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   There has been a lot of talk recently about problems which are facing the pensions ‘industry’, including state pensions (often referred to as ‘old age pensions’)

   A century or so ago, the original idea of pensions was that the employee would pay towards half of the cost, and the employer would pay the other half.

   In those far off days as many as a quarter of the population died before they received their pension – in effect the died while still of working age.  Those who did retire, enjoyed an average of about seven years of retirement.
   There have been enormous changes, especially since the Second World War, and in this leaflet I am going to try to explain the current issues, and also make a few (perhaps) hair-rising predictions.
   I am only dealing with what are knows as ‘public sector’ pensions, and not private, company schemes, but similar problems apply to both.
Contributions – funded or not funded.
Funded schems

   Some pensions are ‘funded’.  Examples include Local Government Pensions, the Fire Brigade, and the most ‘gold plated’ pensions of all, those of Members of Parliament.

   In funded schemes, the contributions are put into a fund, managed by a board of trustees (normally a Pensions Committee) and pensions payments are made from that fund, which is invested in several different ways.

   Every three years or so the fund is ‘re-valued’, to see that the contributions and investments will actually meet the needs for the pensions in years to come.

Notionally funded schemes.

   Some are what is called ‘notionally funded’, but not actually funded at all.  
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   An example is teachers’ pensions.  The government thinks of it as a fund, adds a ‘notional’ interest percentage to it, but the pensions are paid out of the general taxation pot which is levied on the population.
Non-funded schemes.
   An example of a ‘nun funded’ scheme is the State Retirement Pension, popularly known as the ‘Old Age Pension’.

   Many people believe that they ‘pay’ into the pension during their working lives, and ‘collect’ the pension to which they are entitled when they reach retirement age.  Nothing could be further from the truth, I am afraid.

   State Retirement Pensions are paid for out of ‘Revenue’, which means that people’s contributions in National Insurance go to pay today’s pensioners, and not towards their own state pension on retirement.

   That means that if you retire tomorrow, your State Pension will be paid for by those in work and paying taxes in the future, and not from a mythical fund which has most certainly not been built up during your working life.

Problems.

   Since 1919, and especially since the end of the Second World War and the arrival of the National Health Service, life expectancy has increased a great deal.  People now like to think they can expect 20, 25 or even 30 years of happy retirement.
   That is no longer sustainable, for reasons which I will try to explain.

   If we take the Local Government scheme as an example.  At present, depending on salary, employees pay on a sliding scale between 5.5 per 

cent and 7.5 per cent of their salary into the fund.  The employers (which actually means you, the Council Tax payers) pay 18.9 per cent (in Lincs), between two and a half and three and a half times as much.

   When pensions were first introduced, many years ago, there were seven or eight workers for every pensioner.  That figure is now well below three, about two and a half workers for each pensioner.  It means that every two and a half workers are funding one pensioner.  
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  That is fine if you are a city ‘fat cat’, who may well be funding several people’s pensions, but general taxes no longer raise enough money for the state pension entitlement.

Solutions.

   There are only four possible ways of addressing the shortfall in the money to pay pensions (well, there is a fifth, but it is unacceptable – asking people not to live so long!!!):

(1)   raise the age at which people can receive the pension.

   The government have already announced that pensionable age is to rise to 66 and then 67.  That will be far short of what is required.

   If raising the pensionable age was to be the only solution used, people could expect to work well into their 70s before receiving a state pension, probably about 73 or 74.

(2) reduce the amount of money which is paid in state pension.

   The government are tying the rises in pension to the Consumer Prices Index, rather than the Retail Price Index.  That is because the CPI includes things which affect some people, but few pensioners, such a mortgages, etc.  The CPI rises, generally, slightly more slowly than the RPI.  Despite the 2.5 per cent hike in Value Added Tax (VAT) in January 2011, that rise will ‘work out of the system’ 

this month, as the CPI and RPI are calculated on a twelve month basis.

(3) raise the contributions which workers pay as a percentage of their wage or salary.

   The intention is to raise National Insurance (there was a one per cent rise a while ago), and for the Local Government scheme I expect the average rise to be 3.2 per cent over what is paid at present.

   The effect is to mean that workers will have slightly less ‘take home’ pay, as more of their wages/salary will go in national insurance or pensions contributions.

(4) alter the ratio of workers to pensioners.

   As I have already mentioned, the number of workers for each pensioner is now less than three.  If the proportion 
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could be raised, it would mean there were more workers ‘paying’ for each pensioner.
Problems with each solution:

(1)  In the 1960s and 1970s the school leaving age was raised twice.  The last time was under Edward Heath in the 1970s.  The reason given was ‘educational, but the real reason was to reduce unemployment.  For twelve months there were very few new ‘young people’ entering the jobs market, so unemployment dropped by several hundred thousand as a result.

   The opposite now applies.  If you raise the pension age, then there will be very few vacancies in that year, so the school leavers would find very few opportunities in the jobs market.  The effect would be to add hundreds of thousands to the unemployment register.  Raising the pension age almost certainly means an equal raising of the age when young people could leave full time education or training.
   Two years ago, when the idea was floated that the pension age would eventually be 71 or 72, I asked if that meant that the school/training leaving age would have to rise to 22 or 23.

The answer I received was a simple ‘Yes’!!!

(2) By tying the pension rise to the CPI and not the RPI, as I have mentioned, the government will ‘nibble away’ at the pension rises.  
   The fairly large rise in the pension for 2011 reflects the rise in VAT in January 2011, a factor which will ‘drop out’ in January 2012, and bring the inflation rate down by about one per cent.  
   Nibbling away slowly at the pension rises actually reduces very slightly the need to address the other three methods.
(3)   This is the big one.  Costs were originally meant to be equal between employer and employee.  Certainly in the public sector the government intends to change the balance, and increase worker’s contributions.  That is what the recent marches were all about.
   Schemes have historically meant that a member receives a pension of about half their income after forty years.  Under the new proposals, the ‘sweetener’ is to 
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increase the rate at which pensions grow to about one sixty-fifth, one sixtieth or even one fifty-fifth per year.

   None of those rates begin to approach the ‘gold plated’ pension pots of MPs, who constantly claim ‘we are all in this together’.

   I asked Mr Cameron last June, in Birmingham, and Mr Hayes in the autumn, when they were going to tackle the fact that their pensions grow twice as fast as anybody else’s in the public sector.

   Cameron said he thought he ought to tackle the matter (as did Miliband two days later) but no action so far.

   You may recall our own MP’s unsatisfactory answer in the local paper to my question.

  Yes, they contribute 10 per cent towards their pensions, but we, the taxpayers contribute over thirty six per cent of their salaries into their pension pots.  So we are really not in this together, are we?  And their pensions grow at one fortieth every year as well!!!
(4)   Altering the ratio means changing the proportion of workers to pensioners.  That is an immensely difficult thing to do, without increasing the birth rate rapidly, and even that would take sixteen years to have an effect (school leaving age).

   So oddly enough, the recent influx of workers from overseas has actually very slightly raised the number of workers per pensioner, but only by a very tiny amount.  A problem would eventually be caused were all those newly arrived workers to settle here permanently, and then also become pensioners in their own right.

   Raising the pension age directly affects the ratio more quickly, as there are then less pensioners and more workers.
So what about the future?

   It is far from rosy.  I am rather reluctant to make predictions, but I will gaze into my crystal ball and ask you to choose five out of these eight possibilities:

(1)   Workers at present in their teens, twenties or thirties will still be working into their 70s, possibly up 
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to 72.  Young people will be in training or full time education schemes until 21.  
(2) Poor diet, lack of exercise and modern lifestyles will mean that children dying before their parents will be very much more commonplace than it is today.                                

(3)  Average life expectancy, which has grown so rapidly in the second half of the 20th century, will not rise very much more, if at all.                                                          

(4)  A state pension (if it exists at all) will buy very much less in 2040 than it does today.                                              

(5)  People will be expected to make more of their own long term arrangements for retirement, and may be required to do so by new laws.                                         

(6)  Poverty in old age will be much more widespread than it is today.   Fuel poverty will be an increasing problem.                                                                        

(7)  Able bodied unemployed people will be required by law to do ‘public work’ before they receive their benefits.   

(8)   A far higher proportion of the population will live in rented accommodation, as they did after the Second World War.  Owner occupation will be the exception rather than the rule.
   They may not all happen.

   Some of them most certainly will.

   Most of them probably will.
   I leave it to you to choose the least unpleasant?
   A happy new year to you all.
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