members still
with inadequate retirement funds.

However, it does recognise the greater relative impact on
smaller employers, and proposes the introduction of a subsidy
for firms employing up to 250 employees. This could be
financed by a reduction in the current cost to government of
the contracting-out rebate, through a combination of reducing
the rebates themselves, and encouraging less contracting-out.

The National Pension Savings Scheme (NPSS)

As aready mentioned, the Commission has seen @ number
of proposed alternatives to the NPSS, but has reported that
there has been little opposition to the principle of alow-cost
savings scheme to boost levels of individual retirement
savings. It believes the fundamental issue that should
determine the final design is that of value to the member.
There are several contributors to overall value, such as
charges, investment performance and customer service.
Having reviewed the alternative proposals, it concludes

that its original proposa is still the best way to go.

On the fears that the NPSS will lead to a Qevelling down0

of pension provision, by employers reducing their
contributions to existing arrangements Dor even terminating
them altogether Bthe Commission argues that none of the
alternative proposals would address the point either. It
believes that if an employer is thinking of trying to reduce

its pension commitment to employees, the NPSS will not
affect that position. It thinks the most effective defence would
be extensive, government-provided publicity to the effect
that even the proposed minimum default contributions

(4% employee, 3% employer and 1% state) will not be
sufficient in themselves to deliver a pension that most
people would consider to be adequate.

So what now?

The conclusion of the Commission@ final report is essentially
that its recommendations have received widespread support
in principle and should therefore form the basis of the new
pensions regime for the UK. It firmly believes that there
should be greater stability in the system than has been the
case recently, and that the only way to achieve this is by
building a consensus around the new proposals Ba consensus
moreover that will need to be maintained. Clearly akey place
where such consensus will be sought is in the political arena;
whether that can be achieved will remain to be seen.

It is being widely tipped that the White Paper will be light
on detailed proposals and heavy on questions to drive
further consultation. It is encouraging on one level that the
government is not just pressing on with another round of
fundamental reform without reference to the views of
interested parties to its policy proposals; however, it must
not fall into the trap of delaying unduly the formulation and
implementation of that reform on the pretext of searching
for a consensus on detail that, realistically, it is never likely
to achieve.

The final reformed system should conform to five principles
set out by the government:

Promotion of personal responsibility
Fairness

Affordability

Simplicity

Sustainability.

If it does, it should have a strong base from which to fight
future attempts to change it, without needing widespread
consensus on details. Nevertheless, under the present system
that involves so many parties in pensions policy-making, broad
agreement on at least the basic principles will be required.
However, it is hard to see much consensus emerging for a
system that perpetuates some of the current features through
a process of @herry-pickingQ on self-interest grounds, parts
of the Commission®@ recommendations and trying to run the
two systems side by side Bwhich seems a distinctly possible
outcome. Past experience does not give much cause for
optimism that this time around there will be an appreciably
different result from the many previous attempts.
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