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	A race to the bottom

	What would public sector pensions look like if they became like those in the private sector


Introduction and summary
Many attacks on public sector pensions are based on a comparison with pensions in the private sector. It is not fair, the argument goes, that public sector workers get better pension provision than their private sector colleagues.
But pension provision in the private sector is deeply unfair. Those at the top get pensions that are not so much gold-plated as solid platinum, while fully two out of three private sector workers get no employer support for their pension. 
To make public sector pensions like those in the private sector would therefore mean taking pensions away from two out of three public sector staff and giving their most senior managers much bigger pensions.
This would be applying an extraordinary definition of fairness. Making the public sector as unfair as the private sector does not advance fairness at all. The challenge is not to level down the public sector to private sector provision in a race to the bottom, but to give private sector staff better access to proper pensions.
Another crucial difference is that in the public sector, senior managers and chief executives are in the same pension schemes as their staff. In some schemes higher paid workers pay higher percentage contributions than their lower paid colleagues.
Poor private sector pension provision has been recognised by all the political parties as adding up to a looming pensions crisis. The proposals made by Lord Turner’s Pension Commission to make it compulsory for all employers to contribute to staff pensions through auto-enrolment were developed by the previous government and have been carried through with only a few changes by the current government. These are a big advance, even if they need to go further to deliver good pensions for all. 
Private sector workers have every right to be angry at their poor pension provision, but cutting a nurse’s pension will do nothing to boost the pension of a shop-assistant.
Their anger should first be aimed at their employer for not offering a good pension, but should also be directed at the unfair impact of higher rate pension tax relief which costs significantly more than the gap between public sector pension payments and pension contributions. 
This is a subsidy for higher rate tax payers. It means that it costs them only 60p to save a pension pound, while standard rate tax payers get only 20p in the pound tax relief. It therefore costs them 80p to save a pension pound. The total cost of pensions tax relief – none of it helping two in three private sector workers – is £29 billion. This is more than the cost of paying every public sector pension even without taking account of contributions. 

60 per cent of this goes to higher rate taxpayers, even though they make up less than one in four taxpayers. Limiting tax relief to the standard rate for all would raise around £7 billion, according to a Liberal Democrat think tank.
Two out of three private sector workers get no tax relief on a workplace pension because they don’t have one. Those at the top of the earnings scale get the most. Their representatives are leading the charge for abolition of the 50p income tax rate on the highest earners and for big cuts to public sector pensions. It is time for public sector and private sector workers to join together for decent pensions for all.
In this report we look in detail – mostly using official statistics – at the difference between public and private sector pensions.
The public sector baseline

Every year the Office of National Statistics (ONS) carries out a big and authoritative survey of employers in both public and private sectors called the Annual Survey of Hours and Earnings (ASHE). This includes questions on pension provision and contributions.
In this report we mostly use the 2010 ASHE pensions survey to make our comparisons.
  We start off by considering pensions in the public sector. 
The general pattern in the public sector is that all staff in an organisation are in the same pension scheme – the council chief executive will be in the same scheme as a lollipop lady and top surgeons in the same scheme as NHS employed hospital porters.
Rather than getting gold-plated pensions those at the top pay more in the local government and health schemes. Top earners pay 8.5 per cent of their pay in the NHS scheme while the lowest paid contribute 5 per cent. In local government the range is between 5.5 per cent and 7.5 per cent.
Pensions coverage in the public sector is high.
Overall 83 per cent of public service staff are active members of a pension scheme. There are a range of reasons why 17 per cent are not. Some will not be eligible because they are too old or are already claiming a pension. While there is auto-enrolment in most of the public sector, some employers who count as public sector in these statistics, such as the part-nationalised banks may not do so.  The most common reason for non-membership is likely to be low pay, with workers who do not earn very much opting-out because they cannot afford the contributions.
Men (87.7 per cent) are somewhat more likely to be a pension scheme member than women (82 per cent).  But this is explained by the gender pay gap. The table shows than other for the small numbers of very low paid staff, participation rates differ little by gender once you take into account income. 71 per cent of public sector staff earn more than £300 a week.  
	Public sector staff in pension scheme
	
	
	

	Weekly wage
	All
	Men
	Women

	All
	83.9
	86.7
	82.4

	     Less than £100
	43.0
	31.4
	45.3

	     £100–£200  
	67.3
	48.6
	70.1

	     £200–£300
	76.0
	66.4
	78.1

	     £300–£400
	83.9
	81.4
	85.0

	     £400–£500
	88.6
	88.2
	88.9

	     £500–£600
	91.4
	91.2
	91.5

	     £600 and over
	95.7
	96.0
	95.4


This pattern is even stronger if we look at full time staff only.
	Full time Public sector staff in pension scheme
	
	
	

	Weekly wage
	All
	Men
	Women

	All
	90.2
	91.2
	89.4

	     Less than £100
	n/a
	n/a
	n/a

	     £100–£200
	68.8
	n/a
	70.2

	     £200–£300
	76.0
	70.2
	78.2

	     £300–£400
	83.7
	83.0
	84.0

	     £400–£500
	88.6
	88.6
	88.6

	     £500–£600
	91.5
	91.8
	91.3

	     £600 and over
	95.8
	96.1
	95.4


The private sector
There are two obvious difference between the private and public sector. 
· People are less likely to have a pension in the private sector.
· There is a much bigger difference between low and high paid public sector workers. 
Only around one in three private sector staff have any kind of workplace pension. The low paid are very unlikely to have a pension. Even if we ignore the lowest band, in the £100–£200 weekly earnings band only just over one in eight private sector staff has a pension.
The best paid are much more likely to have a pension. Two in three of those earning above £600 are in a workplace pension scheme. This top earnings band is equivalent to £31,200 which hardly puts people in the fat cat bracket. If the statistics were broken down further for people with higher earnings we are confident that participation rates would continue to rise with income.
	Private sector staff in pension scheme
	
	
	

	Weekly wage
	All
	Men
	Women

	All
	34.4
	38.9
	28.2

	     Less than £100
	3.9
	2.7
	4.5

	     £100–£200
	13.2
	6.6
	15.9

	     £200–£300
	17.0
	12.6
	20.9

	     £300–£400
	27.4
	24.2
	32.2

	     £400–£500
	38.7
	36.7
	43.4

	     £500–£600
	49.0
	47.6
	53.1

	     £600 and over
	66.1
	66.1
	66.0


It’s noticeable that women are more likely than men at every income level to be scheme members (other than the highest where it’s almost the same). But because women tend to earn less than men overall they are less likely to be scheme members.
If we just look at full time staff, participation rates are lower for women on low earnings. It is likely that the part-time rates of participation are boosted by women adopting the habits of their full time peers, or who started saving when working full time, before shifting to part-time work to accommodate caring responsibilities.
	Full time private sector staff in pension scheme
	
	
	

	Weekly wage
	All
	Men
	Women

	All
	34.4
	43.5
	36.7

	     Less than £100
	3.9
	10.9
	7.2

	     £100–£200
	13.2
	8.6
	10.9

	     £200–£300
	17.0
	12.3
	16.4

	     £300–£400
	27.4
	24.4
	30.7

	     £400–£500
	38.7
	36.7
	42.3

	     £500–£600
	49.0
	47.7
	52.9

	     £600 and over
	66.1
	66.3
	65.5


If we compare different parts of the private sector there are further big differences. This table shows the variation across different sectors. This is hardly ‘fair’ by any meaningful definition. Those sectors with decent coverage are either those where there are a high proportion of well paid jobs or where trade unionism has traditionally been strong.

	Selected Industry 
	Workforce with pension

	Hospitality
	6.1%

	Wholesale and retail
	25.9%

	Construction
	31.1%

	Real estate
	42.8%

	Manufacturing
	51.8%

	Financial and insurance activities
	76.9%

	Energy
	79.2%


When people say public sector pensions should be more like those in the private sector, it is legitimate to ask ‘which bit of the private sector?’ – finance or hospitality.

Tables above have shown participation rates by income in public and private sectors, but do not show how many jobs fall into each income band. This chart remedies this by showing both the distribution of wages and pension scheme participation. 
To understand this chart, we can look at the final column on the public sector side of the chart. It shows that around 36 per cent of public sector workers earn more than £600 a week, and almost all have a pension.
It is again clear that the public sector is fairer. 

Public and private sector members of DB schemes

We have established that the distribution of pensions is fundamentally unfair in the private sector. Most people don’t get one, and the difference in coverage between the low paid and the well paid is stark.

But what do we find if we compare just those who have pensions and ignore participation rates? Are those in the public sector more generous than those in the private sector?

Almost all public sector pensions are defined benefit schemes.

A significant proportion of private sector pension schemes are also defined benefit schemes. One way of measuring the expense of a defined benefit scheme is to look at the employer contribution to the scheme.
The ASHE pensions statistics provide figures for the size of employer contributions to pension schemes. This table summarises the figures for the public and private sector. Unsurprisingly the figures show more variation for the private sector, which has many more schemes than the public sector. Some well-funded private sector schemes with limited liabilities need no employer contribution. Other with big deficits need high employers contributions.
But employer contributions are skewed higher in the private sector – 49.3 per cent of public sector schemes have contributions above 15 per cent while 52.8 per cent in the private sector do so.
	Employer contributions
	Percentage of workers with DB pensions getting contribution

	
	public
	private

	0%
	1.3%
	6.1%

	     Under 4%
	0.2%
	0.7%

	     4–8%
	1.1%
	4.8%

	     8–10%
	0.4%
	5.9%

	     10–12%
	1.2%
	8.3%

	12–15%
	46.6%
	21.6%

	15–20%
	31.4%
	24.6%

	Over 20%
	17.9%
	28.2%


The average employer contribution in open defined benefit (DB) pensions schemes in public and private sector is very similar – 14.9 per cent in the private sector and 15 per cent in the public sector
. But while the public sector scheme rate is slightly higher it should not be forgotten that the public sector figure includes the armed forces pension scheme. This has no employee contributions, is not part of the current negotiations and has employer contributions as high as 37.3 per cent for officers.

So while there is more variation in the private sector, if you compare people in similar pension schemes in the two sectors there is little difference between them.
DB pensions in the private sector are very like DB pensions in the public sector, but only the best paid tend to get them. Again we can see easily which is fairest.
Different types of pension scheme in private and public sectors

Pensions have been changing in the private sector. In 1967 there were more than eight million pension scheme members in the private sector and four million in the public sector. In 2006 the number of public sector scheme members had risen to more than five million (largely because of the inclusion of many part-timers), but the number of private sector members of pension schemes had fallen to 3.6 million. 

In just three years between 2004 and 2007 there was a 25 per cent fall in the number of private sector members of DB schemes. More than half of DB scheme members in the private sector today are members of schemes that are closed to new members. This means that while they can carry on building up a pension, new staff can only join the replacement defined contribution (DC) schemes. 
While DB pensions make a pensions promise – your pension is based on your years of service, your pay and the rules of the scheme – DC pensions depend on how well investments do. Employee and employer make regular contributions that are invested, and the employee then turns this pension pot into income when they retire. While DC pensions with decent contribution levels can provide a reasonable pension, the disadavantage for the worker is they they bear all the investment risk and cannot know what their retirement income will be.
But while many commentators talk of DC schemes replacing DB pensions, this is not the full story. DC pension participation has grown, but not as fast as DB pension membership has fallen.

Some DB schemes have been replaced by DC schemes, DC schemes have not filled the pensions savings gap. The big picture remains a retreat by employers from providing pensions. The table shows the change in DB and all types of  DC provision between 1999 (the first year of the ASHE pensions stats) and 2010 (the most recent).
	Private  sector pension scheme membership  
	1999
	2010
	change

	DB
	30.1
	11
	-19.1

	DC
	15.3
	17.8
	2.5

	Total
	45.4
	28.8
	-16.6


As can be seen, the net result is a continuing and sharp decline in pension provision in the private sector. Rather than a big switch to DC pensions, the proportion of the workforce in DC has not risen that much, while the fall in DB has been dramatic.
In 2009, ONS Pension Trends
 reports that the average employer contribution rate for private sector DB occupational pension schemes was 16.5 per cent of salary, compared with 6.4 per cent for DC occupational pension schemes. Most experts would agree that a decent retirement income requires 12 to 15 per cent contributions in total. The average DC scheme gets nowhere near this as the average DC employee contribution is 2.9 per cent (compared to 5.2 per cent for private sector DB schemes.)

Private sector workers subsidise the pensions of the rich 
A common question asked by opponents of public sector pensions is ‘why should the taxes of low-paid workers be used to provide pensions for better paid public sector workers’.

This is a transparent attempt to play divide and rule. The answer is that a decent pension should be in the terms and conditions of all workers. Many workers in the public sector are skilled professionals, and will earn more than many private sector workers. But no-one objects to a low paid worker’s taxes going to pay for the wages of a better paid teacher. Pension contributions are simply part of this wage.

It is perfectly possible to argue that low paid workers pay too much tax, and that highly paid workers should pay more. But that argument goes across sectors. Public sector staff pay the same tax as private sector staff. Indeed just as with pensions, highly paid public sector staff are effectively in the same tax system as their staff. They are PAYE employees and are not party to the tax avoidance common among high flyers in the private sector.

But low-paid public sector workers have a right to be angry at the subsidy they pay towards the pensions of the wealthy.

Contributions towards pensions attract tax relief. What this means is that people who are paying into a pension pay tax not on their full salary, but on their salary less their pension contribution. In other words someone earning £30,000 a year and paying £1,000 into a pension pays tax on £29,000 a year.
Tax relief is a reasonable way of encouraging people to save. But it helps higher rate tax-payers more than the vast majority of workers who pay standard rate tax. Let’s see why.

 A standard rate tax payer pays 20p for each extra pound they earn. So if they have £1,000 knocked off their taxable pay, it means they pay £200 less tax. Putting this another way, it costs a standard rate tax payer 80p to save a pound in their pension as they will get a 20p rebate for every pound they save. 

Higher rate tax payers pay 40p tax in the pound and those earning more than £150,000 now pay 50p. That means they save 40p or 50p for every pound they put in their pension. In other words the bigger your pay the bigger subsidy you get from other tax-payers towards your pension. It costs a higher rate tax payer 60p to save a pensions pound and a 50p rate taxpayer just 50p to save a pound.

Does this count as fair? 

This is a substantial subsidy. The total costs of all pensions tax relief is £29 billion.
 This is more than the cost of paying every public sector pension even without taking account of contributions. Some of this goes to employers rather than employees, but it all makes the reward package cheaper for the employer. 
60 per cent of this goes to higher rate tax payers
. Yet 25 million people pay standard rate tax, more than six times as many as the four million on either the 40p or 50p rates
.  Limiting tax relief to the standard rate for all would raise around £7 billion according to a Liberal Democrat think tank.

Top directors pensions

The TUC conducts an annual PensionsWatch of top directors’ pensions. The most recent survey
 analyses the pension arrangements of 362 directors from the FTSE 100 companies. It shows that the average transfer value (pension pot) for a director's defined benefit (DB) pension has reached £3.91 million – providing an annual pension of £224,121. The biggest pension pot was worth £21.5 million.

PensionsWatch shows that the average director's pension is 23 times the average occupational pension (£9,568), and 34 times bigger than the average (mean) public sector pension (£6,497).

PensionsWatch shows that directors are also able to build up their pension pots far quicker than other staff. The most common accrual rate – the proportion of pay that a person receives as pension for each year they have been in the scheme – is 1/30th for directors. The most typical accrual rates for ordinary scheme members are 1/60th to 1/80th.

The most common Normal Retirement Age (NRA) is 60, with three times as many directors able to retire at 60 than 65. In contrast, the most common NRA for ordinary scheme members is 65, and this is expected to rise further for most public and private sector workers.

Many directors receive cash payments instead of participating in company pension schemes. The average cash payment was £138,436, an increase of £17,530 on last year. The biggest cash payment was £620,700.

No-one in the public sector (if we exclude the part-nationalised banks) has these types of schemes. Even the best paid public sector chief executives are almost always in the same pension scheme as the rest of their staff.
Public sector cuts are hitting private sector pensions

Opponents of public sector pensions want them levelled down to levels in the private sector (however meaningless this is, given the huge differences within the private sector). But what has happened is that cuts to public sector pensions are being used to reduce the value of private sector pensions too.
A key part of the government’s attack on public sector pensions has been the change in the inflation measure used to index pensions. In the past pensions in payment have been uprated by the Retail Price Index (RPI) inflation measure. This has been used by government, wage negotiators and others as the best measure of the cost of living.
However the government has said that it will now use the Consumer Price Index (CPI) measure instead. This differs from RPI in two ways:

· It excludes some goods and services that are included in RPI. The most important of these are housing related, such as rents, mortgages and council tax.

· There is an important – though highly technical – difference in how the two measures are calculated: CPI uses a geometric mean, while RPI uses an arithmetic mean.

You do not have to understand the technical differences to appreciate the impact. In most years CPI inflation will be lower than RPI inflation. (The exception will be in years when the housing market crashes). The government’s own independent Office of Budget Responsibility estimates that on average RPI will be more than one per cent a year higher than CPI in future.
 
The Royal Statistical Society says:

“we do not feel it (CPI) currently serves the purpose of being a sufficiently good measure of price inflation as experienced by households to be used in uprating pensions and benefits.
“

Changing the way that pensions in payment are indexed hits current pensioners. Normally pension changes to pension schemes only affect the pension rights that people build up in the future, the accrued rights to future pension payments built up by past contributions are protected in law. But changing indexation in this way is an attempt to get round this. Pension scheme members would have thought they were building up a pension indexed to the commonly used inflation measure, but now find that their pension will fall behind prices.
But this does not only affect public sector pensioners, but many in the private sector too. How pensions in the private sector are linked to inflation varies between schemes as long as they meet a minimum standard, but while some explicitly use RPI, many use the same measure that the government uses to index pensions so if the government changes its index, they do too.

Some people put the number of private sector pensioners that will be affected in the millions.
  

Conclusion

As two in three people in the private sector get no employer pension support there can be little dispute that they are worse off than those in the public sector as a big majority are in a scheme.

But if you compare those in the private sector in the same type of scheme as the vast majority in the public sector, then there is little difference between the two schemes.
Pension provision in the private sector has changed as employers have shut defined benefit schemes. But while many say that these have been replaced by defined contribution schemes the figures show that DC coverage has only improved by two and half per cent in over a decade. In contrast DB pension coverage has fallen by nearly 20 per cent. DC coverage may now be higher than DB coverage but this has much more to do with a collapse in DB than the growth in DC. 
If we were to make public sector pensions like those in the private sector it would therefore mean:
· Taking pensions away from two in three public sector workers, concentrating on the low and moderate paid.
· Identifying the 300 best paid people in the public sector and giving them huge increases in their pension, and putting them in different schemes to the rest of their staff.
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