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The UNISON submission is

divided into five sections:-

Introduction

UNISON's Key principles

General response to the questions raised by the terms
and reference of the Commission

Related issues

Annexes
5.1 LGPS
5.2 NHSPS

5.3 UNISON paper on Defined contribution
Schemes

5.4 First Actuarial Paper Discount Rates for valuing
public sector pensions
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1. Introduction

UNISON and the forerunner unions - have an unbroken record of
negotiating change in public service pension schemes and have a depth of
knowledge of how and why they developed in the way they did.

UNISON was a key player in:-

* Developing the new LGPS that came into force in 1 April 2008 (1
April 2009 in Scotland).

* The two sections of the NHSPS. The 1995 Section with specific
changes for staff in service at 1 April, and 2008 Section for all new
joiners on or after 1 April 2008.

* The CHOICE exercise that gives members who are current
contributors of the 1995 Section the opportunity to transfer their
service to the 2008 Section.

UNISON believes that the reforms that started to be discussed in 2001
and culminated in the new schemes that came into force in 2007 to 2009
have delivered not just more sustainable benefits for the future but also
illustrates how reform can be achieved in the future.

UNISON continues to be a key player in scheme reforms and is constantly
looking at potential changes that will retain the schemes as relevant to
the membership as well as being affordable and sustainable for
Government, employers and members. Within UNISON our members have
a full say in the changes that need to be made to achieve this.

UNISON is proud to have been instrumental over many vyears in
expanding the membership of the schemes so that low paid and part time
members (mainly women) can now save for their retirement. They can
do so in the knowledge that provided the pension scheme will give them
pension that will put them above the poverty line in retirement if they
have contributed for a number of years.

UNISON was central to developing Admission Agreements in the LGPS
that allows contractors to participate in the LGPS so staff outsourced into
the private sector can remain in membership of the scheme. Admission
Agreements can be extended to new staff working predominately on the
outsourced work.

UNISON is also working in partnership with employers and the

Department of Health in the NHSPS to extend the membership to more
staff who are transferred to social enterprises.
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With over 100,000 members now working in the ‘private sector’, UNISON
has negotiated on most of the broadly comparable pension schemes
operated by contractors. UNISON has been at the forefront of challenging
employers who are trying to cut pension provision. We have examples of
constructive dialogue that has resulted in improved packages for
members where employers have been able to demonstrate that they
genuinely cannot afford to continue the scheme without structural
changes and employee contribution increases.

UNISON has always argued that schemes must be affordable and
sustainable. Of equal importance schemes must deliver adequate
pensions and provide value for money for members. The schemes must
continue to be reviewed regularly: to ensure they remain fair to all
members; to reflect any change to the work force; to protect those
nearing retirement and those who have contributed for many years in the
schemes.

Changes should be incremental, scheme specific, and fully consulted on.

Any major change that is in response to short term crisis or recession is
not ‘radical but ‘reactionary’ and likely to increase the proportion of the
workforce that is in poverty in their old age. In particular imposing a ‘levy’
across the board so that members pay more because of a temporary
funding strain will have an immediate and disproportionate affect on all
low to middle earners.

UNISON has found that one of the main reasons workers give for opting
out of public service schemes such as the LGPS is they cannot afford the
level of contribution. Precipitous change is likely to lead to the very
members who should be encouraged to save, opting out of the scheme.

UNISON is very concerned by the media and political attacks on public
service pension schemes. We remain unconvinced by the arguments put
forward, mainly by media pundits, and commentators who seem more
intent in pushing their particular prejudice or theory than to engage in
objective debate.

We set out in our submission why we believe that public service schemes
are affordable and sustainable and can continue to be reformed as
necessary. We refer to the much wider issue around UK pensions that
must be addressed, namely why the private sector is increasingly failing
its workforce and the effect this will have on future tax payers.
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2.1

2.2

2.3

2.4

2.5

2.6

2.7

UNISON'’s Key principles - When considering reform
to Pension Schemes in the Public Service.

All staff in the public service must have continued access to
adequate and affordable pensions and this is only possible in a
defined benefit scheme that guarantees a level of benefit based on
either final salary or career average.

Active members cannot be expected to bear the full cost of all
scheme cost increases. Under current cap and share arrangements
the main cost that is shared is the increase in longevity of the
active members.

Any savings from structural change or increases in contributions to
a scheme should count towards keeping that scheme sustainable
and not simply used to subsidise other government expenditure or
taxes.

Pension rights already earned should not be reduced and this
should include the expectation that accrued pensions will hold their
value in relation to increases in cost of living both for pensioners
and those that leave early with deferred benefits.

The low paid should continue to see a clear advantage in saving for
their retirement in a scheme that, overtime, will provide them with
a reasonable standard of living in retirement.

Members of public service pension schemes should not have to pay
increased contributions as a result of any shortfall between
contributions coming in and pensions going out which is caused by
central government policy on pay freezes or job cuts.

Benefits must remain fit for the purpose of lifting members above
the poverty line in retirement after an average length of service in
the scheme.

2.8 Benefits must be payable when members need them. Any increase

2.9

2.10

in retirement age must take into account the wider issues of
employability up to the increased age as well as a reasonable
expectation of typical local government longevity.

Any scheme and proposed changes should be fully equality proofed
including gender, race, disability and part-time equality.

The schemes must remain affordable in the long term. Any review
must continue to recognise that the central guarantee allows
schemes to take a long term view. Fluctuations of cost in the short
term should not lead to action that is going to undermine the
scheme in the future (whether through employers taking
contribution holidays, as some did in the past, or severe cuts in
benefits which will make schemes untenable for members now)
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2.11

2.12

3.1

3.1.1

3.1.2

3.1.3

Employers should not be able to escape their social responsibilities
for contributing to a pension scheme that allows for dignity and the
absence of poverty in retirement for their employees.

That the employers should not be able to gain advantage in
competitive tendering by cutting labour costs through poor or no
pension provision for their staff.

General response to the questions raised by the
terms of reference of the Commission

The Growing Disparity between Public Service and Private
Sector Pension Provision

The NHS Pension Scheme (NHSPS) and the Local Government
Pension Scheme (LGPS) do not provide generous benefits
compared to existing good final salary provision in the private
sector.

The disparity is caused solely because of the collapse of good
pension provision in the private sector over recent years. Data
from the Office for National Statistics (ONS) shows that only 3.6
million private sector employees were in company pension
schemes in 2008, down from 6.5 million in 1991 and a peak of 8.1
million in 1967. The private sector has replaced good schemes
that they claim were too expensive with defined contribution
schemes that are too cheap. The private sector has yet to
establish a new standard that will be fit for purpose.

The real inequality exists in the private sector, where highly paid
executives receive the real ‘gold-plated’ pensions whilst the
majority of their workforces face severe cuts in their future pension
expectations. The TUC’s 2008 Pensions Watch study of 346
directors from 102 of the UK’s top companies found that they were
set to earn a yearly pension of £201,700 - 25 times the average
workplace pension of £8,100 per annum. The study also revealed
that the most senior directors of these firms had average pension
funds of £5.2 million, with an annual pension forecast of £333,400.
In reality, most directors of the UK’s largest private sector
companies can look forward to retiring on a full pension at age 60,
accrued on generous terms in a final salary scheme.

At a time when the cost of providing any form of pension provision
is increasing, many employers are reducing their contributions to
entirely inadequate levels. Data from the Association of Consulting
Actuaries’ 2009 Pension Trend Survey shows the typical employer
contribution to a defined contribution pension scheme to be 6.7%
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3.1.4

3.1.5.

3.1.6

in contrast to a typical 23.2% contribution to a defined benefit
pension scheme.

It is a damning indictment of the private sector that, according to
the National Employment Saving Trust (NEST) Corporation,
750,000 employers are currently offering no workplace pension.
The Department of Work and Pensions, estimated there to be some
14 million people receiving no employer pension contribution and
around 7 million people not saving enough for their retirement.

The Treasury press release of 20 June announcing the setting up of
the Commission says in its notes to editors that two thirds of
employees do not receive an employer contribution to a pension
arrangement. The figures further show that a high proportion of
employees have never received employer contributions. This has
been a consistent feature of the UK pension scene through
successive governments. Government has finally recognised that
compelling all employers to contribute would begin to solve the
problem. Unfortunately the default scheme NEST is a defined
contribution scheme and the rates of contribution are far too low.

There is no evidence that undermining public service pensions will
improve the pension provision for ordinary workers in the private
sector. Worsening them to the point where the predominately low
paid workforce can no longer save for their retirement will impose
an even larger tax burden on all tax payers in future years.

It also needs to be said that this apparent race to the bottom in
private sector pensions provision is replicated in current state
pension provision. An OECD report published in June 2009
concluded that the UK has some of the worst provision in the
developed world in terms of state pension income as a proportion
of pre-retirement earnings, with this ratio estimated to be
approximately 31%. The Government needs to be looking to
improve pension provision across the board, not trying to equalise
pension provision at the lowest common denominator.

UNISON would argue that any barrier to ‘greater plurality of
services in the public sector’ is reduced by ‘Fair Deal’, particularly
the option of allowing contractors to apply for Admitted Body
status the LGPS. A similar agreement between the Unions, CBI
and DH to allow NHSPS membership to employers and employees
working on NHS contracted services has been made but awaits HM
Treasury approval.

Any threat to weaken the provisions of Fair Deal so that a
contractor could win a contract without providing a comparable
pension with a bulk transfer option would increase not decrease
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barriers. Without these provisions there would be less labour
mobility and greater unwillingness to transfer to the private sector.

3.1.7 The last set of reforms has increased the normal retirement age

3.2

3.2.1

(NRA) for most public service schemes from 60 to 65. Attacks on
public sector workers pension provision make a lot out of the
normal retirement ages (NRA)for most members still being 60 in
the Pay As You Go (PAYG) schemes but the proportion of those
with an NRA of 60 is changing fast.

Most PAYG Schemes provide protection for those who were in
service at the commencement date of the new scheme with an
increased retirement age for new members. Existing staff can
remain in a scheme closed to new entrants that retains a lower
normal retirement age. The fact that these schemes are closed
means the number of members will decrease as staff retire or
leave to work outside the service.

It is important to dispel the myth that all workers protected by
lower NRA have significantly better benefits than those who have a
higher NRA.

In the NHSPS for example a member of 1995 section with an NRA
of 60 has a benefit package of similar overall value to a member of
the 2008 section with a NRA of 65. Despite the fact that NRA is 60
in the 1995 section the average age at which a member actually
retires is around 63.

In the LGPS a different approach was adopted that meant that
there are no different sections for existing and new staff. The NRA
was already age 65 for a high proportion of members.

Instead one new scheme was introduced for both existing and new
members. Existing rights to retire were protected on all past
service. Only future service after April 2008 is affected if the
member retires before 65. Significant transitional protections were
introduced for those within a decade of retirement who would
satisfy the Rule of 85.

The needs of public service employers in term of
recruitment and retention

At all levels staff undergo significant training within the NHS and
develop skills and gain experience that are essential for the
running of the NHS. It is essential therefore that the NHS retains
these skills and the NHSPS is seen as key to staff retention by
Employers and Staff Side. The 2008 section incorporates flexible
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3.2.2

3.3

3.3.1

3.3.2

3.3.3

retirement provision that is hoped will appeal to staff who want to
remain working on reduced hours and responsibility.

Retention in the NHS is likely to be undermined if further punitive
changes to the scheme are made in addition to changes that will
arise as a result of the cost share agreement.

Within the LGPS there is broad agreement amongst stakeholders
that the scheme is a key retention tool for members who are
middle aged and above.

The need to ensure that future pension provision is fair
across the workforce

The annexes on the LGPS and NHSPS go into greater detail over
the reforms already achieved. This shows how access has been
achieved for part-time and temporary workers and the move to
equal treatment to partner’s pensions. Both are “key fairness
issues.

The LGPS introduced elements of ‘career average’ after 1 April
2008 in allowing members whose pay goes down to pick the best
average of 3 years in the last 10. The 2008 section of the NHSPS
has a similar provision.

The introduction of banded employee contributions means the
NHSPS lowest earners pay 5% while the highest earners now pay 8
2%. In the LGPS the lowest paid pay 5.5% and the highest paid
pay 7.5% (last Autumn the trade unions agreed in response to a
CLG consultation that highest paid workers in the LGPS England
and Wales could pay as much as 10% with the bands for the lower
paid being adjusted to bring more low paid into the lower
contribution bands).

UNISON believes that negotiating on a scheme by scheme basis to
ensure that the benefits structure remains fair to all members is
the correct approach. Scheme stakeholders should consider
appropriate scheme changes taking into account the changing
nature of the workforce covered by that particular scheme. We
believe this has delivered up to now and must be allowed to
continue.

UNISON has never been against the concept of career average
schemes. However, if introduced it should not simply be seen as a
cost cutting measure, particularly if it puts at risk low paid workers
pension rights.

If a change to career average was agreed it should not reduce the
overall value of the scheme. A scheme that averaged earning but
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3.4

3.4.1

3.4.2

did not improve the accrual rate to compensate would make the
scheme worse for most members including many low paid.

There is also a question mark as to how career average schemes
will retain value if earnings are revalued in future by the Consumer
Prices Index instead of the current Retail Prices Index.

How risk should be shared between the tax payer and
employee

In the past the employer/employee ratio of contributions paid was
roughly 2:1 so the employer paid £2 for every £1 paid by the
employee. This began to breakdown in the 1980’s as over
optimistic actuarial assumptions and inflated investment returns
were used by predominately employer controlled schemes to cut
employer contributions. This spilled over into the public sector with
NHSPS employer contributions being as low as 4%. In the LGPS 12
funds allowed employers to take full contribution holidays and most
paid significantly less than employees for years.

Employer contributions were kept low until 1990 in the LGPS and
around 2004 in the NHSPS because until then the cost of pension
increases on pensions in payment were not funded through the
schemes. These factors led to more than a decade when the
employees were paying far more than their share of the cost and
the employer/taxpayer was paying too little.

In 1990 the Government introduced Regulations for England and
Wales that made LGPS fund to only 75% of solvency. This allowed
employer contributions to be kept down in the early 1990’s until
the regulations reverted a few years later to requiring LGPS to aim
for 100% solvency. Also in the early 1990’s actuaries began to
change their assumptions on longevity, the economy went into a
recession and investment returns decreased. Even with the
economic upturn in the late 1990’s assumptions on investment
return remained lower than it had been in the 1980’s and early
90’s. These factors, by the mid '90s led to the rapid reversal of the
funding position of schemes from surplus to deficit.

Significant changes have been made in the LG and NHS pension
schemes regarding the sharing of costs between employee and
employer that will significantly reduce the risk to the tax payer as
set out below.

Cost share in the NHSPS Ilimits employer contributions to a
maximum of 14.2% going down to 14% by April 2016. The
changes in the cost of items included in cost share (that includes
changes in longevity) are currently being assessed between the
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3.5

3.5.1

2004 and 2008 valuations. This may lead to significant increases in
employee contributions and changes to benefits in the near future.

Although the NHSPS is a PASYG scheme the taxpayer has
benefited from the significant contributions that the employees and
employers have paid into it. In England and Wales £46 billion has
been paid into the NHSPS over the last 10 years, of which £16
billion came from the members.

The NHSPS is currently cash rich with £2 billion more going in than
being paid out last year. This surplus went to the Treasury and will
have assisted the taxpayer in meeting the cost of other PAYG
schemes and/or the funding of general expenditure.

Apart from cost share, one of the key changes in April 2008 was
the increase in employee contributions in recognition of the need to
contain costs. This has nearly restored the 2:1 ratio of employer to
employee contributions for future service. Both the LG and NHS
pensions schemes have banded contributions but the contribution
take to the schemes is increasing significantly. In both schemes
employee contributions have increased from around 5.9% to
around 6.5%.

In the LGPS England and Wales a cost share mechanism has nearly
been finalised and will assess changes to future service costs going
forward from the valuation in 2007. In Scotland and Northern
Ireland separate talks are under way to agree separate cost share
mechanisms for each of those two schemes.

The LGPS has 101 funds with a market value of over £100 billion.
Investment returns accounts for at least a third of the total money
going into the Funds and this helps limit the risk to the taxpayer.
The risk to the taxpayer from the LGPS is significantly reduced
because it has funds and their funding towards 100% solvency.

The return on investments helped the LGPS in England and Wales
to be over £4 billion cash rich last year. The fact that there are
investment funds means that the over £4 billon cash surplus of
money going in over money going out will be kept by the funds.

Which organisations should have access to public service
schemes?

UNISON points to the success of admission agreements that have
allowed contractors to participate in the LGPS for over 10 years.
These have worked well and there is dialogue between the TU side,
the contractors and the CLG to improve the guidance and to make
the process of setting up admission agreement easier and as
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3.5.2

3.5.3

3.5.4

3.6

3.6.1

3.6.2

3.6.3

3.6.4

seamless as possible. Admitted body status is the option of choice
for many contractors taking on staff who are in the LGPS.

The option of Admitted Body status is supported by both CBI and
the TUC. There is also agreement that similar arrangement should
be extended to other public service schemes. In the NHSPS there
is no similar provision but the NHS Staff Passport arrangements
that we hope will be agreed by Treasury could be a blue print for
how this could be achieved in PASYG schemes.

The admitted body status provisions are important for the LGPS as
they enable the scheme to retain a reasonable proportion of
members contributing to it. An admission agreement is often
regarded as more viable than setting up a comparable pension
scheme and facilitates the movement of the workforce out and
back in to the public service when the outsourcing comes to an
end.

It is also important to provide a level playing field between
contractors with service delivery being the key determinant for the
award of contracts and not a competition based on the lowest
pension costs.

Implementation and transitional arrangements for any
recommendations

Any attempt by government to undermine the legal position of
accrued benefits would be challenged. At the time of writing the
attempt of government to push a change to the index for future
pension increases may be challengeable if it is applied to all past
service, pension lawyers are looking into this.

Any changes to the structure of the schemes, including changing
retirement ages, should be implemented on the basis of protecting
those most near retirement. The principle of protecting those
within the decade before retirement that was adopted when NRA
increased from 60 to 65 in most public service schemes should
continue.

The principle followed in PAYG schemes has been to allow existing
members the right to remain in a scheme with the old retirement
age. This recognises that under ‘cap and share’ it is the members
that bear the cost of improving longevity.

Flexible retirement provision should be further improved to assist
the introduction of any new changes. Members should be able to
draw their accrued benefits from at least the Minimum Pension Age
and then work on earning additional benefits on the new scheme
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3.7

3.7.1

3.7.2

3.7.3

3.7.4

basis with the option to reduce hours. UNISON is helping members
who see this as a way of managing their retirement in stages and
remaining in the workforce for longer.

Wider Government Policy intended to encourage adequate
saving for retirement and longer working lives.

Even before considering affordability one should consider whether
a scheme provides adequate pensions to allow its members to
retire above the poverty line. An ‘affordable’ pension scheme that
does not provide adequate pensions is an irrelevance and a burden
on future tax payers.

Those who save for retirement must have confidence that their
savings and contributions will both represent good value for money
and deliver an adequate standard of living in retirement.

Adequate savings for retirement will only be possible if there is
agreement over how much saving is needed to provide an
adequate pension. As we set out below, we do not think this is
possible outside the kind of benefit guarantee found in a defined
benefit scheme.

There must be a review of the adequacy of defined contribution
schemes. It is UNISON's view that most are not fit for purpose.
It is untenable to say on the one hand that defined benefit
schemes in the private and public sector are unsustainable
because of cost whilst saying simultaneously that defined
contribution schemes, with a combined contribution over the
working life of less than 20%, are going to deliver for the low
paid. We attach a briefing based on evidence and studies that
explain that defined contribution schemes cannot be the answer
for the average to low paid because they simply cannot afford to
bear the risk involved. See paper on Defined Contribution
Schemes 5.3.

UNISON remains very concerned that many workers in the
private sector with pension provision are currently required to
purchase an annuity on retirement since annuity rates have
fallen by over 50% in the last two decades. A single 65 year old
man in 1990 could expect an annuity rate of 15.5% whereas a
single 65 year old man today would do well to find an annuity
rate of 7%. With interest rates at unprecedented lows, and the
threat of Solvency 2 funding standards to be adopted by
insurance companies, the future outlook for annuity rates and
pension provision in the private sector looks very bleak.

3.7.5 UNISON believes it is essential that good affordable pension

schemes should not be attacked simply because they are in the
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3.7.6

3.7.7

3.7.8

public sector. The far wider issue of exactly why the private sector
is failing its workforce by not paying enough to provide a decent
pension has to be addressed.

In particular the cost to the tax payer of employers who pay
nothing towards the pension provision of their workers must be
recognised.

The possible cost to the taxpayer is over £15,000 for each worker
that does not have an adequate pension scheme. This is based on
the following calculation:

. For a single person the Guaranteed Credit element of the
Pension Credit is £132.60 a week.

. According to the “Interim Life Tables” produced by National
Statistics, a male aged 65 today could reasonably expect to
live for another 17.5 years - i.e. to 82.5.

. The average weekly state pension in payment (i.e. Basic State
Pension plus S2P etc) in 08/09 was £116 a week.

This means that if everything remained constant and a man
reached SPA with no or very limited private pension savings and an
“average” state pension , the cost to the taxpayer of paying
Pension Credit at a rate of £16.60 a week for the next 17.5 years
would be £15,106 (i.e. 16.60* 52) * 17.5.

We would stress that the Government’s current private sector
pension’s agenda in terms of the auto-enrolment and NEST
provisions are in no way a blueprint for adequate retirement
provision. It risks placing an entire generation at the mercy of
poverty in retirement.

This shows the power of Fair Deal to save the taxpayer money. If
the over one million, mainly low paid, workers in the public sector
had not been entitled to a comparable pension scheme when they
were outsourced then many would have relied on state benefit, as
outlined above. Every million such workers will cost the state £15
billion.

Commentators put a lot of faith in the Turner Report and NEST in
tackling long-term pensioner poverty. The sad truth is that the cost
of defined contribution pension provision is rising through rapidly
worsening annuity rates and the projections upon which they are
based are out of date and need revising. If it takes a combined
contribution of over 20% to secure adequate pension benefits over
many years service the default contributions to NEST set out below
cannot be adequate for a high proportion of the workforce.
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3.7.9

Where a worker is automatically enrolled intoa defined
contribution pension scheme or NEST, there will be a minimum
contribution of 8% of qualifying earnings, of which the employer
must pay a minimum of 3%. If the employer chooses to pay the
minimum 3%, the worker will pay 4%, with a further 1% paid as
tax relief by the government. (Qualifying earnings in 2006/07
terms are between £5,035 and £33,540).

The current plan is for these minimum contribution levels to be
phased in between October 2012 and October 2017, as follows:

. October 2012 to September 2016 - total minimum of 2% of
qualifying earnings with at least 1% from the employer.

. October 2016 to September 2017 - total minimum of 5% of
qualifying earnings, with at least 2% from the employer.

. From October 2017, total minimum of 8% of qualifying
earnings, with at least 3% from the employer.

It is false hope that somehow NEST will come to the aid of the tax
payer. If employers continue to get away with low pension
contributions; good schemes for the low to medium paid allowed to
wither away both in the private and public sectors, and workers
outsourced to the private sector in the future do not get
comparable pension schemes, then the cost to the taxpayer will
inevitably rise.

It is for the above reasons that UNISON believes that debate must
first focus on what is an adequate scheme and then, secondly, how
both employer and employee can make sufficient savings to
achieve the required benefit in retirement. UNISON believes the
only way this can be achieved is through a good defined benefit
scheme. For those going down the defined contribution route there
must be some form of underpinning guarantee for benefits and the
contributions must be broadly similar to what is likely to be paid
into a good defined benefit scheme.

3.7.10 When discussing adequate retirement provision UNISON believes it

is important to consider the relationship between saving for
retirement and the affect of means tested benefits like pensions
credit.

There is a compelling case for changing the means testing rules for
state benefits like pension credit. The low paid with low pensions
should not see their pensions simply offset against state benefits
when the pension they have saved for comes into payment.
Instead the rules should allow their pensions to count on top of

pension credit so they get sufficient support from the Government
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4.
4.1

to push them above the poverty line, currently around £175 per
week for a single person and over £230 per week for a couple.

Related issues

Changing the rate of revaluation from Retail Prices Index to
Consumer Prices Index.

UNISON opposes this arbitrary change in the revaluation rate that
could have a serious affect not only on current scheme members
but also early leavers and retired members. Other submissions
received by the Commission will detail the likely reduction in future
pension expectation for scheme members both in the public and
private services this move will entail.

The Treasury estimate it will mean a reduction, in real terms’ of
about 0.5% a year in the value of the pension in payment over the
lifetime of a pensioner. Other commentators and actuaries put the
figure closer to 0.75%.

It will represent (if it is introduced across the board and for all
service) a significant saving for pension schemes.

In overall terms the impact on the cost of public service schemes
alone is estimated by some commentators as a reduction of 10%
of the cost of public service schemes alone

It is of serious concern that it will be seen as yet another moving of
the ‘gaol posts’ and will deter many for saving for their retirement.

The CPI that excludes interest rates is clearly going to be
inappropriate for early leavers who are still in the workforce and
whose cost of living is likely to be directly affected by changes in
interest rates because of loans and mortgages.

Retired members are being hit twice as a negative Retail Prices
Index last year was caused by a collapse in the interest rates. The
move to CPI that excludes interest rates means that when interest
rates rise again they will not be compensated for not getting an
increase in their pension in 2010.

UNISON's believes the correct approach would be for the
Government to consult on what would be an appropriate index to
measure changes in the cost of living for the different groups.

Furthermore we suggest that it must be of concern to the
Commission that the government’s decision to switch to CPI
without any consultation pre empts any conclusions it can make. It
is essential that RPI/CPI change is taken into account by the
Commission when assessing overall affordability of Public Service
Schemes.
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4.2 The Discount Rate

4.3

The assumption that is causing the most controversy is the use of
a 3.5% discount rate to value future service liabilities in public
service schemes, both funded and unfunded. The discount rate in
the private sector is now lower and falling. However,
commentators that attack the rate used in the public sector fail to
understand that public service schemes can be run cheaper than
an equivalent in the private sector precisely because of the
statutory underpinning provided. This means public service
schemes can take a longer term view and are not so exposed to
short term changes in the value of investment. The case for
retaining a discount rate based on the Social Time Preference Rate
is set out in detail in the submission the commission will receive
from the TUC.

UNISON has commissioned First Actuarial to produce a paper that
is a commentary on the comments made by the CBI in their
document ‘Getting a grip ‘published in April 2010. It succinctly
makes the point that it is wrong to base a rate of return on index
linked bond yields based on the current market when at the same
time valuing the alleged shortfall of ‘funding ' in the PASYG
schemes at nearly a £trillion. If the government issued index linked
bonds to cover the alleged shortfall the yield would shoot up. The
First Actuarial paper is attached as Annex 5.4.

Normal Retirement Age

The Normal Retirement Age for all the members of the LGPS is now
65 and for all members who joined the NHSPS since April 2008.
Many commentators are suggesting the Normal Retirement Ages
now increase immediately to come into line with the changes to
State Pension Age.

Although UNISON accepts that people on the whole may be living
longer this does not necessarily mean they are capable of or will be
offered the opportunity/means to work longer. This is particularly
so in manual and physical occupations.

Indeed Office for National Statistics (ONS) data'’ shows that the
average age of withdrawal from the labour market for women is
62.4 years in April to June 2009. For men, the average age of
withdrawal peaked at 64.5 years in April to June 2008 and was
unchanged in April to June 2009.

The issue of increasing retirement age should be undertaken
scheme by scheme reflecting the nature of the workforce and the
opportunities for continued work available.

' ONS Pension Trends, Labour Market and Retirement, Chapter 4
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UNISON has always believed that members who want to work
longer should have the opportunity to do so.

Increasing the age that members can get a pension that does not
suffer from an early retirement factor is little to do with
encouraging people to work longer. Both the LGPS and NHSPS
already allow members to continue accruing benefit in the scheme
if they work on after age 65 up to the age of 75. Increasing
retirement ages is, instead, a cost to the member who, through
declining health or capability, has no choice but to retire. This is
likely to have disproportionate effect on the low paid who are more
likely to suffer ill health than higher paid.

The average retirement ages in the NHSPS and LGPS are around
62/63. Much better analysis is needed to assess the implications
for both the membership and the possible extra costs to the
taxpayer of increased health and benefit costs before trying to
make further changes to retirement ages.

The NHSPS is conducting a major exercise called CHOICE to allow
every active member in service who was in membership at the
time the 2008 section came in, to elect to transfer their service
from the 1995 section to the 2008 section. This has already been
completed in Scotland and Northern Ireland and will continue
across England and Wales until the end of 2011. In addition to
heightening the awareness of the scheme with both members and
employers a proportion are likely to opt into the 2008 section with
the 65 Normal Retirement Age.

We understand from the NHS Pensions Agency that the 2008
section already has nearly 250,000 members.

5. Annexes
5.1 LGPS
5.2 NHSPS
5.3 UNISON paper on Defined contribution Schemes

5.4 First Actuarial Paper Discount Rates for valuing public
sector pensions

Paper prepared by:

Glyn Jenkins

UNISON, Head of Pensions
07786364264

4 August 2010
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discount rate equal to the real yield on long dated index linked gilts less 0.3%. At the time of
writing, that is a real discount rate of 0.4% pa.

2. Return on minimum risk assets

Minimum risk assets may comprise a portfolio of UK Government bonds (gilts) designed to
generate income that matches outgo on the liabilities. There are limitations to this principle,
because the time period for paying pensions generally exceeds the longest term of available
bonds. More sophisticated matching can be developed using swaps, strips, liability driven
investment products and so on. However, | will keep things simple by looking at the yield on
gilts.

The minimum risk principle might be weakened by allowing investment in corporate bonds to
match fixed liabilities. But the only large and liquid market in index linked bonds is the gilts
market.

Public sector pensions are largely inflation protected, so | will consider the real yield on long
dated index linked gilts only, which is 0.7% pa at the time of writing.

3. Best estimate return on the assets

As a matter of definition, the rate of return expected on an asset is the rate that discounts the
income on the asset and gets its market value as the answer. This is the internal rate of
return, for those familiar with financial jargon.

Gilts

The published yield on gilts is the internal rate of return, that is how a yield is worked out.
The history of the real yield on index linked gilts is given in Chart 1 (Source: Bank of England
spot curve at 15 years). The average real yield on index linked gilts over the 25 years
covered by the chart, which covers nearly all the history of index linked gilts, is 2.9% pa.

UK equities

Continuing to use the “internal rate of return” approach, the expected return on equities may
be modelled by compounding the dividend yield, an assumption for RPI and an assumption
for real dividend growth. If | work with real yields, | can leave out the RPI assumption and
say the expected real return on equities is the dividend yield plus an assumption for real
dividend growth.

Real dividend growth has averaged 1.6% pa from April 1965 to March 2010. To construct
the expected real return on UK equities, | will simply compound 1.6% to the (net) dividend
yield. A more sophisticated approach could vary the assumption for future dividend growth
from time to time, perhaps in light of data on corporate earnings. But for the sake of building
a simple, clear argument, | will simply use 1.6% and the net dividend yield from time to time,
to produce the expected return on UK equities shown in chart 1. The average expected real
return on UK equities over the 25 years covered by the chart is 4.9% pa.
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The present recession has led to unprecedented rapid cuts and suspensions of dividends.
To the extent that the cuts and suspensions might be restored in future, the current dividend
yield, which only summarises the dividends paid in the previous 12 months, might be
understating the prospects for future dividends. On the other hand, restoration of dividends
from our troubled banks might be a long time coming.

Other asset classes

The expected returns on corporate bonds, commercial property and overseas equities could
also be constructed, but for the purpose of a simple analysis | have not done so. Having the
expected real return on gilts and UK equities to hand captures a reasonable spectrum of
expected returns from low to high.

Best estimate expected return on sample portfolios

Looking over the last 25 years, a portfolio comprising 30% equities and 70% index linked
gilts has an expected real return of 3.5% pa on average over that period (30% x 4.9% + 70%
X 2.9% = 3.5%).

Looking instead at current market conditions, as at 31 March 2010 the expected real return
on UK equities was 4.86% pa (disregarding the possible understatement of future dividend
prospects mentioned above) and the Bank of England 15 year spot curve for real gilts was
0.87% pa. To produce an expected return of 3.5% pa as at 31 March 2010 requires a
portfolio of 66% in UK equities and 34% in gilts.

4. Prudent return on the assets

One way to construct a prudent expected return on UK equities is by assuming nil real
dividend growth. This gives a prudent expected real return on UK equities of 3.2% pa, on
average over the last 25 years. The statistic is also 3.2% pa as at 31 March 2010.

It seems to me that it is very strong to assume that, in effect, the UK economy does not grow
in real terms in future, to afford any higher dividends than at present. There is also an
implied assumption here of an unchanging division of the rewards of economic performance
between shareholders and wage earners.

Conventionally, gilts are regarded as “risk free”, so | will not take a prudent margin off the
yield on gilts.

Looking over the last 25 years, a portfolio comprising 30% equities and 70% index linked
gilts has a prudent expected real return of 3.0% pa on average over that period (30% x 3.2%
+ 70% x 2.9% = 3.0%).

Looking instead at current market conditions, as at 31 March 2010, a portfolio comprising
66% equities and 34% index linked gilts has a prudent expected real return of 2.4% pa (66%
X 3.2% + 34% x 0.9% = 2.4%).
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5. Other hypothetical investment strategy

Here, | will just touch on the AA corporate bond yield. On chart 1, | have shown the “real
yield” on AA rated corporate bonds, being the nominal yield with the expectation for future
RPI (represented by the Bank of England spot curve for inflation at 15 years) divided out.

Over the limited 9 year period for which | have data to hand, the average expected real yield
on corporate bonds was 2.6% pa. The position at 31 March 2010 was 1.6% pa.

Responding to specific assertions about the costing of public sector pensions in the
CBI brief “Getting a grip”

“The published cost of future benefits is calculated on the assumption of an
annual increase of 1.8%”

This is a reference to the figures published under the accounting standard FRS17, which
governs the reporting of pension costs in company accounts. The reference to “an annual
increase of 1.8%" is really a reference to a real discount rate of 1.8% pa.

“Instead, the government uses an optimistic [discount] rate of 3.5% to calculate
the contributions.”

In the private sector, FRS17 is the basis of reporting in company accounts only. It is not
used to calculate the contributions actually payable to the scheme, which is done using the
statutory funding objective (SFO) valuation. Prior to that, the minimum funding requirement
underpinned the contributions calculation. That the Government uses a different basis to
FRS17 to calculate the contributions is entirely normal. FRS17 reporting is not and is not
intended to be a contribution rate setting exercise.

“We [call] on the government to follow the same principles for calculating pension
costs as the private sector.”

The Government is publishing FRS17 costs. It is following the company accounting
principles applicable to the private sector.

Considering the SFO, this provides for the discount rate to be set prudently, by reference to
either the expected return on the assets, or to the yield on high quality bonds.

The FRS17 figures fit with the “yield on high quality bonds” part of the SFO specification of
the discount rate.

Considering the use of a 3.5% real discount rate to calculate the contributions:

. Historically, this seems to relate to the real yield on index linked gilts. From 1985
to 1997, the real yield on index linked gilts was mostly above 3.5% pa.
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It is broadly consistent with the Government's Green Book - Appraisal and
Evaluation in Central Government, which specifies 3.5% pa real discount rate for
years 0 — 30 and 3.0% real discount rate for years 31-75.

Holding to a stable discount rate for calculating public sector pension
contributions is sensible. To have tax rates fluctuating every year in proportion to
change in the corporate bond market (if contributions were calculated on an
FRS17 basis, for example) would be an absurdity. The need for stability and
consistency with the Green Book seem good reasons for discouraging a move
away from the 3.5% pa real discount rate initially set.

Over the last 25 years, a 3.5% real discount rate is representative of the return to
be expected on a portfolio comprising 30% equities and 70% index linked gilts, a
prudent portfolio by private sector standards.

Even in current market conditions, 3.5% real discount rate is representative of the
return to be expected on a portfolio comprising 66% UK equities and 34% index
linked gilts. A typical private sector scheme would be more diversified than that,
but a 2/3 “return seeking” and 1/3 bonds split of assets is typical in the private
sector, as revealed by the Pensions Regulator’s series of Purple Books.

Considering the expected return on the assets option for setting a prudent
discount rate under the SFO, 3.5% pa is to the high side of 3.0% pa (average
prudent real average rate over the last 25 years) and on the high side of current
market conditions (2.4% pa real on the hypothetical portfolio | used). But note
that 3.5% pa remains within a reasonable range of best estimate returns.
Applying the principle of employers of stronger covenant can have lower SFO
technical provisions, it is reasonable for the assessment of unfunded public
sector pensions costs to be wholly realistic.

The assessment of the value of benefits is correctly made on a best estimate
basis. Putting in a prudent amount to a funded pension is sensible, to have a
buffer against bad times, but if the eventual out turn is best estimate, the
additional funds prudently added will turn out not to be needed. Note that the
Board for Actuarial Standards, in its exposure draft for the Technical Actuarial
Standard for Pensions, proposes that trustees are supplied with best estimate
figures (the term used in the Standard is actually “neutral estimate”) as part of the
an actuarial valuation exercise. In future, the difference between prudent and
best estimate funding in the private sector may be made more visible.

The funding of private sector pension has to be prudent for good reasons.
A good prudent funding margin helps cover off the many risks of pension
provision, whether those risks are within the scheme or externally in relation to
the financial well being of the employer. A prudent margin helps employers
maintain a stable contribution rate despite fluctuations in funding. Prudent
funding is required by the EU Pensions Directive which was written into UK law in
the Pensions Act 2004 and its associated Regulations. None of these reasons



for having prudent funding in the private sector apply to the assessment of
unfunded public sector pensions.

“We [call] on the government to set up an independent commission tasked with
investigating the true costs of public sector pensions.”

There is no single definition of “true cost” for an independent commission, or any other body,
to investigate.

There are a variety of definitions | have mentioned, from insurance company buy out at one
end of the spectrum, at 0.4% pa real discount rate or thereabouts, to a wholly UK equity best
estimate discount rate at the other end of the spectrum, at 4.9% pa real discount rate, or
thereabouts.

All these definitions for capitalising benefit outgo are strictly hypothetical in the context of an
unfunded scheme, where there are neither assets to consider the return on, nor any
possibility of insuring all the liabilities.

The FRS17 model, which discounts real liabilities (most public sector pension liabilities are
inflation related) by a yield on a fixed interest bond, is particularly inappropriate. You would
not hold fixed interest bonds to meet inflation related liabilities.

Instead of discussing the mirroring of private sector funded pension calculations, let's pause
to consider what is appropriate for unfunded public sector scheme calculations. The
discount rate should represent society’s view of the time value of money. May be that view
best captured in HM Treasury’s Green Book. There, the discount rate is 3.5% for the first 30
years, gradually reducing thereafter. Perhaps the expected performance of the UK economy
is relevant, as approximated by the expected return on UK equities (4.9% pa).

Noting that the collecting of contributions in advance of the payment of benefits reduces the
Government’s need to issue gilts in the mean time, the real yield on gilts is a possibility,
though one that may not represent society’s view of the time value of money. Note too that
valuing £1tn (to use a round number from the CBI report) of unfunded public sector pensions
using a yield taken from an index linked gilt market of £130bn is stretching the use of the gilt
market data. If the Government were to issue £1tn of index linked gilts into the market, you
can be sure that the real yield would rise (i.e. the gilt market would fall) considerably.
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“The latest figures from HM Treasury — for March 2008 — put the total liability at
£770bn, down from £810bn in 2007. But this impression of improvement is
misleading.”

The Government is simply transparently reporting following the FRS17 requirements. It is
the assumptions for capitalising the cashflows that have reduced the total figure put on the
liabilities, it is not that the accrued benefits have been reduced. This bond market related
approach is arguably more misleading than the figures produced on the stable basis used by
Government. Indeed, would there not be advantages of stability, transparency and
comparability between companies if the private sector were to report this way?

Derek Benstead FIA
First Actuarial LLP
April 2010
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