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i.

Executive Summary

a.

Objective

The pensions situation in the UK is one that politicians for far too long have
refused to address. It has become the elephant in the room of public sector
finances. The promises that successive governments have made to the public,
both on the provision of state pensions and pensions to public sector employees,
are simply placing too great a burden on the next generation of earners,
particularly as successive governments have for the most part not provided a
fund to cover these future liabilities. It is only now that the UK Government is
starting to take action to address this problem.
The core objective for pensions should be to encourage all citizens, whether in
the public or private sectors, to establish financial security for their retirement
through fully-funded, mandatory, defined-contribution schemes. This will give
all workers in future greater independence, instead of the current reliance on
largely unfunded government pension schemes, including the state pension.
Over time, this would leave the Government‟s main responsibility on pension
provision being to provide a guaranteed minimum income to ensure those that
do not have financial security have a safety net to protect them.
This paper first provides a simple explanation of pensions. It covers the state
pension provided to UK citizens on reaching retirement age, government
pensions to public sector employees, and private sector pensions. It looks at
how these pensions are provided, the cost, and how fully the future liabilities
are provided for in funds.
The paper also looks at demographics to see how the percentage of those in
work may change over the next generation. It makes some estimates on how
this will affect pension costs if the current system remains the same.
The paper then looks at pension provision in other countries, especially
Australia, and the lessons we can learn from them.
Lastly, the paper makes various recommendations, both on what sort of
pensions system we should aspire towards and on how we might manage the
transition to such a system.
This paper does not comment on or examine the independence referendum.
Reform Scotland believes that the pension system in the UK needs to be
addressed, regardless of whether this is done by a Scottish Government in an
independent Scotland or by a UK Government for the whole of the UK.
3

b.

Reform Scotland’s proposed Universal Contributory
Pension

An uncertain future
The Chancellor recently announced proposals to increase the state pension age,
linking it to life expectancy, a move which is logical when considering our
collective life expectancy is increasing and, particularly in Scotland, the older
generation is growing at a faster rate than the younger one.
However, how does an individual in their twenties or thirties, or even in their
forties, know when they will be able to collect the state pension? The truth, and
something that is not emphasised enough, is that they don‟t. In reality they have
no clue, not only about when they can claim the pension, but also about how
much they will receive.
These individuals, indeed all individuals under the current state pension age, are
totally reliant on politicians and policy makers, as well as the performance of
the economy, over the next twenty, thirty or forty years that they are working.
Promises and pledges from politicians of any party today with regard to the
current state pension system, whether in Scotland or across the UK, are
meaningless to younger workers.
In all likelihood, the politicians that will be deciding upon the rules governing
the state pensions that will affect people currently in their twenties are not even
born yet.
As a result, it is impossible to say with any certainty what these individuals can
expect in old age from the state.
Reform Scotland believes this level of uncertainty to be a deeply worrying
situation, and one that should alarm many people.
Unfortunately, there can be a misunderstanding that by paying National
Insurance, a person is somehow contributing towards the cost of their future
state pension. National Insurance, as currently constituted, is simply another
form of taxation which is used to pay current government expenditure. A
majority of the receipts from National Insurance are paid into the National
Insurance Fund, which is used exclusively to pay for contributory benefits.
However, the fund works on an unfunded „pay-as-you-go‟ basis,1 with today‟s
contributions, largely paying for today‟s recipients.
1

Seely. A, “National Insurance contributions : an introduction”, House of Commons Library, November 2013
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For example, National Insurance Contributions raised £102bn across the UK
and £8.4bn in Scotland in 2011/12, while the amount spent on pensions was
£94bn for the UK and £7.9bn in Scotland.
Someone may have been paying National Insurance, but that does not mean that
they own a pension pot that can be relied on in old age. As a result, there is a
danger that many individuals assume that the state will be there to provide for
them when they retire and they don‟t need to concern themselves with it.
Reform Scotland believes that it is vital that individuals who can, do contribute
towards their retirement income. However, we do not believe that the current
system, not just with regard to the state pension, but any defined benefit
scheme, adequately provides an individual with any control over their future or
security.
Pensions for public sector workers are largely unfunded defined benefit
schemes. The total cost of current pensions for public sector employees in
Scotland was £3.15bn in 2011/12 (this does not include pensions paid to UK
Government public sector workers which is allocated to Scotland). £2.9bn of
this is made up from both employee and employer contributions, with the
Scottish Government adding the £232m shortfall.2 £3.15bn represents about 8
per cent of the Scottish Government‟s budget.
According to the 2012 Pensions Universe Risk Profile (the Purple Book), in the
private sector, only 14% of defined benefit schemes were open to new members
in 2012, down from 36% in 2007. Of the remaining schemes, the assets are
about 60% of the liabilities so there is a considerable reliance on the companies
to continue to support them. This relationship between the individual and
company has shifted the provision of pensions in the private sector to defined
contribution schemes where the employee pays a percentage of salary into an
employee‟s pension pot.
As a result, Reform Scotland has proposed a new pension scheme, the Universal
Contributory Pension, which is a funded scheme and can offer each individual
greater knowledge of, as well as security and control over, their retirement
income.

2

SPPA evidence submitted to Scottish Affairs Select Committee, Feb 2013
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Reform Scotland’s Universal Contributory Pension
Reform Scotland‟s proposal is that all workers need to have a defined
contribution funded pension to pay for their old age. However, we don‟t think
this need be provided by the state.
We would argue that instead of employees paying National Insurance and
supposedly paying towards their pension but without any guarantee of what or
when they will receive it, workers should pay a mandatory percentage of salary
into a defined contribution pension scheme of their choice that can, if they wish,
start to pay out after the age of 60.
As individuals would stop paying National Insurance, the role of the state would
then only be to provide a means tested, minimum guaranteed income in old age,
which it currently does through the Pension Credit. As a result, the state
pension would be phased out over the next 45 years to take account of
individuals who had contributed National Insurance in the past.
The money that individuals paid into the mandatory pension scheme of their
choice, in addition to the tax-relief paid by the Government, would become
their pension pot. Every individual would know how much their pot was worth,
and how that pension was managed. In addition, the pension pot would be fully
transferable so that an individual could remain in the same scheme if they
changed jobs, regardless of whether in the public or private sector. It would
also allow an individual to choose to retire and start receiving their pension after
60, independent of the state pension age determined by government.
Importantly, the government, whether today or at some point in the future of
their working lives, could not take that money away from them. This is in stark
contrast to the current situation.
Not only would people be in control of their own future, but it is likely that they
would be considerably better off in old age. Such a scheme would also relieve
the burden placed on the next generation as each generation would provide for
their own retirement.
Reform Scotland has proposed some additional changes to the tax system to pay
for this proposal, which are explained below, but the result is that the lowest
earners would not be worse off through being part of the Universal Contributory
Pension (UCP).
In addition, it would allow for pension pots to be transferred on death.
Currently, if someone dies before reaching the state pension age, they have no
6

pension pot and their family have no claim. However, if someone has
contributed towards their own pension pot, they have a claim on that pot and
that money can be passed on, so it is not lost. We would suggest that following
the death of an individual, if they have not taken out an annuity, any money
remaining in their pension pot should be put into the pension pots of those who
inherit it, free of inheritance tax.
The UCP would apply to all workers both in the public and private sectors. We
would propose that all public sector schemes are closed for new members and
stop accruing for existing members. This would be replaced by the UCP,
although the level of contributions as a percentage of salary could be negotiated
above the minimum rate.

How it would work
Reform Scotland envisages that the UCP would be administered along the same
lines as the Government‟s auto-enrolment scheme, with the crucial exception
that employees will not be allowed to opt-out.
We would propose that all employees in both the public and private sectors pay
a mandatory pension contribution, which their employer deducts from their
salary and pays into a Defined Contribution scheme of the employee‟s choice as
part of the UCP. We believe that this mandatory contribution should begin at 8
per cent, though increase to at least 10 per cent over time. Employees may top
up their pensions so that the total contribution comes to £20,000 per annum.
All pension contributions under the UCP would receive a flat rate of tax relief
from the Government irrespective of the amount and rate of tax paid by the
beneficiary. Currently, someone earning £25,000 pa paying £4,000 towards
their pension would receive £800 tax relief (20% basic rate), but someone
earning £50,000 pa and also paying £4,000 towards their pension receives
£1,600 tax relief (40% higher rate). Reform Scotland believes that everyone
should receive tax relief at the basic rate of tax, regardless of the rate of tax they
pay.
The scheme should be free from capital gains tax and tax on dividends. Any
income paid out of the pension scheme is treated as income of the beneficiary
and would be subject to income tax at the prevailing rate. Beneficiaries may
start to draw down on their scheme after the age of 60. Again, this is in stark
contrast to the current state pension system, where no current politician can
possibly give an honest answer to anyone under 50 about what age they will be
able to start claiming the state pension.
7

As employees would be paying into their own pension pot, changes should be
made to the National Insurance system to take account of this. There are many
ways in which these proposals could be paid for, and ways that the National
Insurance system could be amended to take account of the new pension system.
However, the one the Reform Scotland suggests would see employees‟ National
Insurance scrapped, and instead 7p added on to each rate of income tax initially
to balance the cost of scrapping NI. However, over time the additional tax
could be reduced as the burden of the current state pension falls away.
Employers‟ National Insurance would be retained and renamed as a payroll tax.
We would also increase the personal allowance to £12,000. This would ensure
that those on the lowest incomes were better off and not disadvantaged by the
introduction of the mandatory contribution.
Scrapping National Insurance and adding 7p on to all rates of income tax would
also end the current situation whereby higher earners pay a lower rate of
National Insurance on income over £797 per week.3
As people will now have their own guaranteed pension pot, we would phase out
the state pension over the next 45 years. Everyone who has up until now paid
National Insurance would be entitled to some level of state pension. To achieve
this, we would agree with the Civitas report “Beyond Beveridge” which
recommends that entitlements based on contributions up to the time National
Insurance is scrapped should be honoured by freezing people‟s NIC records,
indexing their existing entitlement to take account of inflation, and paying this
amount as a weekly or monthly pension from when they retire.
The means-tested Pension Credit would be left in place to guarantee a minimum
income in retirement.

3

Seely. A, “National Insurance contributions : an introduction”, House of Commons Library, November 2013
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Funding the proposals
Reduction in government revenue = £54.3bn
Increasing the personal allowance to £12,000 pa would reduce income by
roughly £12bn4
Scrapping employees‟ National Insurance would reduce income by roughly
£42.3bn 5
Increase in government revenue = £45bn, increasing to £65bn as the state
pension is phased out.
Give everyone a basic level tax relief on pensions of 27%. (taking account
of the proposed new basic rate tax level) would increase government
revenue by roughly £5bn.6
Increase of 7p on all rates of Income Tax would increase government
revenue by roughly £40bn7
Taper towards ending state pension and introduction of means testing, could
increase government revenue by up to £20bn a year, though eventual
savings could be far higher8
Therefore, once the impact of ending the state pension began to be realised, this
policy saves the Government money as well as giving people greater security in
their retirement. We would also expect that as the savings from changing the
state pension begin to be realised, the increase in income tax could be reduced.

Cost of the proposals to individuals
Reform Scotland would envisage that, as is the case with the auto-enrolment
proposals, the employer deducts the mandatory defined contribution of 8% from
salary and adds that to the employee‟s pension fund. Due to the tax proposals
we have set out, this will not mean that lower earners are worse off or face a pay
cut, as illustrated in Table 1.
4

http://www.hmrc.gov.uk/statistics/taxpayers/table1-4.pdf There were 30 million UK taxpayers in 2012/13. If they were to
all receive an additional £2k of tax free income, this would be a loss of £400 per taxpayer, resulting in a total loss of £12bn.
5
Written parliamentary answer (http://www.theyworkforyou.com/wrans/?id=2012-01-11a.87899.h&s=office) Employers‟
National Insurance raised £55.5bn in10/11. According to GERS Total NIC amounted to £97.8bn in 10/11.
6
According to the Pensions Policy Institute, the total cost of tax relief on pension contributions was £28.5bn in 2010/11.
25% of this went to base rate payers, 55% to higher rate payers and 20% to additional rate payers.
https://www.pensionspolicyinstitute.org.uk/uploadeddocuments/20130715_Tax_Relief_for_Pension_Saving_in_the_UK.pdf
Crudely, to give a flat rate of 27% for everyone would decrease relief to higher rate payers from £15.7bn to £10.58bn;
decrease relief to additional rate payers from £5.7bn to £3.4bn; and increase for base rate payers from £7.1bn to £9.6bn
7
http://www.hmrc.gov.uk/statistics/tax-statistics/table2-6.pdf using 13/14 figures- £80.8bn raised in base rate, £42.5bn in
higher rate and £29.4bn in additional rate
8
Saunders. P, “Beyond Beveridge”, Civitas, November 2013

9

Table 1: Impact of mandatory pension contribution
Salary

Current
Income
tax

Current
NIC

£12,000
£512
£13,000
£712
£14,000
£912
£15,000 £1,112
£20,000 £2,112
£50,000 £9,822
£100,000 £29,822
£250,000 £98,598

£510
£630
£750
£870
£1,470
£4,214
£5,214
£8,215

Net
Pay

Income
tax under
new
proposal
(increase
of 7p &
£12k
personal
allowance)
£10,978
0
£11,658
£270
£12,338
£540
£13,018
£810
£16,418
£2,160
£35,963
£13,858
£64,963
£37,358
£143,187 £112,858

Mandatory
Govt tax
Net
pension
relief
Pay
contribution contribution
towards
pensions
(27%)

£960
£1,040
£1,120
£1,200
£1,600
£4,000
£8,000
£20,000

£259
£281
£302
£324
£432
£1,080
£2,160
£5,400

£11,040
£11,690
£12,340
£12,990
£16,240
£32,142
£54,642
£117,142

Total Annual Net pay
pension
difference
contribution per year

£1,219
£1,321
£1,422
£1,524
£2,032
£5,080
£10,160
£25,400

£62
£32
£2
-£28
-£178
-£3,821
-£10,321
-£26,045

Benefits of Reform Scotland’s system over the current system
People have knowledge of, as well as security and control over, the assets
that will provide them with their retirement income
People can choose to start taking their pension from 60, before the state
pension age
People will know each year what their pension pot is worth, what that
would give them when they retire and can therefore make decisions, such
as when to retire, if and when to take out an annuity, or whether to make
additional contributions, based on their own circumstances
Everyone receives the same level of tax relief, irrespective of the rate or
amount of tax they pay
People own their pension pot, and, as such, that pot can be passed on to
others if someone dies before starting to draw on it
It would relieve the burden placed on the next generation as each
generation would provide for their own retirement
The growth in demand for private pensions would also encourage different
types of providers, such as mutuals, friendly societies and public sector
organisations, to be set up. For example, this could be done along the lines of
NEST, or a Scottish variation of NEST. (NEST is a non-departmental public
body accountable to Parliament through the Department for Work and Pensions.
Any UK employer can use NEST to meet their new workplace pension duties,
no matter how large or small their organisation9). As well as public sector
sponsored alternatives, other bodies, such as unions, would also be able to
manage UCP schemes as has happened in Australia.
The Appendix gives some illustrations of what the pension pots could deliver in
terms of a pension.
9

http://www.nestpensions.org.uk/schemeweb/NestWeb/public/whatIsNEST/contents/introducing-nest.html
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Net pay
difference
per year if
already
contributing
8%
voluntarily
towards a
pension
£1,022
£1,072
£1,122
£1,172
£1,422
£179
-£2,321
-£6,045

What it means for defined benefit pensions, including the public sector
Just as the state pension is currently unfunded, so too are some defined benefit
schemes, which include many public sector pensions. This is unsustainable,
both for Scotland and the UK as a whole. Chapter two explains the issues
facing public sector pensions in greater detail.
Just as is the case with the state pension, unfunded defined benefit schemes
have no individual pension pot. Today‟s public sector workers are paying
contributions which largely pay for the pensions of today‟s public sector
pensioners.
Therefore, the same problems exist with regard to a lack of
security and control over an individual‟s retirement.
The issue with public sector defined benefit pensions is one that has been
caused by successive governments failing to adequately fund the pension
schemes. Whilst it may seem unfair to those working in the public sector and
the trade unions to change the scheme, Reform Scotland believes the current
system must be changed because the Government (both UK and Scottish) is
making a promise to public sector workers which it simply cannot afford to
keep. At some point, there needs to be an intervention to stop the cycle, and we
believe the UCP can be that intervention.
Reform Scotland wants to see all workers, regardless of whether they work in
the private or public sector, saving towards their old age. We would argue that
all public sector pension schemes should close to new members and stop
accruing for existing members, and that public sector workers move towards the
UCP mandatory work-place pension scheme. As well as moving away from an
unfunded pay-as-you-go system, where contributions are really a public sector
worker tax contributing towards government expenditure, such a move would
give public sector workers their own pension pot, which they don‟t currently
have. Employers can choose to add to the 8% pension contribution made by the
employee, and this could form part of a new remuneration package to replace
defined benefit schemes.
We believe that the UCP would give all workers, including those within the
public sector, greater knowledge of, as well as security and control over, their
retirement income. It will allow them to make decisions based on their own
circumstances and, as mentioned above, the public sector will still be able to
manage pension schemes. However, individuals in the public sector will now
have their own pension pot. We believe that our proposals would help to begin
to bridge the divide between public sector defined benefit recipients and those
in the private sector with less generous pensions.
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c.

Conclusion

Reform Scotland would agree with the Scottish Government‟s assessment of the
UK pension system as one that has been mismanaged by successive
governments. As a result, far too many people are under-saving for their
retirement.
This is a difficult nettle to grasp. The State Pension costs £7.9bn in Scotland and
£93.7bn across the UK as a whole, representing about 14 per cent of all public
sector current expenditure. We believe that the key issue is to move the
pensions system from one which is pay-as-you-go to a fully funded one. The
secondary issue is how this is achieved, and we believe that this paper sets out
how this can be done.
The long term objective of any government should be to ensure that people have
sufficient financial resources to provide for their retirement and to provide a
safety net to protect them if such resources fail to be adequate. This needs to be
balanced by ensuring that the burden for provision of pensions is not left to
successive generations to bear.
The Government will now be responsible for sponsoring, regulating and
underpinning pensions, rather than fully funding them.
We believe that the long term solution is for every UK citizen, regardless of
whether they work in the public or private sectors, to have a mandatory defined
contribution scheme, the Universal Contributory Pension (UCP) that is funded
as part of their employment. A similar system already exists in Australia and
we should be looking at how we can emulate its success in the UK.
The 45 year transition, which takes account of the phasing out of the state
pension, is also an opportunity the Government should take to examine issues
such as improving the ability to transfer or consolidate different pension
schemes an employee may have built up from different employers into a UCP.
The current UK pension system leaves too many unanswered questions. The
UCP system outlined by Reform Scotland in this report allows those questions
to be answered; is costed and affordable; and learns from best practice
elsewhere. We, therefore, believe that the UCP offers the best way forward for
managing pensions in the future, regardless of whether that is introduced by a
UK Government at Westminster or a Scottish Government at Holyrood.

12

1. The state pension
1.1 What it is, who gets it, how much does it cost?
Across the UK any individual, regardless of other income, who has reached the
state pension age and has 30 years‟ worth of National Insurance Contributions
qualifies for the full state pension, currently £110.15 per week or £5,728 a
year10. The UK state pension is reserved to Westminster and is the same
throughout the UK.
Someone with less than 30 years of contributions will be entitled to a reduced
state pension, though they may be able to top up by paying for voluntary
National Insurance contributions.
However, men born before 1945 and women born before 1950, individuals who
will all have reached their state pension age, need 44 years of contributions and
39 years of contributions respectively to qualify for the full pension.
Given these qualifications, it is worth stressing that the UK state pension is not
a universal benefit and something which must be earned.
Individuals who are unemployed or have limited capability for work, due to
illness or caring for someone, can contribute through National Insurance credits.
They will not normally be paid automatically unless HMRC is aware of an
individual‟s circumstances - for example, if they were signing on with the
Jobcentre Plus office or have a medical certificate.
Credits may also be
available if an individual is participating on an approved training course, doing
jury service or receiving Statutory Maternity/ Adoption/ Paternity Pay.11
If a married couple both qualify for a full basic state pension they will both
receive it, therefore £220.30 a week. However, if one partner has not built up
their own state pension, they are able to claim a state pension based on their
spouse‟s record. The maximum is £66 a week, though this will change under
government proposals to reform the state pension. (see section 1.2)

10

https://www.gov.uk/state-pension
http://www.adviceguide.org.uk/england/benefits_e/benefits_benefits_introduction_ew/national_insurance_contributions_a
nd_benefits.htm#national_insurance_credits
11
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The basic state pension has a so-called “triple-lock” which means that it will
increase every year by whichever is the highest of:12
earnings - the average percentage growth in wages (in Great Britain)
prices - the percentage growth in prices in the UK as measured by the
Consumer Prices Index (CPI)
2.5%
For individuals with an income of less than £145.40 per week (or £222.05 for a
couple), it is possible to increase the amount received in a pension through the
Pension Credit, which is a means-tested benefit which can increase income up
to those levels.
The Pension Credit is made up of two parts, called 'Guarantee Credit' and
'Savings Credit'.13
The Guarantee Credit tops up your weekly income to £145.40 for single people
and £222.05 for couples.
The Savings Credit is supposed to reward people for saving towards their
retirement. Individual pensioners must have a weekly income between £115.30
and £190 per week (£183.90 and £279 for a couple) and for every £1 by which
income exceeds the Savings Credit threshold, 60p of savings credit is given.
The maximum Savings Credit you can get per week is £18.06 for a single
person and £22.09 for a couple.14 The Savings Credit is expected to be closed
to new pensioners as part of the Government‟s reforms. (see section 1.2)
It is possible to get a higher state pension, or a lump sum payment, if an
individual defers claiming the state pension. If an individual puts off claiming
state pension for at least 5 weeks they may earn extra state pension. Their state
pension would increase by 1% for every 5 weeks deferred. This is the
equivalent of 10.4% for every full year you put off claiming.
Alternatively, currently if an individual puts off claiming their state pension for
at least 12 months in a row, they may choose to get a one-off lump sum
payment. This will include interest of 2% above the Bank of England base rate.
However, the option to take a lump sum is due to change under government
proposals.15 (see section 1.2)

12

https://www.gov.uk/state-pension
http://www.which.co.uk/money/retirement/guides/state-pension-explained/pension-credit/
14
http://www.which.co.uk/money/retirement/guides/state-pension-explained/pension-credit/
15
https://www.gov.uk/state-pension
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In addition to the basic state pension, there is also the state second pension,
which was known as SERPS until April 2012. An employee gets the second
state pension automatically unless his or her workplace pension or personal
pension is contracted out of S2P.
The amount of state second pension you get is based on your earnings over the
years you have been making National Insurance contributions. The maximum
state second pension you could get in 2013/14 was £161 a week. This is in
addition to the maximum basic state pension of £110.15, which could
potentially take your total state pension to £271.15 a week.
If you were paying in to the additional state pension before 2002 under SERPS,
only people that were working qualified for it. However, under State Second
Pension (S2P), which was designed to help people who are unable to work or on
low incomes, the following people qualify:
employees earning at least £109 a week (in 2013/14)
people caring for one or more child under age 12 for whom they are
claiming child benefit
people claiming carer's allowance
people claiming certain disability-related benefits
To lift the burden of paying additional state pension to every worker, the
Government allowed pension savers to 'contract out' of the state second pension.
In other words, individuals paid less National Insurance and, therefore, didn‟t
get the additional state pension. The money saved in National Insurance would
instead go into a person‟s workplace or private pension.16
Although an individual‟s right to claim the basic state pension is based on their
National Insurance contributions, contributions are not paid into an individual
pension fund. They are simply another part of government revenue used to
meet current government expenditure. Although the majority of receipts from
National Insurance Contributions are paid into the National Insurance Fund, and
the Government has no powers to use the fund for anything other than
contributory benefits,17 the fund operates on an unfunded “pay-as-you-go”
basis.
Since the late 1990s, the contribution income of the Fund consistently exceeded
payments so that the Fund‟s balance grew steadily (from just under £10 billion
in 1998/99 to £50.6 billion in 2008/09). However, due to the impact of the
recession the surplus is now estimated at around £39 billion.18
16

http://www.which.co.uk/money/retirement/guides/state-pension-explained/state-second-pension-and-serps/
Seely. A, “National Insurance contributions : an introduction”, House of Commons Library, November 2013
18
Seely. A, “National Insurance contributions : an introduction”, House of Commons Library, November 2013
17
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Using figures from Government Expenditure and Revenue in Scotland (GERS)
and Public Expenditure Statistical Analysis (PESA) the tables below illustrate
how much has been spent on pensions on a Scottish and UK basis over the past
10 years.
For comparative purposes, the tables also include the amount raised in National
Insurance.

Table 2: Scotland: National Insurance raised and state pension expenditure
SCOTLAND £m
Amount raised in
NIC
Amount spent on
pensions (PESA:
Social Protection/
Old Age/ Pensions
Table 10.2)
Pension spending as
a percentage of
amount raised in NIC

2002/03 2003/04

2004/05 2005/06

2006/07 2007/08

2008/09

2009/10

2010/11

2011/12

5,210

6,128

6,533

6,925

7,304

7,873

7,988

7,997

8,018

8,393

4,771

4,950

5,051

5,246

5,495

5,903

6,545

7,015

7,364

7,875

92%

81%

77%

76%

75%

75%

82%

88%

92%

94%

Millions

Chart 1: Amount raised in NIC and amount spent on old age pensions in
Scotland 2002/3 to 2011/12
9,000
8,500
8,000
7,500
7,000
6,500
6,000
5,500
5,000
4,500
4,000

Amount raised in NIC

Amount spent on
pensions (PESA: Social
Protection/ Old Age/
Pensions Table 10.2)
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Table 3: UK: National Insurance raised and state pension expenditure
UK £M
Amount raised in
NIC
Amount spent on
pensions (PESA:
Social Protection/
Old Age/ Pensions,
Table 5.2)
Pension spending as
a percentage of
amount raised in
NIC

2002/03 2003/04 2004/05

2005/06 2006/07 2007/08

2008/09

2009/10

2010/11

2011/12

64,553

72,457

80,923

85,335

90,976

95,510

96,961

96,638

97,755

101,597

55,759

56,554

60,107

62,890

65,512

70,693

77,978

83,529

87,307

93,700

86%

78%

74%

74%

72%

74%

80%

86%

89%

92%

Chart 2: Amount raised in NIC and amount spent on old age pensions in
UK 2002/3 to 2011/12
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1.2 Proposed Government changes
The Coalition Government at Westminster has announced a number of changes
to the way in which the state pension operates across the UK, which are
outlined below:
Increasing the state pension age:
The state pension age is currently 65 for men. For women born on or before 5
April 1950, the state Pension age is 60. The state pension age for women born
between 6 April 1950 and 5 November 1953 will increase gradually to 65
17

between now and 2018. From November 2018, the state pension age will be 65
for both men and women.19
Under the Pensions Act 2007 the state pension age for both men and women
will gradually increase to 68, meaning that anyone born on or after 6 th April
1978 is due to retire when they are 68.20
However, in December 2013 George Osborne announced that a review by the
Department of Work and Pensions, to be started in the next parliament and
which will report every five years, will decide on future retirement ages based
on ONS life expectancy figures.
Universal single tier pension:
The UK Government is seeking to create a simplified single tier universal
pension. On 18 March 2013, the Government announced that the single-tier
pension will be brought in on 6 April 2016 and will affect people who reach
state pension age from that date. Current pensioners and those reaching state
pension age before the introduction date will not be affected and will continue
to receive their state pension based on existing rules.21
The single-tier pension will:22
be set above the basic level of means-tested support (the Pension Credit
Standard Minimum Guarantee, currently £142.70 per week for a single
pensioner). The current legislative requirement to increase the basic state
pension at least in line with average growth in earnings will also apply to
the single-tier pension;
replace the State Second Pension, contracting out and additions, such as
the Category D pension and the Age Addition. The Savings Credit
element of Pension Credit will also close to pensioners reaching state
pension age after the implementation of the single-tier pension;
require 35 qualifying years of National Insurance contributions (NICs) or
credits for the full amount. There will also be a minimum qualifying
period of between seven and ten qualifying years. Those with fewer than
35 qualifying years, but above the minimum qualifying period will
receive a proportionally smaller single-tier amount;
be based on individual qualification, without the facility to inherit or
derive rights to the state pension from a spouse or civil partner; and

19

http://www.hmrc.gov.uk/payerti/employee/changes/pension-age.htm
State pension age timetables: https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/181343/spatimetable.pdf
21
https://www.gov.uk/government/policies/making-the-state-pension-simpler-and-fairer/supporting-pages/introducing-asimple-single-tier-state-pension
22
Department of Work & Pensions, “The single-tier pension: a simple foundation for saving”, January 2013
20
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continue to allow people to defer claiming their state pension and receive
a higher weekly state pension in return. The deferral rate will be finalised
closer to the planned implementation date. It will no longer be possible to
receive deferred state pension as a lump-sum payment.
It is also worth highlighting the UK Government‟s proposals for autoenrolment. Although they are not linked to the state pension, it is an important
part of the Government‟s proposals to try and ensure more people are better
prepared for old age.
Auto-enrolment23
From October 2012 to October 2017 all employers within the UK will have to
automatically enrol workers into a workplace pension scheme if they:
are aged between 22 and state pension age
earn more than £9,440 a year
work in the UK
Auto-enrolment will be staggered depending on the size of the company, as
illustrated in Table 4.
Table 4: Auto-enrolment deadlines24
Employer size (by PAYE scheme size) or other
description
250 or more members
50 to 249 members
Test tranche for less than 30 members
30 to 49 members
Less than 30 members
Employers without PAYE schemes
New employers Apr 2012 to Mar 2013
New employers Apr 2013 to Mar 2014
New employers Apr 2014 to Mar 2015
New employers Apr 2015 to Dec 2015
New employers Jan 2016 to Sep 2016
New employers Oct 2016 to Jun 2017
New employers Jul 2017 to Sep 2017
New employers Oct 2017

Automatic Enrolment duty date
From
1 October 2012
1 April 2014
1 June 2015
1 August 2015
1 January 2016
1 April 2017
1 May 2017
1 July 2017
1 August 2017
1 October 2017
1 November 2017
1 January 2018
1 February 2018
Immediate duty

To
1 February 2014
1 April 2015
30 June 2015
1 October 2015
1 April 2017
-------------------

The employer must make all the arrangements and the individual need do
nothing to enter into the scheme. Employers also have to pay a minimum
contribution into the pension scheme for their eligible workers. Self-employed
and single person directors can join NEST (National Employment Savings
Trust), a trust-based workplace pension scheme designed to meet the needs of
most people as an individual member.
23
24

Pensions Advisory Service
https://www.gov.uk/government/news/new-timetable-clarifies-automatic-enrolment-starting-dates
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The minimum employers have to pay is 1% of qualifying earnings, rising to 3%
by 2018. There is a minimum total contribution that must be paid into a
person‟s pension pot and the amount is set by the Government. If an employer
decides to contribute the minimum required, the total contribution to an
individual pension pot is as follows25:
Individual pays:
Employer pays:
Government
pays (tax relief):

0.8% of your qualifying earnings rising to 4% by 2018
1% of your qualifying earnings rising to 3% by 2018
0.2% of your qualifying earnings rising to 1% by 2018

1.3 Problems with the current state provision
Although the UK Government has announced a number of changes to the state
pension system, Reform Scotland does not believe they go far enough in
addressing the longer term problems which we outline in this chapter.
Reform Scotland believes that there are two key issues which must be
addressed; the current system is unfunded, and we have an ageing population,
which will make the unfunded scheme more and more unaffordable.
Population
Although the 2011 census indicated that Scotland‟s population was growing and
had reached an all time high, the 2011 census also recorded that for the first
time there were more people 65 and over living in Scotland than there were
under 15. It also marked the first time for at least 100 years that the age group
40 to 64 became the largest age grouping in Scotland, over taking the 15 to 39
year olds. All in all, the census indicated that although we have a growing
population, it is an ageing one, as the tables below illustrate26. Since 1911, the
proportion of the population under 15 has halved, with the actual number falling
by 683,000. Even since 1991, there has been a drop of almost 100,000 in the
number of young people. Although the proportion of 40 to 64 year olds are
growing, very soon they will be added to the pensionable category, and there is
a falling number of people moving into the working age categories.

25
26

http://www.pensionsadvisoryservice.org.uk/automatic-enrolment/how-much-do-i-have-to-pay
National Records of Scotland, December 2012 http://www.scotlandscensus.gov.uk/en/censusresults/rel1asb.html
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Table 5: 1911 to 2011 Scottish population levels by age grouping
1911

1921

1931

1951

1961

1971

1981

1991

2001

2011

Total Scottish population 4,761,000 4,882,000 4,843,000 5,096,000 5,179,000 5,229,000 5,035,000 5,083,000 5,062,077 5,295,400
Number under 15
Percentage under 15
Number aged 15 to 39
Percentage aged 15 to 39
Number aged 40 to 64
Percentage aged 40 to 64
Number aged 65 to 79

1,537,000 1,440,000 1,305,000 1,255,000 1,339,000 1,355,000 1,078,000 958,000
32

29

27

25

26

26

21

907,000 854,000

19

18

16

1,948,000 1,945,000 1,916,000 1,820,000 1,714,000 1,701,000 1,842,000 1,881,000 1,734,000 1,702,000
41

40

40

36

33

33

37

37

34

32

1,018,000 1,205,000 1,269,000 1,513,000 1,577,000 1,529,000 1,404,000 1,474,000 1,616,000 1,849,000
21

25

228,000 257,000

26

30

315,000 441,000

30

29

28

29

464,000

542,000

587,000

597,000

Percentage aged 65 to 70

5

5

7

9

9

10

12

12

Number 80+

30,000

35,000

38,000

66,000

85,000

103,000

124,000

174,000

Percentage 80+

1

1

1

1

2

2

2

3

32

35

612,000 660,000
12

12

193,000 230,000
4

4

Notes - no census in 1941 due to WW2 and mid-year estimate for 1991

Chart 3: Changes in proportion of population in each age grouping 19112011
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These previous censuses show that our population is ageing, and Government
reports would suggest that this trend is going to continue. In October 2011, the
National Records of Scotland published population projections for Scotland up
to 2035.
In this report, the total population of Scotland is projected to increase from 5.22
million in 2010, to 5.49 million in 2020, and to 5.76 million in 2035 (a 10%
increase on the 2010 level).
The increase in population is not projected to be spread evenly across all age
groups - the overall population is going to get older on average, while the
population aged under 60 is projected to remain fairly constant.
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Even after taking account of the planned changes to state pension age described
earlier (progressively reaching 68 between 2044 and 2046), the population of
working age is projected to increase from 3.27 million in 2010 to 3.50 million in
2035 (an increase of 7 per cent compared with 2010).
At the same time, the number of people of pensionable age is projected to rise
from 1.04 million in 2010 to 1.32 million in 2035 (an increase of around 26 per
cent compared with 2010).
Tables 6, 7 and 8 and Chart 4 illustrate the projected change in age profile of
both Scotland and the UK
Table 6: Population projections by age grouping – Scotland27
Total population
Under 15
Percentage under 15
Aged 15 to 29
Percentage aged 15 to 29
Aged 30 to 44
Percentage aged 30 to 44
Aged 45 to 59
Percentage aged 45 to 59
Aged 60 to 74
Percentage aged 60 to 74
Aged 75+
Percentage aged 75+

2010
5,222,100
851,621
16.31
1,035,557
19.83
1,035,794
19.83
1,092,147
20.91
801,346
15.35
405,635
7.77

2015
5,365,374
867,609
16.17
1,034,016
19.27
1,016,544
18.95
1,148,643
21.41
851,319
15.87
447,243
8.34

2020
5,485,846
901,919
16.44
976,857
17.81
1,066,644
19.44
1,117,370
20.37
924,510
16.85
498,546
9.09

2025
5,595,578
906,560
16.20
956,313
17.09
1,125,093
20.11
1,035,440
18.50
983,309
17.57
588,863
10.52

2030
5,685,596
897,566
15.79
971,460
17.09
1,107,057
19.47
1,013,505
17.83
1,040,380
18.30
655,628
11.53

2035
5,755,477
879,795
15.29
1,005,829
17.48
1,051,001
18.26
1,063,949
18.49
1,017,032
17.67
737,871
12.82

2030
71,392,081
12,279,108
17.20
12,808,635
17.94
14,107,943
19.76
12,338,344
17.28
11,807,490
16.54
8,050,561
11.28

2035
73,207,634
12,116,515
16.55
13,542,516
18.50
13,663,720
18.66
12,986,132
17.74
11,980,738
16.37
8,918,013
12.18

Table 7: Population projections by age grouping – UK
Total population
Under 15
Percentage under 15
Aged 15 to 29
Percentage aged 15 to 29
Aged 30 to 44
Percentage aged 30 to 44
Aged 45 to 59
Percentage aged 45 to 59
Aged 60 to 74
Percentage aged 60 to 74
Aged 75+
Percentage aged 75+

27

2010
62,261,967
10,871,743
17.46
12,471,486
20.03
12,725,178
20.44
12,125,538
19.48
9,163,021
14.72
4,905,001
7.88

2015
64,776,044
11,496,741
17.75
12,618,993
19.48
12,544,786
19.37
13,017,828
20.10
9,709,395
14.99
5,388,301
8.32

2020
67,173,341
12,230,851
18.21
12,168,270
18.11
13,185,296
19.63
13,160,923
19.59
10,335,122
15.39
6,092,879
9.07

2025
69,403,740
12,455,335
17.95
12,192,279
17.57
14,037,402
20.23
12,514,475
18.03
10,925,241
15.74
7,279,008
10.49

ONS, National Population Projections, 2010-Based Projections, October 2011
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Table 8: Working age population and dependent percentages 2010-203, UK
and Scotland28
2010

2015

2020

2025

2030

2035

Scotland
Children
Working age
Pension age
Dependants per 1,000 persons of working age
UK
Children
Working age
Pension age
Dependants per 1,000 persons of working age

17.5
62.6
20.0
598

17.2
63.1
19.8
586

17.5
62.9
19.6
589

17.3
62.3
20.5
606

16.9
61.2
22.0
635

16.4
60.8
22.8
645

18.6
61.8
19.5
618

18.8
61.9
19.3
615

19.3
61.9
18.9
617

19.1
61.6
19.3
624

18.4
61.1
20.5
637

17.7
61.0
21.3
639

Dependants per 1,000 persons
of working age

Chart 4: Dependents per 1,000 persons of working age
700
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These figures highlight that although, in 2010, Scotland was actually in a better
position than the UK as a whole, with fewer dependents per 1,000 working age
people, by 2035, the reverse will be the case.
There will also be a larger
increase in the pension age population and a larger decrease in the working age
population in Scotland than in the UK as a whole.
Chart 5 and 6 also compare the projections with Scotland‟s historic population
figures.

28

ONS, National Population Projections, 2010-Based Projections, October 2011 „Pension age‟ takes account of planned
changes in the state pension age.
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Chart 5: Changes in proportion of population in each age grouping 19112035
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Chart 6: Changes in proportion of population of under 15s, working age,
and pensionable age 1911-2035, Scotland
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The problem of Scotland‟s dependency ratios, including its bleaker projections
compared with the UK, was acknowledged in the Scottish Government‟s White
Paper on Independence, Scotland‟s Future, as set out below29:

29

Scottish Government, „Scotland‟s Future‟, November 2013
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―A key factor in the planning of future state pensions is the projected structure of the
population. 'Dependency ratios' are used to help consider this, comparing the numbers of
people of working age against the number of 'dependents' (people of pensionable age and/or
children). Scotland's total dependency ratio, that is the number of children and pensioners
for every 1,000 persons of working age, is projected to remain below that of the UK for the
next 15 years. This dependency ratio is a useful indicator of wider fiscal sustainability, as it
includes all dependents. Beyond the late 2020s, current projections suggest that, without
action to increase the working age population, the total dependency ratio in Scotland and the
rest of the UK will converge and from 2033 onwards will be marginally higher in Scotland
than in the UK as a whole.
―Taking a narrower view, the 'pensioner dependency ratio' compares the population of
people of working age in Scotland with the population of state pension age. This ratio is
projected to be higher than the UK as a whole over the next 20 years.
―Whichever dependency ratio is used, the key issue in terms of broader Scottish population
pressures, relative to the UK, is the lower projected growth in the working age population in
Scotland (four per cent compared with 12 per cent), not higher growth in the pensioner
population. In fact, pensioner numbers are projected to grow at a faster rate in the UK than
in Scotland in the longer term. Between 2012 and 2037 the number of people of state pension
age in Scotland is projected to increase by 27 per cent, lower than the projected increase in
the UK of 31 per cent. The difference between the two rates is projected to widen still further
beyond this point, although projections this far ahead are subject to considerable
uncertainty. The longer-term target must be to grow our working-age population in line with
the projected increase in those dependent on it - pensioners and young people under 16.‖30

These projections have serious consequences for our state pension liabilities.
For example, assuming the current system remains the same this could lead to a
real terms increase in costs of almost £2 billion a year by 2035, or an additional
liability of £1,273 per working age person in Scotland. For the UK as a whole it
would require an additional £25 billion, or an additional liability of £250 per
working age individual, as explained below.
It is worth highlighting that although the cost on a UK basis increases by 29%
compared to 27% for Scotland, because the working age population across the
UK doesn‟t fall by as much as it does in Scotland, the burden placed on the
working population in Scotland will be greater.
Costs of projected population growth on state pension - Scotland
In 2010 there were 1.04 million pensioners, 3.27million people of working age
and, according to PESA, Scotland spent £7.36 billion on old age pensions.

30

Scottish Government, „Scotland‟s Future‟, November 2013
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This gives a ratio of roughly 3.14 working age people to each pensioner and
equates to a rough cost of £7,080 per pensioner, or a liability of £2,252 per
working age person.
Projecting forward, by 2035 there will be 3.5million workers and 1.32 million
pensioners.
Based on the current pensions system and using the 2010/11 cost of £7,080 per
pensioner, this would increase the costs in real terms from £7.36billion to
£9.35billion and increase the liability per worker from £2,252 to £3,525.
Costs of projected population growth on state pension - UK
In 2010 there were 12.1 million pensioners, 38.5million people of working age
and, according to PESA, the UK spent £87.31billion on old age pensions.
This gives a ratio of roughly 3.18 working age people to each pensioner and
equates to a rough cost of £7,215 per pensioner, or a liability of £2,267 per
working age person.
Projecting forward, by 2035 there will be 44.7million workers and 15.6 million
pensioners.
Based on the current pensions system and using the 2010/11 cost of £7,215 per
pensioner, this would increase the costs in real terms from £87.31billion to
£112.55 billion and increase the liability per worker from £2,267 to £2,517

Uncertainty
It is not just demographics which causes alarm with regard to the current state
pension system, but the uncertain future it offers. As we highlighted earlier,
today‟s workers are totally reliant on decisions that will be made by tomorrow‟s
politicians – there are no guarantees.
Even leaving aside what changes may be made to the system in the future, many
individuals are unaware of what the current system would give them in
retirement. For example, a survey of 1,000 women, conducted by the Pensions
Advisory Service, found that only 26% knew how much they would get from
the state when they retired. 36% did not know when their state pension would
be paid and 57% were unaware of whether there was a shortfall in their National
Insurance record.31
31

Shaw. V, “Three-quarters of women in the dark over their state pension”, The Herald, 24 Jan 2014
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2. Public sector pensions
2.1 What they are, who gets them, how much do they cost?
Public sector pensions are pension schemes paid by and operated by the state
for employees who work for, or used to work for, the public sector.
However, whereas it is quite clear that power and responsibility over the state
pension resides at Westminster, the situation regarding public sector pensions is
far more opaque.
Local government, health, education, fire and policing are all devolved and all
have their own public sector pension schemes. The Scottish Government is
responsible for the Scottish Public Pensions Agency, which administers the
NHS and Teachers‟ schemes and advises ministers on the others.
Whilst the Scottish Government has executive competence for the Local
Government, Police and Firefighters‟ schemes in Scotland, Scottish regulations
must comply with UK primary legislation.
Similarly, while the Scottish Government has executive competence for the
NHS & Teachers‟ schemes in Scotland, regulations must comply with UK
primary legislation and the UK Government also exercises tight financial
control over these schemes, which are funded through HM Treasury controlled
Annually Managed Expenditure.32
The limit to Scottish Government competence was set out by John Swinney in
his speech to Parliament on 28 November 2012, where he outlined the Scottish
Government‟s opposition to increasing employee contributions in these
schemes. However, he explained that the UK Government had said that the
Scottish budget would be reduced by £8.4 million for each month that the
Scottish Government fails to implement the increases for the NHS, Teachers',
Police and Firefighters' schemes in Scotland.33

32

SPPA evidence submitted to the Scottish Affairs Select Committee, February 2013
http://www.publications.parliament.uk/pa/cm201213/cmselect/cmscotaf/writev/ref/m06.htm
33
http://www.sppa.gov.uk/index.php?option=com_content&view=article&id=690:pension-reforms&catid=355:publicsector-pension-reforms&Itemid=1436

27

Key extracts from the speech:
“The majority of pensions policy remains reserved. The UK Government sets
the basic terms for public service pensions in Scotland, and I have been
pressing UK ministers to give clarity on the extent to which they plan to allow
the Scottish Government to decide the detail of Scottish schemes and on their
position on the second year of employee contribution increases. Such clarity is
vital to enable us to pursue discussions in good faith in Scotland. That clarity
has emerged only recently, and I regret that it has taken such a long time for the
UK Government to be clear.‖
A combination of the UK Public Service Pensions Bill—which will shortly finish
its House of Commons committee stage—and letters from, and a recent
discussion with, the Chief Secretary to the Treasury have at last provided some
clarity. They have made it clear that current schemes must be closed by April
2015 and new schemes put in their place, although there are protections for
people who are within 10 years of retirement. It is also clear that normal
pension ages must equal the state pension age, or 60 for police officers and
firefighters.
Scottish legislation cannot alter those constraints unless the UK Government’s
pensions bill is amended before it becomes law. The Chief Secretary previously
said:
―if the Scottish Government choose to proceed differently they will have to bear
the cost.‖—[Official Report, House of Commons, 20 December 2011; Vol 537,
c 1216.]
―He has now confirmed that the Scottish Government has even less flexibility
than that on how to design those schemes in Scotland. Notwithstanding those
constraints, I reaffirm the Government’s commitment to engage in meaningful
negotiations with our negotiating partners in order to utilise all remaining
flexibility to deliver schemes that are appropriate to the interests of people in
Scotland. Such flexibility must be affordable and sustainable within the context
of the limitations of existing public finances.”
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Similarly in September 2011 the Chief Secretary to the Treasury, Danny
Alexander, commented
“John Swinney and Alex Salmond are absolutely free to do something on public
sector pensions but they will have to pay the price for doing that in terms of
their own budget.
"That's a choice they are free to make."34
As with state pensions, most public sector pension schemes are defined benefit
schemes and largely unfunded. This includes the Scottish schemes for Teachers,
NHS, Police and Firefighters. The main exception to this is the Local
Government Pension Scheme which is largely a funded, defined benefits
scheme. However, it is funded, in the main, by the appropriate local authorities
and related bodies.
Membership of the main Scottish public sector schemes as at 2011/12 is set out
in Table 9.
The Local Government Scheme is funded, but may be in deficit, as is the case
with five of the six NDPB funds. The others are completely unfunded, meaning
current pensions are paid for out of current employer and employee
contributions, with in-year cash flow surpluses accruing to government and
deficits being funded out of wider government income.
On the basis of the figures below, employee and employer contributions to
Scottish public sector pensions in 2011/12 were £2.9 billion. However, the
amount of pensions paid out was £3.15 billion, leading to a shortfall of
£232million which had to be met by the Scottish Government.

34

http://www.bbc.co.uk/news/uk-scotland-14949883
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Table 9: Membership of Scottish public sector pension schemes, 2011/1235
Scheme

Competence

Financing

Membership

Contribution rates (%
of pens.pay)
Employer

Funded
Local
scheme
government Executively supported by
pension
devolved
payments
scheme
under
Scottish DEL
Unfunded
(Pay As You
Executively
NHS
Go)
devolved
supported via
AME
Unfunded
(Pay As You
Executively
Go)
devolved
supported via
AME

Teacher

Unfunded
(Pay As You
Go)
Executively
supported by
devolved
payments
under
Scottish DEL

Police

Unfunded
(Pay As You
Go)
Executively
Firefighters
supported by
devolved
payments
under
Scottish DEL
Mixture of
PAYG and
Full
funded,
legislative supported by
powers
payments
under
Scottish DEL

Scottish
NDPBs

Active

218,232

Deferred 100,924
Pensioner 139,085
Total

458,241

Active
Deferred
Pensioner
Total

162,376
53,812
80,501
242,877

Active

80,260

Deferred

13,854

Pensioner 60,216
Total

161,228

Active

17,596

Deferred

1,942

16.6% 20.5%

958

276

967

25.06

267

13.50%

Tiered
5% 8.5%

603

296.1

856

25.3

43.1

14.90%

6.40%

352.3

151.3

930.7

23.6

-427.1

151.97

65.44

302.54

9.03

-85.13

28.21

15.03

79.8

2.29

-36.56

20.73

5.26

19.67

0.7

6.32

2114.21

809.13

3155.71

85.98

-232.37

24.70%
Pensioner 14,626
Total

34,164

Active

3,397

Deferred

352

Pensioner

4,777

Total

8,526

Active

2,778

2,778

Deferred

n/a

n/a

Pensioner

1,708

Total

Difference
Est,
between
Pensions
liability contributions
paid (£m)
Employee Employer Employee
(£bn) and pensions
paid (£m)
Tiered
5.5% 12%

Contributions (£m)

Pre 2006
scheme:
21.8%
Post 2006
scheme:
11.5%

Pre 2006
scheme:
11%
Post
2006
scheme
9.5%

Pre 2006
scheme:
11%
Post
2006
scheme:
8.8%

Various

1,708

Trend in Private Sector Pensions
It is worth reflecting on what has been happening to defined benefit pension
schemes in the private sector. In the light of steadily increasing pension costs in
a very difficult general economic environment, more and more employers have
opted to offer new employees a reduced level of pension coverage in a defined
contribution scheme. In this type of arrangement, the employer undertakes to
make regular contributions (typically a percentage of salary/wage) to the
35
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scheme. These contributions are invested along with those of the employee and
the accumulated fund is used to buy a pension on retirement. In this case the
individual is required to take the majority of risks as the final pension will
depend on investment returns prior to retirement as well as on interest rates and
life expectancy when the fund is converted to a pension.
An increasing number of employers are not only closing their defined benefit
schemes to new members but also to the future accrual of benefits by existing
members. Instead, these individuals will typically be offered the opportunity to
accumulate future benefit rights on a defined contribution basis (just as for new
employees).
The shift described above is confirmed by statistics provided by the Pensions
Protection Fund and the Pensions Regulator in their annual Pensions Universe
Risk Profile (the Purple Book) which focuses on the risks faced by UK defined
benefit pension schemes. The 2012 Purple Book provides the following
distribution of defined benefit schemes by status as well as details of how this
distribution has changed over the last 6 years.
Table 10: UK distribution of defined benefit schemes by status 2007-201236
Percentage of schemes
Open
Closed to new members
Closed to future accruals
Winding up
Total

2007
36%
45%
16%
2%
100%

2008
31%
50%
17%
2%
100%

2009
27%
52%
19%
2%
100%

2010
18%
58%
21%
2%
100%

2011
16%
58%
24%
2%
100%

2012
14%
57%
26%
2%
100%

The 2012 Purple Book also provides information on the funding position of UK
defined benefit schemes and, in particular, a hypothetical picture of the
aggregate funding position based on estimated costs of securing the liabilities in
the insurance market. This is purely indicative but it is quite obvious that a very
significant funding gap needs to be plugged.
Table 11: Historical funding figures37
Year
Liabilities
(£billion)
2006
2007
2008
2009
2010
2011
2012

36
37

1,273.5
1,289.3
1,356.0
1,351.6
1,359.2
1,435.5
1,702.6

Aggregate
funding
(£billon)
-504.0
-451.6
-518.6
-571.2
-433.0
-467.0
-675.8

Full buy out
Deficit of
Surplus of schemes
schemes in
in surplus (£billion)
deficit (£billion)
n/a
n/a
n/a
n/a
-520.4
1.6
-572.3
1.1
-436.5
3.5
-470.7
3.7
-677.3
1.5

Funding ratio

60%
65%
62%
58%
68%
67%
60%

Pensions Regulator, Pensions Universe Risk Profile, November 2012
Pensions Regulator, Pensions Universe Risk Profile, November 2012
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It is anticipated that the vast majority of new provision will be on a defined
contribution basis and that there will be a major increase in the number of
people saving for retirement in Scotland and across the UK as a whole.
The Scottish Government‟s report “Pensions in an independent Scotland”,
stated that in 2011/12, 54 per cent of employees were active members of an
occupational and/or personal pension scheme in Scotland, which it noted was
the highest level for the UK. The report also commented that 27 per cent of
self-employed people in Scotland and one per cent of economically „inactive‟
adults were also active pension scheme members.38

Table 12: Active membership of private pensions in Scotland by employees
Employer-sponsored pension
scheme
Any employer-sponsored pension
Personal pensions

Pension type
Occupational pension
Group Personal pension
Group Stakeholder pension
Personal pension
Stakeholder pension

Proportion of employees
35%
11%
3%
51%*
5%
1%
54%**

All private pension participation
*Includes pensions where type of pension is unknown.
**Individuals may belong to an employer sponsored scheme and have their own personal pension.

2.2 Proposed Government changes
As explained earlier, it is far from clear where final authority lies with regard to
the operation of public sector pensions. However, the Westminster Government
seems to hold most of the cards because the grant the Scottish Government
receives is set by Westminster. This means that, as threatened, Westminster
could reduce the Scottish Government‟s grant should it not follow the Coalition
Government‟s proposed reforms.
The UK Government‟s proposed reforms to the largest four public service
pension schemes, (NHS, Teachers, Local Government and the Civil Service)
include linking the pension benefits for public service workers to average salary
rather than to final salary; linking the Normal Pension Age (NPA) to the State
Pension Age (SPA); and increasing the average contributions to be made by
scheme members.

38
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The UK Government‟s reforms also cover the uniformed services (Police, Fire
Service and Armed Forces) although the proposals are slightly different for
these schemes, where an NPA of 60 is proposed. The proposed reforms apply
to all members except members within ten years of their NPA on 1 April 2012,
who will have their pension calculated according to the rules in place prior to
the introduction of the proposed reforms.39
The Pensions Policy Institute (PPI) published a report into the implications of
the reforms in May 2013. Niki Cleal, the Director or the PPI, commented:
―The PPI’s analysis suggests that the combined impact of the Coalition
Government’s proposed reforms is to reduce the average value of the pension
benefit for all members of the NHS, Teachers, Local Government and Civil
Service pension schemes from 23% of a member’s salary before the Coalition
Government’s reforms, to 15% of a member’s salary after the Coalition
Government’s reforms, a reduction in the average value of the pension benefit
for members of these four schemes of more than a third.‖
―Nevertheless, even after the Coalition’s proposed reforms the benefit offered
by all four of the largest public service pension schemes remains more valuable,
on average, than the pension benefit offered by Defined Contribution (DC)
schemes that are now most commonly offered to employees in the private sector,
into which employers typically contribute around 7% of a DC scheme member’s
salary.‖
Chris Curry, PPI Research Director, added: ―The impact of the Government’s
reforms on members of the public service pension schemes will vary for scheme
members with different characteristics. High-flyers with fast salary progression
may see a larger reduction in the value of their public service pension under the
Government’s proposed reforms than scheme members with more modest salary
progression.‖
―The reforms will also reduce net government expenditure on unfunded public
service schemes from around 1.1% of GDP by 2065 under the current system to
around 0.8% of GDP in the reformed system – a reduction of around a
quarter.‖

39
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2.3 Problems with current public sector pensions
Reform Scotland believes that the current structure of public sector pensions is
one of the biggest problems facing our pension system. This is not because they
are so-called “gold-plated” or because of their cost per se, but because of the
way most public sector pensions are funded; or unfunded as the case should be.
When the UK Government introduced reforms to public sector pensions, there
were trade union posters and leaflets with the phrase “hands off my pension” 40.
This is the key to the problem with unfunded public sector pensions – there is
no individual pension pot that the Government is trying to get their hands on.
Rather, in simplistic terms, defined benefit unfunded pension schemes are little
different to a tax with the contributions from today‟s public sector workers
paying today‟s public sector pensioners.
Reform Scotland accepts that this problem may be one that is largely caused by
the failure of successive governments to adequately fund the pension schemes.
Whilst it may seem unfair to those working in the public sector and the trade
unions to change the scheme, Reform Scotland believes the current system must
be changed because the Government (both UK and Scottish) is making a
promise to public sector workers which it simply cannot afford to keep. At
some point, there needs to be an intervention to stop the cycle and we believe
that must be now.

40
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3. Pension systems around the world
3. 1 Introduction
The Melbourne Mercer Global Pension Index compares retirement income
systems around the world and rates them based on their adequacy, sustainability
and integrity. The annual reports, which have been published each year since
2009, benchmark each country‟s retirement income system using more than 50
questions. They highlight the shortcomings in each country‟s system whilst
suggesting possible areas of reform that would provide more adequate
retirement benefits, increased sustainability over the longer term and/or greater
trust in the pension system.
The following diagram illustrates the different topics considered in helping
reach each country‟s score out of 100.

Calculating the Melbourne Mercer Global Pension Index41
Benefits
Savings
Tax support
Benefit design
Growth assets

Adequacy

40% of score

Coverage
Total assets
Contributions
Demography
Government debt

Sustainability

35% of score

Regulation
Governance
Protection
Communication
Costs

Integrity

25% of score

Table 13 below outlines the results of the 2013 rankings.

41

Mercer, “Melbourne Mercer Global Pension Index”, October 2013

35

Table 13: Melbourne Mercer Global Pension Index 201342
Country
Denmark
Netherlands
Australia
Switzerland
Sweden
Canada
Singapore
Chile
UK
Germany
USA
Poland
France
Brazil
Mexico
China
Japan
Korea (South)
India
Indonesia

Overall Index
grade
80.2
78.3
77.8
73.9
72.6
67.9
66.5
66.4
65.4
58.5
58.2
57.9
53.5
52.8
50.1
47.1
44.4
43.8
43.3
42.0

Adequacy
75.2
76.6
75.6
72.6
65.2
72.4
59.0
58.6
68.2
69.7
56.6
64.4
71.7
63.3
51.9
61.1
47.9
43.7
41.2
29.8

Sub-index grades
Sustainability
86.1
74.1
73.0
69.0
74.5
57.9
67.5
65.6
48.0
36.8
57.8
42.6
31.7
26.0
50.8
28.9
28.9
41.0
40.8
37.7

80.0
87.0
88.1
82.9
81.5
74.5
77.2
79.9
85.4
71.1
61.2
68.9
55.1
73.6
46.0
50.0
60.5
47.9
50.3
67.3

Average

60.0

61.2

51.9

69.4

Integrity

The 2013 index, which was published in October 2013, gave the UK a score of
65.4, giving it a „B‟ grade status, meaning “A system that has a sound structure,
with many good features, but has some areas for improvement”.43
It should be noted that the UK only just made this classification, which runs
from 65 to 75, though it is an improvement on the „C‟ grade awarded in 2012‟s
index.
Denmark, with a score of 80.2, was the only country given an A grade rating,
while Australia and the Netherlands were the only countries given a rating of
B+.

3.2

Australia

The Australian system is particularly interesting as its key components, the
means-tested age pension and mandatory work-related defined contribution
pension, are similar to our proposals for the UK.
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Compared to other industrial nations, Australia has a low level of public
spending on old-age pensions and has high individual saving rates and rapidly
growing retirement savings.44
The mandatory “Superannuation Guarantee” programme was created by the
Keating Labor Government in 1992. The programme requires employers to
contribute 9 percent of earnings, rising to 12 percent by 2020, to a taxadvantaged retirement plan for each employee aged 18 to 70 who earns more
than a specified minimum amount.
While these contributions could go to a traditional defined benefit plan with
specified minimum benefits, they overwhelmingly go to individual retirement
savings accounts in a “Superannuation Fund.” Over 90 percent of employed
Australians have savings in a Superannuation account, and the total assets in
these accounts now exceed Australia‟s Gross Domestic Product.45
Under the means tested age pension, roughly half of retirees get a full benefit, a
quarter get a partial benefit, and the remaining quarter receive no benefit
because their income and/ or assets are too high.
In this address from 2007, Paul Keating explains why he sought to change the
Australian system – highlighting the demographics that the country was facing,
and therefore offering a lesson for the UK:
―The point is the Labor Government in which I was Treasurer had the foresight,
as far back as 1983, to see that the demographic bulge in the Australian
population beginning in 2010 and rising through 2030 was a major problem,
and that something substantial had to be done in dealing with it. And done
early. Fortunately, the action taken since 1985–86 in increasing award then
mandatory contributions to superannuation, now to a level of nine percentage
points of wages, will save future generations from the budgetary stress that
would otherwise have been occasioned by the sole call on the age pension
system. We have at least got that far.” 46

Australia is one of only two countries given a B+ rating in the 2013 Global
Pension Index.
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Agnew. J „Australia‟s Retirement System: Strengths, Weaknesses, and Reforms‟, Issue in Brief, Center for Retirement,
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Australia‟s retirement income system comprises a means-tested age pension
(paid from general government revenue); a mandatory employer contribution
paid into private sector arrangements (mainly defined contribution plans); and
additional voluntary contributions from employers or employees paid into these
private sector plans.
The report suggested that the overall index value for the Australian system
could be increased by:
introducing a requirement that part of the retirement benefit must be
taken as an income stream
increasing the labour force participation rate amongst older workers
introducing a mechanism to increase the pension age as life expectancy
continues to increase
increasing the minimum access age to receive benefits from private
pension plans so that retirement benefits are not available more than five
years before the age pension eligibility age.
Further information below about the Australian system is taken from Pension
Funds Online.47
Pension System Design
Australia has a three-pillar pension system. The first, public pillar, is composed
of a means-tested, tax-financed Age Pension that provides basic benefits. The
second pillar forms the backbone of the Australian pension system, and is made
up of funded individual pension accounts provided by superannuation funds.
The third pillar involves individuals contributing to their superannuation funds
or to Retirement Savings Accounts (RSAs).
Public Pensions
Australia's state pension system operates on a non-contributory basis and is
financed by general tax revenues. The Age Pension provides means-tested
benefits for men over 65, but at different ages for women, based on their date of
birth. By 2014, however, the age limit will be set at 65 for both men and
women.
The Age Pension currently pays $670.90 (AUD) for single people and $505.70
(AUD) each for couples, per fortnight. This excludes a possible means-tested
Pension Supplement payment, which can pay up to $58.40 (AUD) a fortnight
for singles and $88.00 (AUD) a fortnight for couples (combined).
47

http://www.pensionfundsonline.co.uk/content/country-profiles/australia/80
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In addition to this state pension, the government set up The Future Fund through
the Future Fund Act 2006. The fund was created to meet unfunded public sector
superannuation liabilities and its finances have come from budget surpluses and
the privatisation of Telstra, the telecommunications firm. The Fund held $67.35
billion (AUD) of assets in 2010.
The Act states that money may not be withdrawn from the Future Fund until
2020, except for meeting operating costs or unless the Future Fund's balance
exceeds the target asset level as set by the Future Fund Act.
Apart from the Military Benefits Superannuation Scheme, most public defined
benefit superannuation schemes are now closed to new members and have been
replaced by fully funded accumulation schemes.
Occupational Pensions
Australia introduced compulsion in 1992, when it made contribution into the
superannuation fund system mandatory for all employees older than 17 and
younger than 70 earning more than $450 (AUD) a month. This is a defined
contribution (DC) system that requires a minimum contribution to a
superannuation fund. Before the compulsory superannuation system was
introduced, DB schemes were the more popular form of occupational pension
provision.
The country has a number of types of superannuation funds including industrywide funds and retail funds, which are offered to the public and to employers by
financial service providers. Employees may make voluntary contributions and
employer contributions are subject to an annual cap of $50,000 (AUD).
Employee contributions are matched by a factor of 1.5 additional up to $1,000
(AUD) per year by the government. This matching contribution is made for
employees earning less than $58,980 (AUD). Employer contributions are taxdeductible up to certain limits, while employee voluntary contributions are
entitled to limited tax breaks. Pension payments, too, are entitled to tax breaks,
but these are under review.
Personal pensions
Retirement savings accounts (RSAs) are low-cost pension schemes offered by
deposit-taking institutions or life insurance companies. They operate under the
same tax rules as superannuation accounts.
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3.3

Denmark

Denmark is the only country given an A grade by the index.
Denmark‟s retirement income system comprises a public basic pension scheme,
a means-tested supplementary pension benefit, a fully funded defined
contribution scheme, and mandatory occupational schemes.
Although identified as the best pension system, the index suggests that
Denmark‟s grade could be increased by:
raising the level of household saving
introducing arrangements to protect the interests of both parties in a
divorce
increasing the labour force participation rate amongst older workers
providing greater protection of members‟ accrued benefits in the case of
fraud, mismanagement or provider insolvency.
Further information below about the Danish system is taken from Pension
Funds Online.48
Pension System Design
The Danish pension system is composed of a public pension pillar, two
statutory occupational schemes, voluntary occupational and voluntary private
pension savings. Voluntary occupational pension plans are in fact mandatory,
given collective agreements between social partners.
Public Pensions
The 'folkepension' is a universal means-tested basic pension financed by general
tax revenues and consists of three elements:
- Annual basic amount – is reduced only if labour income is received
- Pensioners supplement - labour income, capital income and spouse income
reduce the supplement
- Supplementary pension benefit – means-tested
It is funded through a PAYG system and tax-financed from general budget
revenues, where the central government reimburses municipalities for their
pension expenditures.
48
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The legal claim to receive public pension benefits is subject to certain
conditions. The normal retirement age is currently 65 years but will increase to
67 during the period 2024-2027 by half a year each year. From 2025 onwards,
the statutory retirement age will be indexed to life expectancy taking into
account increasing longevity.
The minimum qualifying period for Danish citizens is 3 years of residence
between the age of 15 and 65/67 and 10 for non-Danish citizens (including the
last 5 before retirement). The full basic amount is earned after a full forty years
of residence in Denmark.
Occupational Pensions
Compulsory occupational pension scheme
ATP Livslang Pension
Employees aged between 16 and 67 are covered under the scheme. All wageearners in Denmark with more than 9 hours of paid work per week pay ATP
contributions to complement the national scheme. The ATP has the same age
requirements as the folkepension, hence one has to retire at 65 (67 from 2027),
and there is no minimum qualifying period. The employer pays two-thirds of
the ATP contribution, and the employee one-third. The amount paid depends
solely on the number of hours worked. The maximum contribution for a fulltime employee in the private sector corresponds to 1% of the earnings of an
average full-time employee. Pension benefits depend on how long contributions
were paid and accounts for a maximum of 41% of the state basic pension. The
pension is paid out either as a lump sum if the balance is small (below a set
amount) or in the form of an annuity and is subject to taxation.
'Voluntary' occupational pension schemes
Despite there being no statutory requirement for additional occupational
pension provision, plans that have been introduced by collective agreement by
the relevant employer associations and unions are compulsory for all companies
covered by the agreement with only limited opt-out opportunities. On average,
the contribution rate amounts to 15% of income with the employer contributing
2/3 of that rate. The overwhelming majority of these schemes (more than 90%)
are defined contribution schemes.

Pension funds
Only about one-third of voluntary occupational schemes in Denmark are funded
using a single company pension fund, the vast majority use an industry-wide
41

pension fund. The company pension fund is playing an ever-diminishing role.
This reflects the Danish industrial structure with many small and medium-sized
companies making the industry-wide pension funds more cost-effective.
Group insurance schemes
Insurance arrangements are the most popular form of funding for voluntary
occupational schemes in Denmark, as well as for the mandatory ATP schemes,
with about two-thirds of voluntary occupational schemes being funded by
insurance schemes.
Bank schemes
Retirement benefits can also be funded through a bank using special savings
accounts, which are also applicable for third pillar pension provision.
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4. Universal Contributory Pension
An uncertain future
The Chancellor recently announced proposals to increase the state pension age,
linking it to life expectancy, a move which is logical when considering our
collective life expectancy is increasing and, particularly in Scotland, the older
generation is growing at a faster rate than the younger one.
However, how does an individual in their twenties or thirties, or even in their
forties, know when they will be able to collect the state pension? The truth, and
something that is not emphasised enough, is that they don‟t. In reality they have
no clue, not only about when they can claim the pension, but also about how
much they will receive.
These individuals, indeed all individuals under the current state pension age, are
totally reliant on politicians and policy makers, as well as the performance of
the economy, over the next twenty, thirty or forty years that they are working.
Promises and pledges from politicians of any party today with regard to the
current state pension system, whether in Scotland or across the UK, are
meaningless to younger workers.
In all likelihood, the politicians that will be deciding upon the rules governing
the state pensions that will affect people currently in their twenties are not even
born yet.
As a result, it is impossible to say with any certainty what these individuals can
expect in old age from the state.
Reform Scotland believes this level of uncertainty to be a deeply worrying
situation, and one that should alarm many people.
Unfortunately, there can be a misunderstanding that by paying National
Insurance, a person is somehow contributing towards the cost of their future
state pension. National Insurance, as currently constituted, is simply another
form of taxation which is used to pay current government expenditure. A
majority of the receipts from National Insurance are paid into the National
Insurance Fund, which is used exclusively to pay for contributory benefits.
However, the fund works on an unfunded „pay-as-you-go‟ basis,49 with today‟s
contributions largely paying for today‟s recipients.

49
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For example, National Insurance Contributions raised £102bn across the UK
and £8.4bn in Scotland in 2011/12, while the amount spent on pensions was
£94bn for the UK and £7.9bn in Scotland.
Someone may have been paying National Insurance, but that does not mean that
they own a pension pot that can be relied on in old age. As a result, there is a
danger that many individuals assume that the state will be there to provide for
them when they retire and they don‟t need to concern themselves with it.
Reform Scotland believes that it is vital that individuals who can, do contribute
towards their retirement income. However, we do not believe that the current
system, not just with regard to the state pension, but any defined benefit
scheme, adequately provides an individual with any control over their future or
security.
Pensions for public sector workers are largely unfunded defined benefit
schemes. The total cost of current pensions for public sector employees in
Scotland was £3.15bn in 2011/12 (this does not include pensions paid to UK
Government public sector workers which is allocated to Scotland). £2.9bn of
this is made up from both employee and employer contributions, with the
Scottish Government adding the £232m shortfall.50 £3.15bn represents about 8
per cent of the Scottish Government‟s budget.
According to the 2012 Pensions Universe Risk Profile (the Purple Book), in the
private sector, only 14% of defined benefit schemes were open to new members
in 2012, down from 36% in 2007. Of the remaining schemes, the assets are
about 60% of the liabilities so there is a considerable reliance on the companies
to continue to support them. This relationship between the individual and
company has shifted the provision of pensions in the private sector to defined
contribution schemes where the employee pays a percentage of salary into an
employee‟s pension pot.
As a result, Reform Scotland has proposed a new pension scheme, the Universal
Contributory Pension, which is a funded scheme and can offer each individual
greater knowledge of, as well as security and control over, their retirement
income.
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Reform Scotland’s Universal Contributory Pension
Reform Scotland‟s proposal is that all workers need to have a defined
contribution funded pension to pay for their old age. However, we don‟t think
this need be provided by the state.
We would argue that instead of employees paying National Insurance and
supposedly paying towards their pension but without any guarantee of what or
when they will receive it, workers should pay a mandatory percentage of salary
into a defined contribution pension scheme of their choice that can, if they wish,
start to pay out after the age of 60.
As individuals would stop paying National Insurance, the role of the state would
then only be to provide a means tested, minimum guaranteed income in old age,
which it currently does through the Pension Credit. As a result, the state
pension would be phased out over the next 45 years to take account of
individuals who had contributed National Insurance in the past.
The money that individuals paid into the mandatory pension scheme of their
choice, in addition to the tax-relief paid by the Government, would become
their pension pot. Every individual would know how much their pot was worth,
and how that pension was managed. In addition, the pension pot would be fully
transferable so that an individual could remain in the same scheme if they
changed jobs, regardless of whether in the public or private sector. It would
also allow an individual to choose to retire and start receiving their pension after
60, independent of the state pension age determined by government.
Importantly, the government, whether today or at some point in the future of
their working lives, could not take that money away from them. This is in stark
contrast to the current situation.
Not only would people be in control of their own future, but it is likely that they
would be considerably better off in old age. Such a scheme would also relieve
the burden placed on the next generation as each generation would provide for
their own retirement.
Reform Scotland has proposed some additional changes to the tax system to pay
for this proposal, which are explained below, but the result is that the lowest
earners would not be worse off through being part of the Universal Contributory
Pension (UCP).
In addition, it would allow for pension pots to be transferred on death.
Currently, if someone dies before reaching the state pension age, they have no
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pension pot and their family have no claim. However, if someone has
contributed towards their own pension pot, they have a claim on that pot and
that money can be passed on, so it is not lost. We would suggest that following
the death of an individual, if they have not taken out an annuity, any money
remaining in their pension pot should be put into the pension pots of those who
inherit it, free of inheritance tax.
The UCP would apply to all workers both in the public and private sectors. We
would propose that all public sector schemes are closed for new members and
stop accruing for existing members. This would be replaced by the UCP,
although the level of contributions as a percentage of salary could be negotiated
above the minimum rate.

How it would work
Reform Scotland envisages that the UCP would be administered along the same
lines as the Government‟s auto-enrolment scheme, with the crucial exception
that employees will not be allowed to opt-out.
We would propose that all employees in both the public and private sectors pay
a mandatory pension contribution, which their employer deducts from their
salary and pays into a Defined Contribution scheme of the employee‟s choice as
part of the UCP. We believe that this mandatory contribution should begin at 8
per cent, though increase to at least 10 per cent over time. Employees may top
up their pensions so that the total contribution comes to £20,000 per annum.
All pension contributions under the UCP would receive a flat rate of tax relief
from the Government irrespective of the amount and rate of tax paid by the
beneficiary. Currently, someone earning £25,000 pa paying £4,000 towards
their pension would receive £800 tax relief (20% basic rate), but someone
earning £50,000 pa and also paying £4,000 towards their pension receives
£1,600 tax relief (40% higher rate). Reform Scotland believes that everyone
should receive tax relief at the basic rate of tax, regardless of the rate of tax they
pay.
The scheme should be free from capital gains tax and tax on dividends. Any
income paid out of the pension scheme is treated as income of the beneficiary
and would be subject to income tax at the prevailing rate. Beneficiaries may
start to draw down on their scheme after the age of 60. Again, this is in stark
contrast to the current state pension system, where no current politician can
possibly give an honest answer to anyone under 50 about what age they will be
able to start claiming the state pension.
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As employees would be paying into their own pension pot, changes should be
made to the National Insurance system to take account of this. There are many
ways in which these proposals could be paid for, and ways that the National
Insurance system could be amended to take account of the new pension system.
However, the one the Reform Scotland suggests would see employees‟ National
Insurance scrapped, and instead 7p added on to each rate of income tax initially
to balance the cost of scrapping NI. However, over time the additional tax
could be reduced as the burden of the current state pension falls away.
Employers‟ National Insurance would be retained and renamed as a payroll tax.
We would also increase the personal allowance to £12,000. This would ensure
that those on the lowest incomes were better off and not disadvantaged by the
introduction of the mandatory contribution.
Scrapping National Insurance and adding 7p on to all rates of income tax would
also end the current situation whereby higher earners pay a lower rate of
National Insurance on income over £797 per week.51
As people will now have their own guaranteed pension pot, we would phase out
the state pension over the next 45 years. Everyone who has up until now paid
National Insurance would be entitled to some level of state pension. To achieve
this, we would agree with the Civitas report “Beyond Beveridge” which
recommends that entitlements based on contributions up to the time National
Insurance is scrapped should be honoured by freezing people‟s NIC records,
indexing their existing entitlement to take account of inflation, and paying this
amount as a weekly or monthly pension from when they retire.
The means-tested Pension Credit would be left in place to guarantee a minimum
income in retirement.

51

Seely. A, “National Insurance contributions : an introduction”, House of Commons Library, November 2013
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Funding the proposals
Reduction in government revenue = £54.3bn
Increasing the personal allowance to £12,000 pa would reduce income by
roughly £12bn52
Scrapping employees‟ National Insurance would reduce income by roughly
£42.3bn 53
Increase in government revenue = £45bn, increasing to £65bn as the state
pension is phased out.
Give everyone a basic level tax relief on pensions of 27%. (taking account
of the proposed new basic rate tax level) would increase government
revenue by roughly £5bn.54
Increase of 7p on all rates of Income Tax would increase government
revenue by roughly £40bn55
Taper towards ending state pension and introduction of means testing, could
increase government revenue by up to £20bn a year, though eventual
savings could be far higher56
Therefore, once the impact of ending the state pension began to be realised, this
policy saves the Government money as well as giving people greater security in
their retirement. We would also expect that as the savings from changing the
state pension begin to be realised, the increase in income tax could be reduced.

Cost of the proposals to individuals
Reform Scotland would envisage that, as is the case with the auto-enrolment
proposals, the employer deducts the mandatory defined contribution of 8% from
salary and adds that to the employee‟s pension fund. Due to the tax proposals
we have set out, this will not mean that lower earners are worse off or face a pay
cut, as illustrated in Table 14.
52

http://www.hmrc.gov.uk/statistics/taxpayers/table1-4.pdf There were 30 million UK taxpayers in 2012/13. If they were to
all receive an additional £2k of tax free income, this would be a loss of £400 per taxpayer, resulting in a total loss of £12bn.
53
Written parliamentary answer (http://www.theyworkforyou.com/wrans/?id=2012-01-11a.87899.h&s=office) Employers‟
National Insurance raised £55.5bn in10/11. According to GERS Total NIC amounted to £97.8bn in 10/11.
54
According to the Pensions Policy Institute, the total cost of tax relief on pension contributions was £28.5bn in 2010/11.
25% of this went to base rate payers, 55% to higher rate payers and 20% to additional rate payers.
https://www.pensionspolicyinstitute.org.uk/uploadeddocuments/20130715_Tax_Relief_for_Pension_Saving_in_the_UK.pdf
Crudely, to give a flat rate of 27% for everyone would decrease relief to higher rate payers from £15.7bn to £10.58bn;
decrease relief to additional rate payers from £5.7bn to £3.4bn; and increase for base rate payers from £7.1bn to £9.6bn.
55
http://www.hmrc.gov.uk/statistics/tax-statistics/table2-6.pdf using 13/14 figures- £80.8bn raised in base rate, £42.5bn in
higher rate and £29.4bn in additional rate
56
Saunders. P, “Beyond Beveridge”, Civitas, November 2013

48

Table 14: Impact of mandatory pension contribution
Salary

Current
Income
tax

Current
NIC

£12,000
£512
£13,000
£712
£14,000
£912
£15,000 £1,112
£20,000 £2,112
£50,000 £9,822
£100,000 £29,822
£250,000 £98,598

£510
£630
£750
£870
£1,470
£4,214
£5,214
£8,215

Net
Pay

Income
tax under
new
proposal
(increase
of 7p &
£12k
personal
allowance)
£10,978
0
£11,658
£270
£12,338
£540
£13,018
£810
£16,418
£2,160
£35,963
£13,858
£64,963
£37,358
£143,187 £112,858

Mandatory
Govt tax
Net
pension
relief
Pay
contribution contribution
towards
pensions
(27%)

£960
£1,040
£1,120
£1,200
£1,600
£4,000
£8,000
£20,000

£259
£281
£302
£324
£432
£1,080
£2,160
£5,400

£11,040
£11,690
£12,340
£12,990
£16,240
£32,142
£54,642
£117,142

Total Annual Net pay
pension
difference
contribution per year

£1,219
£1,321
£1,422
£1,524
£2,032
£5,080
£10,160
£25,400

£62
£32
£2
-£28
-£178
-£3,821
-£10,321
-£26,045

Benefits of Reform Scotland’s system over the current system
People have knowledge of, as well as security and control over, the assets
that will provide them with their retirement income
People can choose to start taking their pension from 60, before the state
pension age
People will know each year what their pension pot is worth, what that
would give them when they retire and can therefore make decisions, such
as when to retire, if and when to take out an annuity, or whether to make
additional contributions, based on their own circumstances
Everyone receives the same level of tax relief, irrespective of the rate or
amount of tax they pay
People own their pension pot, and, as such, that pot can be passed on to
others if someone dies before starting to draw on it
It would relieve the burden placed on the next generation as each
generation would provide for their own retirement
The growth in demand for private pensions would also encourage different
types of providers, such as mutuals, friendly societies and public sector
organisations, to be set up. For example, this could be done along the lines of
NEST, or a Scottish variation of NEST. (NEST is a non-departmental public
body accountable to Parliament through the Department for Work and Pensions.
Any UK employer can use NEST to meet their new workplace pension duties,
no matter how large or small their organisation57). As well as public sector
sponsored alternatives, other bodies, such as unions, would also be able to
manage UCP schemes as has happened in Australia.
The Appendix gives some illustrations of what the pension pots could deliver in
terms of a pension.
57

http://www.nestpensions.org.uk/schemeweb/NestWeb/public/whatIsNEST/contents/introducing-nest.html
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Net pay
difference
per year if
already
contributing
8%
voluntarily
towards a
pension
£1,022
£1,072
£1,122
£1,172
£1,422
£179
-£2,321
-£6,045

What it means for defined benefit pensions, including the public sector
Just as the state pension is currently unfunded, so too are some defined benefit
schemes, which include many public sector pensions. This is unsustainable,
both for Scotland and the UK as a whole. Chapter two explains the issues
facing public sector pensions in greater detail.
Just as is the case with the state pension, unfunded defined benefit schemes
have no individual pension pot. Today‟s public sector workers are paying
contributions which largely pay for the pensions of today‟s public sector
pensioners.
Therefore, the same problems exist with regard to a lack of
security and control over an individual‟s retirement.
The issue with public sector defined benefit pensions is one that has been
caused by successive governments failing to adequately fund the pension
schemes. Whilst it may seem unfair to those working in the public sector and
the trade unions to change the scheme, Reform Scotland believes the current
system must be changed because the Government (both UK and Scottish) is
making a promise to public sector workers which it simply cannot afford to
keep. At some point, there needs to be an intervention to stop the cycle, and we
believe the UCP can be that intervention.
Reform Scotland wants to see all workers, regardless of whether they work in
the private or public sector, saving towards their old age. We would argue that
all public sector pension schemes should close to new members and stop
accruing for existing members, and that public sector workers move towards the
UCP mandatory work-place pension scheme. As well as moving away from an
unfunded pay-as-you-go system, where contributions are really a public sector
worker tax contributing towards government expenditure, such a move would
give public sector workers their own pension pot, which they don‟t currently
have. Employers can choose to add to the 8% pension contribution made by the
employee, and this could form part of a new remuneration package to replace
defined benefit schemes.
We believe that the UCP would give all workers, including those within the
public sector, greater knowledge of, as well as security and control over, their
retirement income. It will allow them to make decisions based on their own
circumstances and, as mentioned above, the public sector will still be able to
manage pension schemes. However, individuals in the public sector will now
have their own pension pot. We believe that our proposals would help to begin
to bridge the divide between public sector defined benefit recipients and those
in the private sector with less generous pensions.
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5. Conclusion
Reform Scotland would agree with the Scottish Government‟s assessment of the
UK pension system as one that has been mismanaged by successive
governments. As a result, far too many people are under-saving for their
retirement.
This is a difficult nettle to grasp. The State Pension costs £7.9bn in Scotland and
£93.7bn across the UK as a whole, representing about 14 per cent of all public
sector current expenditure. We believe that the key issue is to move the
pensions system from one which is pay-as-you-go to a fully funded one. The
secondary issue is how this is achieved, and we believe that this paper sets out
how this can be done.
The long term objective of any government should be to ensure that people have
sufficient financial resources to provide for their retirement and to provide a
safety net to protect them if such resources fail to be adequate. This needs to be
balanced by ensuring that the burden for provision of pensions is not left to
successive generations to bear.
The Government will now be responsible for sponsoring, regulating and
underpinning pensions, rather than fully funding them.
We believe that the long term solution is for every UK citizen, regardless of
whether they work in the public or private sectors, to have a mandatory defined
contribution scheme, the Universal Contributory Pension (UCP) that is funded
as part of their employment. A similar system already exists in Australia and
we should be looking at how we can emulate its success in the UK.
The 45 year transition, which takes account of the phasing out of the state
pension, is also an opportunity the Government should take to examine issues
such as improving the ability to transfer or consolidate different pension
schemes an employee may have built up from different employers into a UCP.
The current UK pension system leaves too many unanswered questions. The
UCP system outlined by Reform Scotland in this report allows those questions
to be answered; is costed and affordable; and learns from best practice
elsewhere. We, therefore, believe that the UCP offers the best way forward for
managing pensions in the future, regardless of whether that is introduced by a
UK Government at Westminster or a Scottish Government at Holyrood.
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7. Glossary
Defined benefit

A pension scheme which stipulates what is paid out as a pension once
the individual is retired, regardless of what is paid in. These include
final-salary schemes.

Final salary
schemes

A final salary pension scheme is a form of defined benefit which
provides for a percentage of final salary to be paid annually.

Defined
contribution

A scheme which pays out a pension based on what has been
contributed into the scheme. A defined contribution scheme is by
definition always fully funded.

Funded

Pensions schemes in which employee and employer contributions are
invested to earn a return that is calculated to cover the costs of
providing pension to members in the scheme.

Unfunded

Pension schemes which are not backed by dedicated investment funds
but are funded from contributions from active scheme members and
their employers.
Pension payments not covered by contributions from employees are
met by the employer. The Government pension schemes are largely
unfunded and government pays out of current revenue.

Pension deficit

The amount by which a funded pension scheme is estimated not to
cover all the future costs of providing pensions. [A pension surplus is
where the pension scheme is over funded]

Occupational
pensions

Pensions provided by the public or private sector employer that form
part of the remuneration package

Personal
pensions

Arrangements between an individual and
a private pension provider and can also form part of workplace
provision.
There are three types of personal pensions:
group personal pensions, where the employer chooses the pension
provider and commits to paying contributions;
individual personal pensions which can be used by anyone to
supplement their occupational pension scheme;
stakeholder pensions which are required to meet certain minimum
standards set by Government.
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8. Appendix
What the Universal Contributory Pension could be worth
The size of a pension pot over a 45 year working life is determined by three
variables:
1. The % contribution of salary. This is assumed to be constant over the
period at 10% of salary. In practice if 10% was the minimum level many
employees will contribute additional amounts at certain points in their
working life.
2. Salary inflation. Salary inflation is usually higher than actual inflation.
This is because during a working life employees get increases to reflect
greater experience, knowledge and seniority. A 4% salary increase is in
line with average lifetime increases.
3. Investment growth. Typically pensions have been invested in long term
assets that over time will outperform inflation. The equity market in any
30 year period since 1900 has beaten inflation by between 4% and 8%,
therefore we have assumed a 6% investment yield over inflation
assumption of 2% as a conservative 4% net yield over inflation.
The conclusion is that a 10% salary contribution on these assumptions would
create a pot on retirement at 65 of £475k which in today's values is worth £195k
on a salary today of £12,000
Salary Inflation
Contribution
Investment Growth
Cost of living
Year
Salary
1
12,000
2
12,480
3
12,979
4
13,498
5
14,038
6
14,600
7
15,184
8
15,791
9
16,423
10
17,080
11
17,763
12
18,473
13
19,212
14
19,981

4.00%
10.00%
6.00%
2.00%
Contribution
1,200
1,248
1,298
1,350
1,404
1,460
1,518
1,579
1,642
1,708
1,776
1,847
1,921
1,998

NPV
Fund
1,200
2,520
3,969
5,557
7,294
9,192
11,262
13,517
15,970
18,636
21,531
24,670
28,071
31,754

195,010
0
0
0
0
0
0
0
0
0
0
0
0
0
0

Annuity
100%
Fund
195,010
194,711
194,153
193,318
192,182
190,724
188,918
186,740
184,160
181,149
177,677
173,710
169,212
164,146

salary
Salary
12,000
12,240
12,485
12,734
12,989
13,249
13,514
13,784
14,060
14,341
14,628
14,920
15,219
15,523
54

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45

20,780
21,611
22,476
23,375
24,310
25,282
26,293
27,345
28,439
29,577
30,760
31,990
33,270
34,600
35,984
37,424
38,921
40,478
42,097
43,781
45,532
47,353
49,247
51,217
53,266
55,396
57,612
59,917
62,313
64,806
67,398

2,078
2,161
2,248
2,337
2,431
2,528
2,629
2,735
2,844
2,958
3,076
3,199
3,327
3,460
3,598
3,742
3,892
4,048
4,210
4,378
4,553
4,735
4,925
5,122
5,327
5,540
5,761
5,992
6,231
6,481
6,740

35,737
40,042
44,692
49,711
55,125
60,961
67,248
74,017
81,302
89,138
97,562
106,615
116,339
126,779
137,984
150,006
162,898
176,720
191,533
207,403
224,400
242,599
262,080
282,926
305,228
329,082
354,588
381,855
410,998
442,138
475,406

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
475,406

158,471
152,146
145,124
137,358
128,797
119,386
109,067
97,780
85,459
72,035
57,434
41,579
24,386
5,768
- 14,368
- 36,123
- 59,600
- 84,913
-112,178
-141,524
-173,082
- 206,995
- 243,413

15,834
16,150
16,473
16,803
17,139
17,482
17,831
18,188
18,552
18,923
19,301
19,687
20,081
20,483
20,892
21,310
21,736
22,171
22,614
23,067
23,528
23,999
24,479
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