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1
Introduction

The March 2001 issue of IoD Policy included a member questionnaire on pensions.

348 members responded to the questionnaire. The percentages of respondents with different numbers of employees were as follows:

	Number of employees
	% of respondents

	
	

	0 – 4
	11

	5 – 9
	13

	10 – 49
	37

	50 – 249
	28

	250 or more
	11


The division between up to four employees and five or more employees is important because only employers with five or more employees can be required to give access to stakeholder pensions via the payroll.

2
Pension provision for employees

2.1
Current provision

Respondents were asked whether they currently ran pension schemes for their employees. Types of scheme include:

· defined benefit schemes, in which the pensions paid are related to final salaries and employers make extra contributions if the funds are not large enough to pay the required pensions;

· defined contribution schemes, in which fixed amounts are invested and the pensions paid out are whatever can be bought with the funds;

· group personal pensions, which work on the defined contribution principle but which are essentially groups of personal pensions administered together.

The results, expressed as percentages of respondents, were as follows. Some columns total more than 100% because some respondents ran more than one type of scheme.

Number of employees

	
	0 – 4
	5 - 9
	10 – 49
	50 – 249
	250 or more
	Overall

	
	
	
	
	
	
	

	Defined benefit scheme
	16
	12
	8
	20
	54
	18

	Defined contribution scheme
	11
	9
	16
	22
	26
	17

	Group personal pension
	11
	19
	50
	45
	41
	40

	None
	66
	60
	32
	19
	5
	32

	
	
	
	
	
	
	

	Total
	104
	100
	106
	106
	126
	107


Larger employers stand out in this table for two reasons.

· First, defined benefit schemes are far more common among the largest employers than among smaller employers. There has been a marked trend away from defined benefit schemes in recent years, but there are still plenty of them around. It is not surprising that they are more popular with large employers than with small ones. A defined benefit scheme places the risk of poorly-performing investments entirely on the employer. Large employers are always likely to have a good spread of young and old employees, and this can help to reduce the immediate impact of fluctuations in the value of the pension fund. Smaller employers are more likely to find the risk of fluctuations to be unacceptably high.

· Second, the largest employers are much more likely than smaller employers to provide more than one type of scheme. This is also not surprising: large employers can spread the fixed administrative cost of running each scheme over a larger number of employees than smaller employers can. However, it should not be assumed that the large employers with more than one pension scheme are all offering a choice to all of their employees. Many of them will be running defined benefit schemes which are now closed to new employees, alongside defined contribution schemes for new employees and for existing employees who choose to change schemes.

2.2
Recent changes to provision

Evidence that the number of large employers providing more than one scheme reflects a transitional phase from defined benefit schemes to defined contribution schemes was provided by two questions about changes.

The first question asked whether pension provision for employees had been changed within the past five years. The results were as follows.

	Number of employees
	% of respondents who had made changes

	
	

	0 – 4
	11

	5 – 9
	19

	10 – 49
	37

	50 – 249
	46

	250 or more
	61

	
	

	Overall
	37


The second question asked what changes had been made. Respondents used their own words rather then selecting options from a list, but by far the most common change, mentioned by 32% of those who specified a change, was to move from a defined benefit scheme to a defined contribution scheme or a group personal pension.

The next most common change, mentioned by 12% of those who specified a change, was to amend existing arrangements so as to ensure that there would be no requirement to provide access to stakeholder pensions. The requirement to provide access to stakeholder pensions via the payroll does not apply if there are satisfactory alternative pension arrangements available to all staff who have been employed for 12 months or more (3 months for group personal pensions).

2.3
Stakeholder pensions

Stakeholder pensions have been available since April 2001. From 8 October 2001, any employer with five or more employees will have to nominate a stakeholder scheme and allow employees to make contributions to it by deduction from their pay, unless the employer offers a satisfactory alternative pension scheme to all employees.

There was high awareness of the rules among IoD members. 92% of respondents had already established whether or not they would need to give access to a stakeholder scheme via the payroll. This was despite the fact that only 24% had yet had enquiries from employees or trade unions about their intentions regarding stakeholder pensions.

68% of respondents expected to give employees access to stakeholder pensions via the payroll, whether or not they had to do so. The breakdown by number of employees was as follows.

	Number of employees
	% of respondents who expected to give access to stakeholder pensions via the payroll

	
	

	0 – 4
	31

	5 – 9
	83

	10 – 49
	70

	50 – 249
	72

	250 or more
	67

	
	

	Overall
	68


Employers with fewer than five employees will not be obliged to give access via the payroll. It is not surprising that only a minority plan to do so voluntarily, given all the other complications which have been added to the payroll process in recent years (such as the working families tax credit and national insurance on benefits in kind). Employers with five to nine employees face the same increased burdens, but for them there is no escape unless they provide alternative pension arrangements. The proportion of employers in the 5 – 9 employees range who will provide stakeholder pensions, at 83%, is far higher than the proportion in the 0 – 4 employees range (31%). This sharp contrast in proportions strongly suggests that a very large proportion of the employers in the 5 – 9 employees range are being dragooned into taking on a burden which they would not take on voluntarily.

Awareness of the work involved was shown by the fact that 41% of respondents said that if they were to give access to stakeholder pensions through the payroll, they would pay an insurance company to do all the work rather than do it themselves in-house. The fact that employers would end up paying to have new burdens taken off their shoulders nicely illustrates Adam Smith’s dictum that vexation is equivalent to taxation: the new burden will have exactly the same effect on many companies as a new tax. The full results, as percentages, were as follows.

Number of employees

	
	0 – 4
	5 - 9
	10 – 49
	50 – 249
	250 or more
	Overall

	
	
	
	
	
	
	

	Do the administration work in-house
	50
	45
	46
	45
	33
	44

	Pay an insurance company to do all the work
	21
	41
	38
	48
	54
	41

	Don’t know
	29
	14
	16
	7
	13
	15

	
	
	
	
	
	
	

	Total
	100
	100
	100
	100
	100
	100


Finally, some respondents commented on the charging structures within stakeholder pensions. The rule is that charges each year must not exceed 1% of the fund value. It seems unlikely that many insurance companies will choose to stay in the market as providers of stakeholder pensions at this rate of remuneration, given that it will be several years before funds are large enough to make 1% a significant charge. On the other hand, any higher rate could deter a lot of people from taking out stakeholder pensions. One respondent said that it would be important for individuals to check that 1% really did represent the total charge being made, in all forms, for investment services.

3
Legal constraints on pension provision

Many people want to make the most generous possible provision for their pension, being happy to reduce their spending now for the sake of financial independence later. Unfortunately they cannot always do so. Investing in a pension fund defers income tax: money invested now reduces taxable income, but the pension which is eventually paid out is taxable. In addition, income and gains arising within a pension fund are not taxable, and part of a fund can be withdrawn as a tax-free lump sum. Because of these tax privileges, there are limits on how much people can invest.

38% of respondents had at some time found their choices in relation to their own pension provision constrained by tax rules or other regulations. Of those who had suffered constraints, 45% said that they had come up against the limits on contributions. 22% complained about the rule that most of a fund (typically three quarters) must be used to buy an annuity by age 75. A few had already stopped contributing and had turned to other forms of saving for this reason. Others mentioned that the prospect of having to buy a low-return annuity was encouraging them to select higher-risk investments in the hope of getting a large enough fund to yield a reasonable income.

6% of respondents highlighted red tape problems. The number of rules, and the frequency of changes, were found confusing for scheme administrators. One respondent found his pension arrangement cancelled because he had not filled in a Revenue funding review form. Certainly there is a vast bulk of pension regulation. When IoD members were asked in June 2000 which regulations were a problem for their businesses, the most common choice was pensions law, cited by 29% of members. This put it ahead of health and safety (22%), VAT (18%) and PAYE (14%). Pensions law cries out for radical simplification just as much as tax law.

6% of respondents complained about restrictions on the investments in land and buildings which may be made by small self-administered pension schemes. Another 2% had been unable to draw their pensions early while continuing to have some involvement with their companies (a restriction which only applies to some forms of pension provision).

4
The annuity rule

As mentioned above, there was widespread discontent at the rule requiring most of a money purchase fund to be used to buy an annuity by age 75. Respondents were asked what would be the most productive change to this rule.

16% of respondents called for removal of the age limit, and 6% for an increase to age 85. Both of these approaches would increase the chances of people being able to pass their pension funds on to their heirs: that ceases to be possible once an annuity is bought. They would also give more flexibility in the purchase of an annuity, by allowing a delay until annuity rates were favourable.

33% of respondents said that a pensioner should have to use part of his or her fund to buy a modest annuity (in order to keep him or her off state benefits) but that he or she should be able to use the remainder of the fund in any way at all. 28% went further, and said that there should be no restrictions on the use of any of a pension fund. A common comment was that if someone had been prudent enough to save during his or her working life, it was very unlikely that he or she would suddenly turn rash, squander the money and then rely on state benefits.

5
Future changes

5.1
The pension credit

The Government has proposed a pension credit, to apply from 2003. If a pensioner has income from private sources, he or she will receive an extra payment from the state. The intention is to encourage people to make their own savings. The figures have yet to be decided, but the Government has published illustrative figures. These show that the payment would be an extra 60p in the pound for the first £23 of private income. However, this would be clawed back as income rose and someone with £58 or more a week of private income would get no extra payment.

Only 8% of respondents thought that this would give people on modest incomes a real incentive to save for their retirement. 78% thought that it would not, and the remaining 14% did not know. Clearly more work needs to be done on the policy to find out whether it will really work.

5.2
Retirement ages

European legislation means that within the next five years, it may become illegal to specify retirement ages in contracts of employment. Employees could then not be asked to leave merely because they had reached a certain age. However, they could still be asked to leave where there were good reasons for having a retirement age, such as safety.

38% of respondents thought that this change would be good for British business, but 51% disagreed and 11% did not know. One thing is clear: any change must be made with plenty of warning as to the precise rules, with adequate transitional provisions so as not to create difficulties for businesses with unusual workforce age distributions, and without penalties for innocent errors.
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