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INFLATION-PROOFED OCCUPATIONAL PENSIONS
Note by the Chancellor of the Exchequer

£ Committee on 23 January invited me to arrange consideration of

wider implications of the proposal I had put forward in my note

E(80)4. I have done this and attach at Annex 2 a paper by

officials (Treasury in consultation with the CPRS
Department and Government Actuary).

> Civil Service
I believe, however,
colleagues will find it helpful to consider options more

widely.
I also attach, therefore, at Annex 1

> @ specific proposal T have
developed for the more fundamental approach of breaking - for a
linited period and to a limited extent - the index link
applies to "official pensions™

as; it
under present legislation.

2. My deep concern over present arrangements arises from two
considerations: of equity and of cost. To the extent that

inflation-proored pensions are more generous than typical private

Sector Provisions f
wi i i i -

11 rise rapidly in future years as the numbers of surviving
Pensionepg incre
from Salary of
Cost

ase; if the related contributions or deductions
employees are inadequate, then there is also a net

Subsig

isi : ‘ o i the
divy Sing Public sector pensioners. Seen from outside,
dsg

o On between privileged public sector pensioners enjoying full
Oteg

Sect “lon of the value of their pensions and those in the private
g : i this level of
Protacty °N average certainly fall well below

on j AN v tment. In a
i S @ target of bitter criticism and resentment
Depl()d

ieve is,
lneQuit Severe inflation the difference appears, and I believ i
ab

: T
*fen ®+ This inequity becomes increasingly dlfflculcd .
: i ic 1 xation
* oty o @ time when we shall be ceasing the automatic inde
ep benefits.
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or retirement there is a gross cost, and one which

s> Which Means that the private sector population is effectively
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¢t least for this reason,
No

my preference 3

3 1 n tackling this
to break the index link where we can

roblem 8 . ies hich are revi . * I recognise
1 the difficulties, w €Vliewed in Paragraphs 4 - 5 of
al

er attached at Annex 1. ties in mingd,

to break the
during which we

With those difficul
. ) i
ny P z developed a deliberately limiteg Proposal,
av i
IZX 1ink for a temporary period (2 years,
inde

uld try to work out a more satisfactory long-term arrangement),
0 s 3 3
c . limited extent (abating the index Increase
to

by only 5 percentage
ints) and at least in the first year of limite
poi

d application

to which in
the nature of things the bulk of public criticism is directed).

(to the element of pension above £1,000 g year,

1 I invite colleagues to consider whether we could not carry a
limited proposal of this kind in the face of the many difficulties

which would inevitably arise, and particularly at the present time

when the working population at large will

of our policies to reduce inflation, be expected to suffer a
reduction in the real value of earnings,

> under the pressure

be

I am advised that it is unlikely that the Government Actuary
would

» on the basis of a limited proposal of this kind, see any
necessity to recalculate the assessment he makes and which is used
8 the basis for deduction of salary for the non-industrial Civil
Service (and more recently some others).

6.

The adoption of this limited proposal would not overturn the
important ar ;

from Salary,
¥rong to seek
be Preferahie
°°nt"ibution5

guments for re-assessing contributions or deductions
B recognise, however, that it could be tactically
the two changes simultaneously. Indeed, it could well
as a basis for getting a sensible re-assessment of
to defer it until after the change in benefits had

d and when it would be possible to take stock calmly
tern,

b introdyee

Be new pat

n index link
Is p, *he other hand, if my proposal to break the i

. ing an
adOpted, I would urge again the desirability of seeking

&
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8.

e

earihe lines proposed in my previous note E(8
on

does 10

. in the note by officials gt Annex 2
tions 1n
implica

sessment of the relative valye of

inflation—proofing

t seem to me to be upset by the fpegy Consideration of

to this Paper.

Conclusions
/‘_—_-

1. I invite the Committee tq agree to the Proposals in

paragraph 10 of my paper at Annex 1,
2. If (1) is not acceptable, I invite the Committee to
agree as an alternative to the Proposal to seek an
authoritative outside valuation ag a basis for
contributions and deductions fronm salary,
proposed in my paper E(80)y.

revising
on the lines

H‘M‘Treasu_ry
1% Februa_ry 1980
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te se
ing no ]
iy cove:d the relationship between
e

areavfor public service pensions, and on the other revie
1ink

jon from salaries. This paper accordingly examipe
dmuf:the case for breaking the link
detal

ing the index
wing the

S in more
» and how thig might be done.

present Position : :

Under the Social Security Pensions Act 1975 Price protection of
2.blic service pensions is linked to, and dictated by, the price
u :
potection provisions for the earnings-relateq additional component
pr

of the new pension scheme (which will not be affected by the present
proposals on short-term benefits). Thus, public service pensions are
now increased each year in November on the basis of the Price forecast
used to determine the uprating of the retirement pension. The
November 1979 increase was 16 per cent™ and, on the basis of present
Public Expenditure Survey assumptions, the November 1880 uprating
would be 14 per cent. The current annual cost of public service
pensions is about £2.3 billion, of which Just under £300 million is
the cost of the 1979 uprating.

Statutory Amendment

3. If we were so to decide, a measure taking power to uprate the
Pensions of the 1.4 million former public service employees and
Gependant s by less than full price indexation would be technically .
feasible, e necessary legislation to amend the 1971 and 1975 Pensions
1ot coula be included in the next Social Security Bill, and announced
ooy the s0cial security package when the Public Expenditure Waite

Paper 44 Published in mid-March. This would allow us to btreak the

Uink for publje service pensions in the next uprating from November.

d
oy I recognige that there are considerable difficulties an
2 dangepg S

h
il at we are proposing. For instance there ;sr: :he
Elec:ion of the Pledges we gave generally in this matteribetzat
2 es n
il * TRere is the problem of potential anomalies,

d in the annex)
® %3 &t at public service pensioners (as liste
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45 means, to get at the public sector including 1] 4pe
this

ed industries and other fring

€ bodi
ionﬁlis : ion: h e L Tequire separate
i omplicated legislation; hence a sense of unfairness might pe
and ©

4 by the arbitrary way in which Some people woyl

perate ) ; d be affected
Y not others depending ou their employer, mMhere Will certainly vpe
andblems associated with schemes which are, op are deemed to be,

10

LoributoTy where people may claim they have "paid foprt
co

a right to
index—linking which they must.be allowed to retain. And more generally, = ‘
of course, there is the questloxfl whether by breaking index-1inking 2
4o shall be deemed to be affecting conditions of service of current .
employees, running into union opposition ang a risk of industrial action.
5, We shall need to consider these difficulties, On pledges, I 28
think that the present economic situation is such that a measure of de-

indexing - possibly temporary - would be seen as justifiable;

in fact
there will never be a better time to grasp this nettle. On anomalies, _23
it would be possible to distinguish between the public services as -

such and the wider public sector, though there would inevitably be some

untidiness at the margin (e.g. the water industry, governed by the 30
local authority rules). I am not convinced that the contributory e s
argument would be g strong one, given that most of the contributions

date from before 1971, and that we are in any case in some doubt wi? 3
a8 to whether the contributions are adequate. And overall the effect bl
of our action would be lessened if, as I propose, we do not apply it to
ell public service pensions, but only to part of the pensions above 18 )2
& glven figure, This would leave the majority of pensioners unaffected. i ..
e .
6. Against these difficulties we should be seen to have taken action '933
I an area of public concern, and at a time of economic difficulty o n sl
to l~1a.ve SPread the burden of misery. We should, too, make a useful j o L; {
Hiit10n to our public expenditure savings. 20 <
Det A%}
'I'aill:ww dment in the £ .
lext, socz\ylcﬂleagues T e Te " anatonite, 86 ame:dm:nt on short- 2l
tey bene;ts“m‘ity Bill, I propose that,like ;h:lameice Bpiet 2 st
rep %» 1% should provide for less'than u Prld AT ™ —
for "eduiring an affirmative resolution. It shou fon 22 16
fferent degree of de-indexation for different levels of pension.

35




5t that we should limit this statutory power by laying down

degree of de-indexation (5 percentage Points), and making
after two years. During these tywo Years w
e whole question of public sector Pensions

Public service bensions,

e should arrange to
and decide on g
for existing Pensioners,
value wag reached at the
nment found it Possible

pefmanen

£ course remain at whatever lower rea]
0

would
end Of ihe,cY

36 raise thel

o years, unless and until g Gover
r value again.

5. Nationalised industries present a special problem. Unless we delay
ror separate and wider legislation (which woulg Mean intervening in the
internal affairs of each industry to overturn negotiated agreements)
the amendment I propose would initially have the patchy effect on
pationalised industries shown in the annex — for example the Post Office
and British Rail would be affected, the National Coal Board not. But
those affected could decide to alter the rules of their schemes, to
break the link with public service pensions. Then whether they could
continue to pay fully indexed pensions would depend on whether they
could afford it. In a few schemes (e.g. British Rail, National Freight
Corporation) the Government is providing financial support to cover

’

some of the cost of indexation. We shall need to decide, before making b

any announcement on the public services side, whether the Government 17 3{
¥ill continue to support full indexation of these schemes, or whether :*

the changes proposed for the public services should also be carried k
through to these schemes by the withholding of financial support. In 18 12
the short-term we shall need to make sure that the amendment would allow &

U ¥o exclude all the nationalised industries; but this is another

Teason to examine the problem as a whole over the next two years.

L T

f xe should be Pressed to say what use we proposed to make of this

i::er' 89 soon as the amendment was introduced. I think we should b

1988 I'O Teach decisions and announce these straight away fortNoZz: er

A% th ater years would depend on economic and other c.:ircums an . " I

fs e For November 1980 I would suggest we aim for coverag 2|l

0
a :
- S many classes of public service pensioners as we could reach L

0 :

ti“sh the Statute or by our own action, though not, as explained,
thatonalised industries. On the question of a threshold, I sugges: 4\16
& first £1,000 g year of the pension should remain fully price 22

———

Progg b
°ted, byy that amounts above £1,000 a year should be et by o
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ints less than th
tage PO
ercen

.would zes . y
i xation of thelr retirement pensions gng up ¥o £1,000 a year

public service pensions, but thoge below State retirement age -
. petween 60 and 65 - would have full indexation on

malnéo B oo only. £1,000 is clearly Something of ap arbitrary
L?'zre, and we could choose a different level if we wanteg. But it

vi:ild cateh ; e
e another way, the Fwo—thlrds on lower pensions would be
inaffected) and it would yleld a useful amount (upwards of £50 million)
i expenditure savings. A higher threshold than £1,000 per year
e possible, but we should catch increasingly fewer pensioners,

and of course the public expenditure Savings would be less,

n that pensioners

i
sull inde

of their
y men

an estimated one-third of public service Pensione

Conclusion
yonc-Ros
10. I therefore propose:

(a) That we should include an amendment in the next Social Security
Bill so as to take a general power to de-index public service
pensions (with the 1975 Act coverage) subject to the
limitations in Paragraph 7 above, but leaving out the
nationalised industries; and announce this along with
the other social security measures.

That we should use the 2-year duration of this amendment
to carry out a thorough examination of the whole guestion
of public sector pensions.

That de-indexation in November 1980 of public service pensions
(including Armed Forces) should be at the rate of 5 percentage
Points in respect of that part of each pension above

£1,000 a year, the first £1,000 remaining fully price protected.

——— L.‘. |
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-
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pASIS OF PENSION INCREASE FOR MAIN PUBLIC gpop

ANNEX
—_—

OR SCHEMES
[_

BASIS OF PENSION INCREASE ARRAN&'&EPENTB

ot 2%

AL SRVICES
" service (371,000)

| i) B¢
ernnent (323,000)

| et Gov

e Forces (266,000)
1

jtionel e
service

alth
(189,000)

feachers (175,000)

mlice and Fire (99,000)

(n/a)

Lesbers of Parliament
ud Vinisters (n/a)

Fna:,'.usan INDUSTRIES etec.

iritish Gas Corporation

(n/a)

ludges

lectricity Council (n/a)

het 0115 ce (177"000 )

M Cog) Bogrg

(254,000)

I

0y Energy A“thori ty
(10,000)

8h
Steey c°"P°rat1°n

(78,000)

'1sh R
(120,000)

Schedulen® of; 157 ek, Yould be affected by Statutory change

Schedule 2 of 1971 Act,

Yould be affected by Statutory change,

By Royal Warrant or Order in Council, W,
. Would g
affected by Statutory c),ange—.\“ﬁ be directly

Schedule 2 of 1971 Act. M be affected by Statutory change.

Schedule 2 of 1971 Act. Wowlg be affected by Statutory change.

Schedule 2 of 1971 Act.

Would be affected by Statutory change.

Schedule 2 of 1971 Act.

Would be affected by Statutory change.

Schedule ¥Would be affected by Statutory change.

2 of 1971 Act.

The Scheme Rules do not require pensions increase. But pensione
have in practice been reviewed annually and increased in line

with official pensions. Would not be affected by Statutory
change.

As above.

The Scheme Rules allow staff an option on retirement to have PI
awarded as if they were subject to the 1971 Act. (The
alternative is a higher initial pension without a guarantee of
inflation-proofing.) Fost staff have taken the former option.
Would be affected by Statutory change.

There is an obligation under Scheme Rules to inﬂation-pr:ﬁ
pensions (subject to the agreement of the Actuary) b;: :ot R
the basis of the 1971 Act. Would not be affected by Statutory
change. .

The Sc;heme Rules state that pensions shall be :;‘33::: {;r &)
as if they were official pensions. Would be affec
Statutory change.

flation-proof

There is an obligation under Scheme Rules to in e

pensions but not on the basis of the 1971 Act.
be affected by a Statutory change.

for
Scheme Rules make increases under the 19711;?‘#.0?::;5;::: P;
salaried staff retiring after 1 septe-bcrm i
normally awarded to other pemsioners. Wo _
Statutory change. : i

-
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INDEX-LINKED PUBLIC SERVICE PENS

SIONS
INCREASING "CONTRIBUTIONS "
== OULIONS

circulated as E(80)4, the Chancellor of

the Exche

e paper f quer

e t:sed the setting up of an authoritative outside body tq Te-assess
proprelative value of index-linking of public Service pensions gng the
the

pen of the new assessment as a basis for increasi
the
useé

g "contributiong"
es, as widely as possible,

by employe

7. This note discusses some possible implications and repercussions
of this process.

1, There would be two significant elements in the pProposed

aluation: the first, focussing on the important economic actuarial

gssumption of the long-term future real rate of return on investment,

yould be concerned with the estimated cost of index-linking and would
S

imolve the public endorsement by Government of an assumption which
is relevant to the entire pensions industry and could be considered

. relevant more widely in the economy; the second, relating to the
special subjective value of a guarantee of index-linking over and

[ —— sbove other systems would by definition not affect the rationale

of those other systems, but would have implications for the degree

of commitment of Government to index-linking for the future.

the "Economic" Actuarial Assumptions

“ In the case of the non-industrial Civil Service (and other

Milic service groups with non-funded schemes in which the same kind

5 41 ipagt could be made), the effect of taking a more pessimistic

:::‘:Ption °f the real rate of return on investment in the l'tlmg—termt. g

(leVi:dwould be translated into an increase in the employee "contrimtion';
b way of reduction of salary awarded).

®Te, however, the result would normally be to increase

) €cayg °99%s rather than to reduce employees' take-hom: p:ie This
Lic See Virtually all pension schemes, including those nsuany

reneg“ia:tor. have fixeq employee contributions which are :

8 0ty ° only i the benefits of the scheme are improved.

£, on grounas that the actuarial assumptions have been

m"“men: Tare and difficult. In mactice, the only method of

Open %o the employer would be to pray in aid, during

26/
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' Peénsions ,5 2 re:son
g lement. In the cuse gf = s (
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~otiations, the extra coast oL
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B
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oy
oW
P ved from pas

€ven where it ig

espect of servi
rvice
the backlog in respect of the revis

from
1t of rPensions
fall on the employer.

sed cos
t service would inevitably
derive

The government Actuary has estimated that,

if the assunption
rate of return were reduced by one perce

¢ real N ntage point ang

:};15 yere carried through in full to the valuation of all pension
snis, the increase in afmual con?ributions might be as much as
gy billion (£1 billion in the private sector, £ billion in the |

pblic sector) . : 28

7. There is, however, considerable doubt about what would happen 1
in practice. The Government Actuary believes that his present ﬁ
assumption — real rate of return on investment of 3 per cent - ) -

{s confortebly within the range of varying assumptions taken by i
other actuaries. The authoritative judgment of an outside body, 30
endorsed by the Government (and the Government would wish to attach bl I
mximum authority to the Jjudgment, even if confined to a specific
prpose) might be expected to carry some weight generally. But "
actuaries would not be bound by this judgment; indeed they would b L
uite properly resist any narrowing of their professional freedom

¥ advise in the best interests of their clients. The case of ; 18 2
bl ‘3 ‘ T T

outracting-out Provides something of a precedent. The terms adopted | e l

W the then Government imply a stronger actuarial basis (ie lower

inVestment v

i ields net of inflation) than the basis currently adopted | - rlg?a
contre G?Vernmem Actuary. Actuaries have not followed the L
imu:ctlng-gut basis in general, although it may have had some g ;
°l‘eatence' However, the result of a new judgment now could be t:h 20 34
LLEP & elimate o opinion in which managements, especially in the C

"ere st:eCtor’ Would ask themselves whether their pension fund: |- .
Meth g o enough, and in which actuaries would want to conside;-n e | 21

ke 4 do USe stronger bases. In the public sector this cou : 4
for ficurs to resist claims for increased Government finance g
Forps a 11ndu8tries as British Rail and the National Freight | 2 16
gy, O 1% could lead to the setting off of profits in other

e ases the change
"o tenz ~6ainst pension conmtributions; in many cases
o lead to higher prices.
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n matter is essentially one of degree.
The

; { All‘eady s
1ised industries have bension fungg valy
a »

; ; ed on g y, k ;
ation : aKer basis
o p the Government Actuary 3 per cent figure ang tpe inconsi“tency
tha s jmposed particular strain, jg a broag oversl)] judgment
has ..nt.be expected that revision of the Gover
it nisgh” * .

Nhent Actuary
umption bYs 88Ys UP 0 1 per cent might pgye
ass ‘

tainly Very Si¥V1e raple e i Teokice
rtal i

;: taeticy would pose guestions much more sharp
S

lead 1o much more widespread effects,
to

g It seems doubtful whether gn authoritative
gssumption currently used by the Government pety
gignificant effects outside the bensions industy

changse ip the
ary would have

. There could,
however, be a political dimension in any radical reduction giving,

for example, what would appear to be g projection of a zero long-term
real rate of return on investment, This woulg Seem to imply zerp or

persistent high levels of

tion of low growth and high

It is perhaps implausible,
would reach a conclusion as

ro real return on investment.
Government Actuary figure has
The latter in particular have
e very unfavourable experience
Many economists are tending to predict
growth in the future than they were
ars ago, but most economists would tend
pt the probability of a positive real rate of return
the long-term pattern, and in any case do not

as far ahead as the whole period which actuarial

negligible future economic growth or
inflation or some pessimistic combina
inflation for an indefinite period.

bovever, that any authoritative body
ressimistic as would be implied by ze
The bulk of the attack on the current
tome from economists or lay critics.

10 doubt been heavily influenced by th
of much of the past decade.

l.ilower rate of real economic
elineq 4o Predict some 20 ye
en now to acce
" investment as

"orna))y forecast

asg
“Iptions have 4

O cover.
10, : '
headilt Day well be, therefore, that the change at issue under this
nnannf "0U1d not have dramatic effects on the attitudes and
C

g gy - *TFaNgements of those in the pensions industry generaliy:
Mgy "3y also be doubted whether under this heading substantia

0
"l deductyong from the salaries of public service employees
e Secureq, ;
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. juation of the Guarantee
tive Vl n nere is one which clearly diStinguish
osltizf enjoying a guarantee of Antindden
::cprivate sector who,

€8s those
Proofing,
generally Speaking, 4o not ,
oposed is not one of the cost of the Scheme, byt
.d to the subjective value to the Prospective pe
tion he enjoys against risk,

a b
pose P

lw;;tion pr

-

neficiary
e 1nste
v

ht be put
ns industr;

3 Vhatever figure mig
V;me protec

should have no effect on the rest of the pensio
jis velae ly result in an extra "contributiopt
imp

1 from public service
:yould 8 3 .

alw::es in relation to a revised valuation of the benefit they were
pO

jgying'

imtroduction of this concept would, however, implicitly
n

, The nd strengthen the guarantee of index-linking, In theory,
dor;se.:posswle that a case could be argued for some extra

nov 1

it

ibution" from public service employees even if the present ind_ex—
0.11'“”1 vere abandoned in favour of some lesser degree of inflation- .
:::ﬁg\, provided that the new arrangement established some limit
the prospective risk of loss of value and could Properly continue
te juiged to give a more favourable prospect of safe benefit
o the general run of private pension schemes. In Iractice, however, .
Getraction from the Present index-linking would be seen as a
tdent which woulg greatly weaken the assurance for which the
ftlonal charge was being proposed.

lera) Comment;
' The majy adv
lseg Valuatij opn
Mgk of some B
*ptab) e authop
‘Onsequent T
Herap ¢ dife

antage of proceeding with the proposals to seek

S 1s that the results could in principle be applied -
rotest from unions but with the advantage of publicly
ity - to a wide range of public service pay levels,

s 5 1d be
apid benefit to public expenditure. There wou
iculties:

\ 20t 1n g

1ts of
h vVance rely on simple and welcome resu .
e

Foposeq Teview;

~ un1°ns 5

' ' inciple of any
oh 1ht be expected to argue against the mr
arge 4

actice
Loy R excess of gotuarial costs, as being wrong pr
]
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extension of the arrangement widely in the public i
would be difijicult because of the fixed natyre of existing
employee contributions in many public sect

and the difficulty of negotiating comparah
through the side-route of salary deduction

OT pension schemes,
le adjustments

S in pay negotiations;

_ the difficulty of extending the arrangements tharoughout
. the public sector could provoke charges of dis
the employees with official pensions who would
groups affected by the change;

crimination from
be the main

- even in the public services it may not always be easy to
ensure a proper deduction because of the nature of the pay
arrangements in particular areas or the absence of a firm
enough 'right' pay level from which to make 1%.

- from the point of view of private sector eritics of index-
linking, even a substantial extra "contribution" would not
be seen as satisfactory: such critics are likely to be
content with nothing less than the breaking of the present
index-linking arrangements;

a significant change in the Government Actuary's assumptions
would very likely lead to more onerous support arrangements

for British Rail and National Freight pension funds, and might
lead to other offsetting costs within the public sector through
increased employers' contributions to schemes. Wider
difficulties in the private sector are possible but less likely.

1§,

the ¢
Woulq
to be
addeq
Wien |,

I 1t were decided to break the present full index-linking,

aSe for seeking a revaluation and increased “contributions"

ki Severely diminished. To the doubts about the net advantage

8ained fropm changing the rate of return assumption would be

*he apparent inconsistency of increasing contributions at a time

“nionsenefita were being explicitly reduced, the hostili:l}:i:::ng

h "™ich that woula undoubtedly create, and the poss :hat &
o atdg body would judge in the changed circumstances Bt

5 °a:ntee °f inflation-proofing no longer had significant value. -
Mo still be made if there were statutory limitations on

by
; gsed in
in index—linking (eg infduration and amount, as propo

s 43
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‘the Chancellor of the Exchequer at Annex 1), go
by
.

sne 7APC would remain a favourable commitment 4 an
shat there dex-1linking in the medium-term,
R nces

gegre® ©

important
ther hand, if it were decided to Daintain full index—
on the ©

would be an important potential advantage to be
here :
ik evising assessments of contributions,
rom T
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