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Foreword
This paper is the second in the series on The Changing Welfare State. The
first looked at social security spending since 1948. This paper looks at
pensioner incomes. Both are designed to promote a greater understanding
of the Welfare State to make sure it meets the needs of the new century.
This paper sets out how pensioner incomes have changed over the last 40
years. It shows two things. Average pensioner incomes are currently rising
faster than average earnings and the majority of pensioners in Britain
have more financial security in retirement than in the past. However, it
also shows that a significant minority of pensioners have missed out on
this increase in prosperity.
The Government is determined to help all pensioners but this paper shows
why it is necessary to focus particular help on todayÕs pensioners who
have missed out.
ThatÕs why we are helping them through the Minimum Income Guarantee,
because that is the best way of ensuring that more help goes to those
pensioners who need it most.
WhatÕs more, from next April we are doubling the capital limits to help
pensioners with modest savings benefit from the Minimum Income
Guarantee.
As a result of changes announced in this yearÕs budget, around 500,000
older people stand to gain from this change and many will be better off by
as much as £1,000 a year. Instead of being penalised for their providence,
we want pensioners to be rewarded for saving.
We are building on this work by developing a new PensionersÕ Credit,
designed to reward thrift and increase further the rewards for pensioners
who have modest savings and modest incomes. We will be consulting, with
a view to coming forward with proposals for the next Parliament.
The Government is doing more to help everyone who is retired. This
yearÕs Winter Fuel Payment is increased to £150 and will be paid to over
8 million households, paid again before Christmas. And pensioners have
already benefited from the reintroduction of free eye tests as well as the
reduction in VAT on fuel. And from this November pensioners aged 75 and
over will get free television licences.
Under the Minimum Tax Guarantee, pensioners will not pay any income
tax on incomes lower than £111 a week and we have cut the starting rate
of tax on pensions and income from savings from 20p to 10p, the lowest
rate ever.
v

We want to make sure that in future everyone can retire on a decent
income after a lifetimeÕs hard work. ThatÕs why the Government puts such
emphasis on getting people into work and making work pay.
This paper shows that the main reason that many people are now retiring
on good pensions is because of the growth of occupational pensions in the
1950s and 1960s.
But when we came into office almost 5 million people on moderate
earnings didnÕt have access to good quality funded pensions. The new
stakeholder pension will give them for the first time a chance of
contributing to a secure low-cost flexible pension.
And the paper also shows the need to help low and moderate earners save
for their retirement.
Thanks to the new State Second Pension, 4 million disabled people,
full-time carers and full-time parents with young children, will for the
first time ever retire with a decent pension.
And 14 million low and moderate earners will also benefit from the State
Second Pension, with lower earners getting more than double the amounts
they are currently entitled to under SERPS.
We canÕt change the past, but we can learn from it.
This paper is an important part of that process. By examining the causes
of todayÕs growing inequality in pensioner incomes and pensioner poverty,
we can put policies in place to properly address the issue now and forestall
it in the future.
Our reforms will help to ensure that everyone has a life to look forward to
in retirement.

Rt Hon Alistair Darling MP
Secretary of State for Social Security
March 2000
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Introduction
This paper is the second in the series on The Changing Welfare State
produced by the Department of Social Security. The series aims to set out
the historical context and the future prospects for social security policy
and spending.
The first paper looked at overall social security spending. It showed that
nearly half of social security spending goes to those over working age,
mostly in the form of retirement pension.
So this paper focuses on pensioners: their income and living standards in
relation to the rest of the population; the inequality in pensioner incomes;
and the GovernmentÕs policies for poorer pensioners now and in the
future. In doing so, it answers the following questions:
¥ What has happened to pensioner incomes?
¥ Why have average pensioner incomes increased?
¥ Why has inequality increased?
¥ What is the Government doing about it?
The paper sets out what has happened to pensioner incomes over the last
40 years. It shows that the issue is complex. While many people are now
retiring on a good income, too many are not.
The position of pensioners in recent years has, on average, been
improving relative to the rest of society. But some pensioners have missed
out. The growth in incomes has been greatest amongst better-off
pensioners and least amongst poorer pensioners.
Tackling poverty amongst the elderly is one of the GovernmentÕs key
objectives. So too is making sure that in the future all of us build up a
decent income in retirement.
For current pensioners, the Government has or will shortly introduce
various measures to improve the income and living standards of the
poorest and help all pensioners with their costs. These include the
Minimum Income Guarantee; Winter Fuel Payments; the Minimum Tax
Guarantee; and free television licences for those aged 75 and over.
Taken together these measures mean that from April 2001, a 75-year-old
who had been on Income Support in April 1997 and is now on the
Minimum Income Guarantee, will have an annual income of over £950
more than in April 1997. A couple aged 75 and over will receive over
£1,350 a year more.
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For future pensioners, the Government needs to face two challenges: to
provide moderate earners with a suitable pension-saving vehicle; and to
do more for those who are not likely to make private second-tier pension
provision.
So the Government is introducing the State Second Pension for low
earners and those with broken work records, and stakeholder pensions
for those with moderate earnings. These policies are underpinned by the
GovernmentÕs Welfare to Work initiatives and policies for making work
pay. These improve the job prospects of people who have often relied
solely on benefits, especially groups such as lone parents and disabled
people who are most likely to have poor pension provision. The best way
to let those without work share in the benefits of these new pensions, is
to improve their chances of being in work.
This paper explains why pensioner incomes have increased and why
inequality amongst pensioners has increased. And it sets out what the
Government is doing to make sure that people have a decent income in
retirement now and in the future.
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Summary
WHAT HAS HAPPENED TO PENSIONER INCOMES?
On average, the position of pensioners has been improving relative to the
rest of society. Substantial growth in membership of occupational pensions
over the past 50 years, and recent increases in investment and benefit
incomes, have seen pensioner incomes grow by two-thirds in real terms in
the 1980s and 1990s; over the same period real average earnings grew by
only two-fifths.
But in the same period too many pensioners have missed out. The growth
in incomes has been greatest amongst better-off pensioners and least
amongst poorer pensioners. For example, the median income of the top
fifth of pensioner couples went up by 80 per cent in real terms between
1979 (the earliest year for which detailed analysis of pensioner incomes is
available) and 1996/97 but only by 34 per cent for the bottom fifth. More
detail about changes in pensioner incomes can be found in Chapter One.
In this summary, we look at the following:
¥ the historical context;
¥ the GovernmentÕs reforms for future pensioners;
¥ the position of pensioners today; and
¥ help for todayÕs pensioners.

HISTORICAL CONTEXT
Building up a pension is a long-term exercise. Pensioner incomes in
the 1990s depend not so much on pension policy today but on the
developments of the last 50 years. In analysing the incomes of todayÕs
pensioners, it is important to put the debate into its historical context.

Pre-World War Two Ð the beginnings of state and
occupational pensions
Pension provision in the UK started with employers and employees setting
aside funds so that employees could retire from work with an income to
replace their earnings.
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The first state pension Ð a means-tested scheme for those aged 70
and over Ð was introduced in 1908. In the 1920s, a pension based on
contributions paid was introduced for those aged 65 and over, although
the new system did not cover everyone.
When the state pension was first introduced, only one-third of those born
65 years earlier were still alive. Today that figure stands at around threequarters and by the middle of this century we expect it to go up to nearly
90 per cent.

1948 Ð Beveridge and the basic state pension
In 1942, Beveridge proposed a universal state pension in return for flatrate contributions paid by all workers (except married women who could
opt out). This state pension was intended to provide a minimum on top of
which individuals should save more for themselves.
The new basic state pension was introduced on 5 July 1948 and
represents the first tier of pension provision.

1950s and 60s Ð growth of second-tier pensions
Until the 1950s, second-tier pension saving was still only the preserve of
those with occupational pensions. This was changed in 1956 with the
introduction of Retirement Annuity Contracts (RACs) Ð the forerunners of
personal pensions. These allowed individuals to arrange pension saving
directly with pension companies for the first time. But because they were
relatively inflexible, take-up was not high.
The state first introduced a second-tier pension in 1961. Graduated
Retirement Benefit (GRB) introduced a number of new concepts into state
pensions for the first time including:
¥ earnings-related contributions;
¥ an earnings-related pension; and
¥ the possibility of opting-out (known as contracting-out) for those with
occupational pensions.
But because GRB contributions were not revalued to reflect inflation or
earnings growth during the working life and the pension payable was not
increased in retirement, they quickly lost their value. This made the
scheme particularly bad value for younger workers. For more details about
RACs and GRB, see Chapter One.
Meanwhile occupational pension coverage grew at its fastest. By the late
1960s the majority of male employees were members of occupational
schemes. Most women were still not covered.
4

1970s Ð State Earnings Related Pension Scheme (SERPS)
By the late 1960s there was widespread recognition that GRB did not do
enough for those without an occupational pension. The scheme was
abolished in April 1975.
SERPS came into effect three years later. Providing a higher pension than
GRB, it had provisions to protect the second-tier pension of those who
spent time caring or unemployed. The scheme also paid widows all of the
SERPS built up by their deceased partner.
The scheme was compulsory for employees earning above a certain level,
except those with an occupational pension who could contract out. SERPS
contributions were revalued in line with average earnings during the
working life and after retirement SERPS rose in line with prices.
An important change to the basic state pension was that women who
married could in future no longer opt out. The basic state pension rights of
those with caring responsibilities were also protected.
So, by 1978 the basic state pension would provide a minimum level of
income for most, including women. On top of that, all employees who had
earned above that level would have a second-tier pension, either in the
form of SERPS or an occupational pension.

1980s Ð reduction in future value of state pensions and
increased incentives to contract out
The 1980s saw a number of changes designed to reduce the future value
of state pensions and encourage the development of private alternatives.
Many people planned accordingly.
By 1988 the position was very different from ten years earlier. SERPS, the
state second-tier pension, was to become gradually less generous reducing
the pension that could be built up and removing the protections for those
who spent time caring or unemployed.
On the other hand, the options for private second-tier provision were
widened. The Government signalled its preference for individuals to take
this route by providing specific incentives for employees to do so.
But the new mechanisms for contracting out were very different.
In final salary occupational schemes (the only type of scheme that could
previously be used to contract out of SERPS), employers bore the risk of
how much they would need to pay out to former employees. In money
purchase pensions, both occupational and personal, the pension that would
eventually be received would depend on investment performance. More risk
was to be borne by individuals than by the state or by employers.
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Late 1990s Ð regulating the market
The implications of the reforms of the previous decade had become clear
during the 1990s. More effort was needed on the part of individuals to
provide for themselves. The scandals involving personal pension
mis-selling and the abuse of company pension schemes showed that the
expanded role of the marketplace in providing pensions required greater
regulation by government.
The new vehicles for private pension saving provided more options and
more flexibility to help fill the gap left by state pensions. Personal
pensions and additional voluntary contributions (AVCs) provided suitable
mechanisms for better-off workers to save for their retirement.
However, options were limited for workers on low and moderate earnings
without access to an occupational scheme. SERPS was to be of lower value
relative to average earnings for those who retired in the future. And
personal pensions, as they had developed since their introduction in 1988,
had turned out to be more suitable for those with larger sums to invest.
Those without stable earnings found personal pensions particularly
unsuitable for their needs.
In a decade which saw mis-selling of pensions and the Maxwell scandal,
the Government is now legislating to introduce much tougher regulation
of financial markets for the benefit of both the industry and consumers.
The new system will be overseen by the Financial Services Authority.

2000 Ð THE GOVERNMENTÕS REFORMS FOR FUTURE
PENSIONERS
There were two problems to face. Firstly, moderate earners with no
occupational scheme needed a suitable pension-saving vehicle. Secondly,
the state needed to do more for those who had low income and for whom
funded provision was inappropriate. Our two key reforms Ð the State
Second Pension and stakeholder pensions Ð address these problems.

Lower earners without a funded second-tier pension Ð
the State Second Pension
SERPS was not designed to provide a substantial pension to lower paid
workers. As an earnings-related pension it gives more to those who earn
more. Furthermore, those with broken work records such as carers and
people with a long-term illness or disability lose out under a purely
earnings-related system like SERPS.
In reforming SERPS through the State Second Pension, the Government
will do most for those in most need of support. The State Second Pension
will give substantially more than SERPS to low earners; carers and people
with a long-term illness or disability with a broken work record will be
included in a state second-tier pension for the first time.
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Around 18 million people stand to gain from the State Second Pension:
14 million low and moderate earners, 2 million carers and 2 million
disabled people. The majority of the low earners are female part-time
workers without a private second-tier pension.

Effect of State Second Pension for employees who retire in 2051

Weekly pension in 1999 earnings terms
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Pension
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£75

Basic
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Pension

£50

£25

£0
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£3,000

£6,000

£9,000

£12,000

£15,000

£18,000

£21,000

£24,000

£27,000

£30,000

Annual earnings in 1999 earnings terms
Source: Department of Social Security's LifePen model.
Note:•

This chart is illustrative. See Chapter Four for details of the assumptions used in the model.

Moderate earners without access to an occupational
pension Ð stakeholder pensions
Around half of those earning between £9,000 and £20,000 a year do not
have an occupational pension. At present their only option is a personal
pension. But these tend not to be flexible enough for those on moderate
incomes. Their charging structure is more suitable for those with more
to invest.
Stakeholder pensions will be secure, value for money and flexible money
purchase pensions that can be arranged through the workplace or directly
by individuals themselves. Charges will be restricted and members will be
able to stop and restart contributions without penalty. This will benefit in
particular those who take breaks from work. They will also be able to
transfer from one scheme to another without penalty.
Stakeholder pensions will enable moderate earners without access to an
occupational pension and lower earning self-employed people to make
their own provision more simply and at a lower cost than in the past.
There are around five million people in the target earnings bracket who
could benefit from stakeholder pensions.

7

Getting people back to work
The best way to enable people without work to share in the benefits
provided by these initiatives is to improve their chances of being in work.
The Government reforms to help people into work include the New Deal.
This will provide young people, those aged over 50, lone parents and
people with a long-term illness or disability with additional support, advice
and training opportunities to improve their job prospects.
Other aspects of Welfare to Work, including the Working FamiliesÕ Tax
Credit and the Disabled PersonÕs Tax Credit, ensure that the benefits
system works to help people find work rather than hinder them.
Anyone working as an employee, even as a low earner, will automatically
be covered by the State Second Pension if they earn above the Lower
Earnings Limit for National Insurance contributions. If they earn more,
they will benefit from the boost given to moderate earners through State
Second Pension top-ups/enhanced rebates.

THE POSITION OF PENSIONERS TODAY
The policies for future pensioners are intended to address the long-term
gaps in second-tier pension coverage outlined above. They will increase
the second-tier pension of those who have missed out in the past.
But these policies will come too late for those already retired or about
to retire.
Whilst many pensioners are doing much better than the rest, inequality
amongst pensioners has increased and the poorest pensioners have not
shared in the growth in pensioner incomes.

Why have average pensioner incomes grown?
Over the last 20 years, average pensioner income from occupational
pensions, benefits (including state pensions) and investments have all
grown in real terms.

Occupational pensions and SERPS Ð cohort effects
Growth in average income from occupational pensions and SERPS has
taken place largely because each new wave of retirees has had the benefit
of an additional year of their working life either with greater occupational
pension coverage or with a SERPS record. These Ôcohort effectsÕ are
explained in more detail in Chapter Two.
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Strong equity growth gave good returns on pension investments
The long-term growth in share prices since the mid-1980s has given those
with any form of money purchase pension very good returns on their
investment. For people retiring now, this return has been particularly
beneficial, as it has taken place when they have had most in their
pension fund.
This growth has been sufficiently strong that it has largely compensated
for the fall in level annuity rates that has taken place in recent years.
Furthermore the advent of low inflation means that income from level
annuities has maintained its value for longer and will continue to do so.

Investment income
The average investment income of all pensioner units doubled in real
terms between 1979 and 1996/97 for two reasons. Firstly, the returns to
investment in stocks and shares (equity) have been historically high.
Secondly, the proportion of households investing in equity has risen since
the mid-1980s.

Why has inequality increased?
Occupational pensions and investment income account for the majority of
the difference between the incomes of the better-off and poorest
pensioners. Although earnings are generally much higher for better-off
pensioners, earnings have declined in their importance as a source of
income for many pensioners. There have also been some changes in
receipt of the different components of benefit income.

Occupational pension income
As would be expected, occupational pension income is much higher
amongst better-off pensioners than amongst the poorest. However, the
last 20 years has seen a significant increase in the proportion of pensioners
receiving an income from an occupational pension, benefiting many less
well-off pensioners. Reflecting the earlier growth in occupational pension
membership, 57 per cent of pensioners had some occupational pension
income in the late 1990s compared to 40 per cent in the late 1970s.
However, despite the widening coverage, around half of the poorest fifth
of pensioner couples and three-quarters of the poorest fifth of single
pensioners still do not receive any income from an occupational pension.
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Investment income
In the late 1980s, there was a large jump in the proportion of households
with investments in stocks and shares. However, this growth was much
lower for poorer households. Evidence also suggests that investment in
equity is much more likely amongst those who have housing wealth,
pension savings or both. Furthermore, the proportion of households without
any assets has risen from 6 per cent in 1978 to 10 per cent in 1996.

Benefit income (including state pensions)
Benefit income consists of many different sources, including state pensions,
disability benefits and income-related benefits. Taking all of these sources
together, higher amounts now go to middle-income pensioners than to
those in the bottom and top fifths of the pensioner couples income
distribution. For details about individual benefits see Chapter Three.

Personal pensions
Personal pensions were introduced in 1988 as a more flexible replacement
for their predecessor, RACs. This led to an increase in the volume of
contributions. But amongst those without an occupational pension, higher
earners are more likely to have a personal pension than lower earners.
So personal pensions may be a factor that increases average pensioner
incomes in the future, as well as increasing inequality. However, this is not
a significant factor at present as less than 5 per cent of pensioner units
currently receive any income from personal pensions.

Earnings
PensionersÕ average income from earnings has remained relatively flat in
real terms since 1979 and has therefore fallen as a share of pensionersÕ
incomes. The most likely cause is that fewer pensioners are working after
state pension age.

Who are the poorest pensioners?
Older pensioners
On average, older pensioners are poorer. SERPS and occupational pensions
tend to maintain their value relative to earnings whilst a person is still
working, but are uprated in line with prices once a person has retired.
So, an individual who has been retired for a number of years is likely to
have a lower second-tier pension than their newly retired counterpart.
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Younger pensioners have also on average spent more of their working life
building up occupational pension and SERPS rights than their older
counterparts.

Women
Single female pensioners tend to be poorer than single males. The
majority of this difference is attributable to income from occupational
pensions. Fewer single female pensioners receive occupational pensions
and those that do so receive less than their male counterparts.

Carers
Those who have not worked because they have been caring for children or
for disabled relatives have not in the past been able to build up any rights
in second-tier pensions. Given that many women have spent a number of
years out of the labour market because of caring responsibilities, this has
had a very serious effect on their pension.

Ethnic minority groups
Ethnic minority groups are over-represented amongst the poorest
pensioners. The most important factor is that those who have come to this
country in the middle of their working life have had less time in which to
build up rights to pensions. This affects the Asian population more than
the Black population as, on average, they came to this country later.
In addition, a higher likelihood of being unemployed and of earning less
than the White population is likely to lead to lower second-tier pensions.
This affects the Pakistani, Bangladeshi and Black populations in particular.

Self-employed workers
There does not appear to be evidence that, on average, those who have
been self-employed are doing worse in retirement than those who have
not. However, there are a number of sub-groups of the self-employed that
have particularly low levels of personal pension coverage. In particular,
those with lower incomes and women are less likely than other selfemployed workers to have a personal pension.

Workless households
Whilst there has been an increase in female labour market participation
over the last 20 years, we have also seen an increase in workless
households.
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Those without work are not contributing to a second-tier pension. So those
households where a single adult or both members have a history of not
working will have very little in the way of second-tier pension when they
come to retire.
This is likely to have increased inequality amongst pensioner couples and
to have had a further effect on single pensioners, as many of them are
widows who have inherited pension rights from their partners.

Persistent low earners
Evidence suggests that those who are low paid now are highly likely to be
low paid in the future. Furthermore, the low paid are more likely to move
into unemployment than into high pay. There is also some evidence that
this trend has increased.
Long periods of low pay or no pay seriously reduce pension rights built up
in those years. An increase in the average length of time spent in the low
pay/no pay cycle increases the extent to which the pensions of the low
paid will be reduced as a result.

People with a long-term illness or disability
People with a long-term illness or disability are more likely to have lower
than average earnings or interrupted earnings. The consequence of this is
lower second-tier pensions. This is likely to become of more concern over
time as second-tier pensions become a more important source of
pensionersÕ incomes.
More details about the reasons why the poorest pensioners are
concentrated in these groups are given in Chapter Three.

HELP FOR TODAYÕS PENSIONERS
Minimum Income Guarantee
Through Income Support, the Minimum Income Guarantee (MIG) will
significantly increase the benefit income of the poorest pensioners.
It was introduced in April 1999 with a higher income threshold and the
Government has pledged to uprate it with earnings for the rest of this
Parliament.
By 2001/02, a single pensioner who had been on Income Support in
1997/98 and is now on the MIG will have seen their income grow by
around £680 a year over this period. A pensioner couple in a similar
position will have seen their income grow by around £1,070 a year.
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Minimum Income Guarantee capital limits
Capital limits in the MIG will be increased from April 2001. The lower
capital limit will double from £3,000 to £6,000. From next year, savings of
up to £6,000 will no longer reduce a householdÕs MIG entitlement. The
level of savings above which a household is ineligible for the MIG is to rise
from £8,000 to £12,000. These changes will help around half a million
pensioners with modest savings by £5 a week on average.

Take-up campaign for the Minimum Income Guarantee
Many pensioners are in real need because they do not take up their
entitlement to the MIG. The Government is launching a national take-up
campaign. This is designed to identify pensioners who records suggest are
most likely to be entitled, and to encourage them to claim in a way that
they find acceptable and which helps to overcome any stigma and
uncertainty about the claiming process.

Winter Fuel Payments
Fuel poverty is an important aspect of living in poverty and, according
to the most commonly used definition of fuel poverty, half of single
pensioners and one fifth of pensioner couples were in fuel poverty in 1996.
The consequences for the health of pensioners are serious. Mortality amongst
pensioners is much higher in December and January than for other
months of the year. This is particularly severe for older pensioners.
Winter Fuel Payments are a key element in the GovernmentÕs programme
of support for pensioners. Originally introduced in 1997 at rates of £20
and £50 for eligible households, payments have now been increased to
£150 per household. Payments are made before Christmas so that elderly
people are not worried about using fuel over the winter.
In winter 2000/2001, all households with a person aged 60 and over Ð
around 11.5 million people in over 8 million households Ð will be eligible
for these payments.

Minimum Tax Guarantee
The 1999 Budget increased personal allowances for pensioners by up to
£200 more than normal indexation. These measures took 100,000
pensioners out of income tax altogether.
Under the Minimum Tax Guarantee, pensioners will not pay any income
tax on incomes lower than £111 a week and the starting rate of tax on
pensions and income from savings has been cut from 20p to 10p, the
lowest rate ever.
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Free television licences for those aged 75 and over
Older pensioners tend on average to be poorer for a number of reasons
discussed earlier. Those aged 75 and over are often reliant on television
for essential information and entertainment. This measure will therefore
save over £100 a year for some of the poorest pensioners.

PensionersÕ Credit
The Government wants to do more to reward low-income pensioners who
have worked to build up their own pension. The Government will consult
on how to develop a PensionersÕ Credit that rewards work and saving.

THE GOVERNMENTÕS OBJECTIVES
Whilst pensioner incomes as a whole improved in relation to the rest of
society, two problems remain. First, for the pensioners of the future, the
need is to help those who are not currently covered by a funded secondtier pension. Moderate earners need cheaper and more flexible funded
pensions so that they can save for themselves. Lower earners need more
second-tier pension provision from the state. Those who are not earning
need more help to find work.
Second, for todayÕs pensioners, the objective is to help all pensioners with
their costs and to concentrate help where it is needed most Ð amongst the
poorest pensioners.
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What has happened to pensioner
incomes?
INTRODUCTION
The stereotype is of most pensioners living on low incomes and struggling
to make ends meet. This paper looks at the reality behind the stereotype
and finds a more complex picture. Some pensioners are living in poverty
but many are not.
The story of pensioner incomes in recent years depends not so much on
pension policy today, but on the policies of the last 50 years. So in this
chapter we will first put the debate into its historical context. Then we will
examine the trends in pensioner incomes.

1.1 PENSIONS HAVE EVOLVED: THE HISTORICAL CONTEXT
Pre-World War Two Ð the beginnings of occupational and
state pensions
By the beginning of the twentieth century occupational pensions were
already firmly established. But most schemes were limited to public
service or white-collar workers such as clerks and managers. By 1900,
around 1 million people Ð approximately 5 per cent of the workforce Ð
were members of pension schemes1. Others had to rely on trade unions
and friendly societies for private savings and insurance.
A state pension was first introduced under the 1908 Old Age Pensions Act.
It was payable to those aged 70 and over, subject to a means test and a
moral character test. In 1925 contributory old-age pensions were
introduced and from 1928 these became payable at the age of 65. Access
to insurance under this scheme was not universal. The means-tested
pension for those aged 70 and over continued alongside.
As Chart 1.1 shows, when state pensions were first introduced, only a
third of those born 65 years earlier were still alive2. The state pension age
was reduced to 65 in 1928 and then to age 60 for women in 1940. By this
time, half the population born 65 years earlier was still alive. By way of
comparison, over three-quarters of those born in 1934 were still alive in
1999 and we expect nearly 90 per cent of those born in 1980 to be still
alive in 20453.
1

Professor Roy Goode, Pension Law Reform, 1993, vol I, p58.

2

30 per cent of men and 36 per cent of women born in 1851 were still alive at the age of 65 in 1916.

3

73 per cent of men and 81 per cent of women born in 1934 reached the age of 65 in 1999. According to
the Government ActuaryÕs Department population projections, 87 per cent of men and 91 per cent of
women born in 1980 will reach the age of 65.
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CHART

1.1

Women who
reach age 65

Cohort survival rates – the proportions of men and women
reaching 65 years of age and 80 years of age, by year of birth
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In 1921, government gave a substantial boost to occupational pensions
with the introduction of tax relief on pension contributions and
investments. This put pensions on the same footing as life insurance and
saving through friendly societies. It meant that pension contributions could
be made out of gross income, before any income tax was levied, and that
investments within pension funds were not subject to the usual taxes.
By 1936, 2.6 million people were members of occupational schemes4.
The notion of pensions being a tax-efficient form of investment became
important as a factor in the growth of occupational pensions, particularly
after World War Two. By then rates of taxation were higher and the
tax-base had been widened.

4
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Government ActuaryÕs Department, Occupational Pension Schemes 1975, 1978, p9.

1948 Ð Beveridge and the basic state pension
The next milestone in pension provision was the 1942 Beveridge Report.
Beveridge proposed a single flat-rate non-means-tested benefit for
non-workers, whether unemployed, disabled or pensioners, in return for
flat-rate contributions. He was explicit that the state pension should not
replace private provision. Instead, the state pension was intended to
guarantee a minimum standard on top of which individuals could choose
to provide more for themselves:
ÔThe State in organising security should not stifle incentive, opportunity,
responsibility; in establishing a national minimum, it should leave room
and encouragement for voluntary action by each individual to provide
more than the minimum for himself and his family.Õ 5
The post-war government implemented many of BeveridgeÕs proposals on
5 July 1948. The new rate of the basic state pension (single person) was
set at £1.30 (26s 0d) a week. This compared to the average earnings of
full-time male manual employees of £6.80 a week and £3.69 a week for
full-time female manual employees. Married women were able to pay
reduced rate contributions and receive a reduced pension based on their
husbandÕs contribution record.
Occupational pension membership continued to grow. By 1953, 28 per cent
of employees (6.2 million people) were members of an occupational pension
scheme. But tax-favoured pension saving was still only the preserve of
employees whose employer chose to offer an occupational pension.

1950s and 60s Ð growth of second-tier pensions
The first widening of second-tier pension provision was the introduction in
1956 of Retirement Annuity Contracts (RACs). The forerunners of personal
pensions, RACs allowed individuals to arrange tax-favoured pension saving
directly with pension companies rather than having to go through an
employer. Initially the rules relating to RACs were comparatively inflexible,
but they did improve. However, take-up of this new pension product was
not high. For example, by 1969/70, contributions were being made to only
120,000 RACs.
The next major development came from the state in 1961. Graduated
Retirement Benefit (GRB) sat on top of the basic state pension and was an
earnings-related state pension for employees. It introduced a number of
new concepts into state pensions for the first time, including:
¥ earnings-related contributions;
¥ an earnings-related pension; and
¥ the possibility of opting-out (or contracting-out) for those with
occupational pensions.
5

Sir William Beveridge, Social Insurance and Allied Services, 1942, pp6Ð7.
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However the value of the benefits was small. For each £7.50 of
contributions, men would receive 21Ú2p per week in GRB. Women would
receive the same amount for each £9 of contributions. But the GRB earned
was not revalued to reflect inflation or earnings growth during the working
life. Nor was the pension payable raised in line with inflation or any other
measure in retirement.
In contrast, members of final salary occupational pension schemes benefited
from any growth in their salary during their working life. And all members of
public sector schemes and about a quarter of members of private sector
schemes had pensions that would be increased in retirement, often in line
with inflation6. So contributions to GRB quickly lost their value relative to
contributions to occupational pension schemes. This made the scheme
particularly bad value for younger workers7.
Alongside the introduction of RACs and GRB, occupational pension
coverage grew at its fastest. Between 1953 and 1967, the proportion of
employees covered by occupational pensions almost doubled from 28 to
53 per cent. The major part of this growth was amongst male employees
Ð the proportion covered grew during this period from 34 per cent to
66 per cent while the proportion of female employees covered rose from
18 per cent to 28 per cent. By the late 1960s, the majority of male
employees were members of occupational pension schemes. Most women
were still not covered.
This growth in coverage coincided with many occupational pension
schemes moving much of their investments from bonds and gilts to equity
(stocks and shares), producing higher returns. There was also a shift in
the private sector from money purchase schemes (where the pension
payable depended on investment performance) to final salary schemes
(where the pension depended on an employeeÕs final salary whilst a
member of the scheme).

1970s Ð State Earnings Related Pension Scheme (SERPS)
By the late 1960s there was widespread recognition that GRB was not
adequate as an alternative earnings-related pension for those without an
occupational scheme. The scheme was abolished in April 1975.
Its replacement, SERPS, was enacted in 1975 and came into effect three
years later. Providing a greater degree of earnings-replacement than GRB,
it paid a pension on the basis of earnings as an employee during the best
20 years of each personÕs working life. This protected the second-tier
pension of those who took time out of the labour market or whose earnings
fell towards the end of their working life. SERPS also paid widows 100 per
cent of the SERPS that had been built up by their deceased partner.
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6

Government ActuaryÕs Department, Occupational Pension Schemes, 1966, pp37Ð38. Many schemes
gave ad hoc increases rather than tying the increases to an index.

7

In 1978, the Government began uprating GRB in line with prices. In 2000/01, each £7.50 of
contributions from men and each £9.00 from women will pay 8.77p per week in GRB.

Any SERPS earned was revalued in line with the growth in average
earnings during the working life. After retirement the SERPS pension rose
in line with the growth in prices. The scheme was compulsory for all
employees earning above a certain level8. However, those who had an
occupational pension paying an equivalent or better level of pension could
contract out and pay a reduced rate of National Insurance contributions.
Two reforms were also introduced to improve the state pension
entitlement of women. Firstly, Home Responsibilities Protection (HRP)
protected the basic state pension entitlement of those caring for children
or for a disabled person. (HRP was also planned for SERPS, to be brought
in from 1999.) Secondly, the possibility of paying reduced-rate married
womenÕs contributions and not building up a pension was ended. This
meant that women were more likely to build up a pension in their own
right rather than rely on their husbandÕs record.
In 1974, regular uprating of state pensions was introduced. Prior to that,
the value of the basic state pension had been increased on an ad hoc
basis with, at times, two or three years between increases. In 1974 it was
decided to increase the basic state pension each year in line with either
the growth in prices or earnings Ð whichever was higher. In fact, the
pension was increased in line with earnings in only four years.
By 1978, the basic state pension would provide a minimum level of
income for most people, including women, that was around the same level
as Supplementary Benefit, the means-tested benefit of the time9. On top
of that, all employees who earned above that level10 during their working
life would have a second-tier pension. This was either in the form of
SERPS or an occupational pension that provided at least an equivalent
level of benefit.
So, whilst lower-earning employees were to receive less through SERPS
than their higher-earning counterparts, the basic state pension underpinning
the system ensured they received a minimum pension equal to around
21 per cent of the average earnings of full-time adult employees.

1980s Ð reduction in future value of state pensions and
increased incentives to contract out
From 1980, the basic state pension was uprated in line with price inflation.
This meant that, with the basic state pension declining relative to
earnings, second-tier pensions would become increasingly important in
maintaining the living standards of pensioners relative to those of the
working population.
8

The Lower Earnings Limit for National Insurance contributions, which stood at £17.50 a week in 1978/79.

9

The November 1978 rate of the basic state pension for a single person was £19.50 a week.
Supplementary Benefit for a single 65-year-old was £19.90 a week.

10

The Lower Earnings Limit for National Insurance contributions was set equal to or just below the level
of the basic state pension. Any employee who earned above the Lower Earnings Limit built up rights in
SERPS unless they had alternative and equivalent provision through an occupational pension.
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In 1986, there were a number of reforms that cut the future value of
SERPS and increased the options for those wishing to contract out. For
those who retired in the future, the amount of SERPS built up was to be
cut by 20 per cent11 and the 20-best-years rule was to be abolished. For
those who retired from 1999 onwards, every year of the working life from
the inception of SERPS onwards would be used to calculate the lifetime
average earnings on which the SERPS pension was based.
Also, those widowed from April 2000 onwards were to receive only half of
the SERPS of their deceased partner. The Government has now decided to
delay implementation of this change until October 2002 and to introduce
an Inherited SERPS Scheme to provide redress to those who were given
the wrong information by the Government and who might otherwise have
acted differently.
The reforms to SERPS were accompanied by a number of reforms affecting
private pensions. RACs were replaced with more flexible personal pensions.
This improved the options available to those without access to an
occupational pension (including the self-employed).
Employees were permitted to use money purchase pensions, whether
occupational or the new personal pensions, to contract out of SERPS
provided that their National Insurance rebate was paid into their pension.
On top of this, the Government pledged to give a higher rebate than was
strictly necessary to replace the SERPS forgone by contracting out12. This
gave a strong incentive for those who had no private second-tier pension
to contract out of SERPS into an occupational or personal pension.
The Government also prohibited employers from compelling employees to
join their occupational pension scheme. This later proved to be a key
factor in the pensions mis-selling scandal. Many employees were
persuaded to leave their occupational pension when it was not in their
interests to do so.
One area that had long been of concern in final salary occupational
pension schemes was that of people who left an employer before reaching
retirement. Prior to the 1970s, they tended to have their own (but not
their employerÕs) contributions refunded and lost all of their pension
rights. From 1975, occupational pension schemes had to preserve the
rights of early leavers with at least five yearsÕ service. But there was no
requirement for these rights to be increased in line with inflation so their
value was eroded over time.
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11

The accrual rate in SERPS was to be cut from 25 per cent to 20 per cent.

12

In the case of a final salary scheme, the extra rebate would have gone to the employer rather than the
employee.

In 1985, Government went further and required that the pension rights of
early leavers who had spent two years in a scheme had to be increased in
line with prices up to 5 per cent a year over the period between a person
leaving an employer and reaching retirement age13.
As a result of these reforms, more and more people make provision over
and above the state pension.
But the new mechanisms for contracting out were very different. In final
salary occupational schemes (the only type of scheme that could
previously be used to contract out of SERPS), employers bore the risk of
how much they would need to pay out to former employees. In money
purchase pensions, both occupational and personal, the pensions that
would eventually be received would depend on investment performance.
More risk was to be borne by individuals than by the state or by employers.

1990s Ð regulating the market
On their launch in 1988, personal pensions became a highly attractive
proposition for the financial services industry. Not only were they taxfavoured like other pensions but, if they were used to contract out, they
had a guaranteed income in the form of an employeeÕs National Insurance
rebate paid directly into the pension fund by the government.
These products were therefore heavily marketed. Many who were in good
occupational schemes were persuaded to leave these schemes and take
out personal pensions instead14. But personal pensions, because they are
marketed at individuals rather than employers, tend to have higher costs.
Also they do not generally attract the employersÕ contributions that
characterise most occupational schemes.
By 1993, the additional rebate incentive to take out private pensions had
been removed. The introduction of age-related rebates in 1997 also
removed the incentive for younger rather than older employees to
contract out.
In 1995, legislation was passed to raise the state pension age for women
back to age 65, to be phased in between 2010 and 2020. Occupational
pension schemes were also required to increase pensions in payment at
least in line with prices up to 5 per cent a year.
Following the scandal involving abuses of company pension schemes, the
regulatory framework governing occupational pension schemes was
tightened to reduce the possibility of fraud and/or mismanagement.

13

Initially this applied only to pension rights built up after 1985 but later legislation made this
requirement retrospective.

14

As discussed above, they were able to do this because one of the 1980s reforms had removed the right
of employers to make it compulsory for employees to join or stay members of their occupational
pension scheme.
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The implications of the reforms of the previous decade had become clear
during the 1990s. The diminishing value of state pensions in the future
required more effort on the part of individuals to provide for themselves.
But the expanded role of the marketplace in providing pensions to
individuals (rather than through employers) also required greater
regulation by government.
The new vehicles for private pension saving provided more options and
more flexibility to help fill the gap left by state pensions. Personal
pensions provided a good mechanism for better-off workers without access
to occupational schemes to save for their retirement. Additional voluntary
contributions (AVCs) allowed those with enough resources to add to the
pension built up in their occupational pensions.
However, for low and moderate earning workers without access to an
occupational scheme, the options were limited. For employees, SERPS was
to be of lower value relative to average earnings for those who retired in
the future. And personal pensions, as they had developed since their
introduction in 1988, had turned out to be more suitable for those with
larger sums to invest. Those without stable earnings found personal
pensions particularly unsuitable for their needs.
There were two problems to face. Firstly, moderate earning employees and
self-employed workers needed a tax-favoured pension saving vehicle
suitable for their needs. Secondly, the state pension would need to cater
for those who, despite any new mechanisms that became available, were
likely to spend time without making any private second-tier pension
saving. They needed a state pension that would keep them out of poverty
and allow them to benefit from any private pension saving that they had
accumulated during their working lives.

1.2 PENSIONERSÕ INCOMES HAVE GROWN
Average pensioner incomes are growing faster than
average earnings
The complexity of the story explains why the situation of todayÕs
pensioners is a good deal more complex than the stereotype suggests.
Whilst some pensioners are poor, many are not. In fact, on average, the
net (after tax) income of pensioner units15 was 64 per cent higher in real
terms in 1996/97 than it was in 197916. By way of comparison, average
earnings grew by 38 per cent in real terms over the same period17.
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15

A pensioner unit consists of either a single pensioner or a pensioner couple. A pensioner couple is a
couple where the man is over state pension age.

16

Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p56.

17

Office for National Statistics, Average Earnings Index (Whole Economy), April 1979ÐJuly 1996.

Growth in average weekly net income of all pensioner units compared
to the growth in average earnings, 1979–1996/97
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38 per cent mentioned in the text refers to real earnings growth since April 1979.

As shown in Chart 1.3, this growth stems from substantial increases in
incomes from benefits (including state pensions), occupational pensions
and investments.
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The position of pensioners has also improved relative to other groups. For
example, in 1979, 47 per cent of all pensioners18 were in the bottom fifth
of the overall net income distribution (before housing costs)19. By 1995Ð96,
only 24 per cent were in this group20.
Single male pensioners still receive higher pension income than single
female pensioners. In 1997/98, average gross weekly income for single
men was £168 in July 1997 prices but for single women it was £144. The
main difference is in occupational pension income Ð single men received
£44 a week on average from this source but single women only £29 a
week. Income from other sources was broadly similar21.
Although the gender differences remain, they appear to have narrowed.
The mean net income of single male pensioners in 1996/97 was 53 per
cent higher in real terms than in 1979. The growth for single female
pensioners was 61 per cent.
Latest data
The latest edition of The PensionersÕ Incomes Series uses data from the Family
Resources Survey 1997/98 (FRS). This survey has only been available since
1994/95. In order to look at long-term trends over time, it is necessary to use
data from the Family Expenditure Survey (FES) which goes back much further
(but is a smaller survey). However, the last year that the PensionersÕ Incomes
Series used the FES was for 1996/97.
Unfortunately, because they are different surveys, we cannot analyse trends by
comparing data from the FES in 1979 with data from the FRS in 1997/98.
Therefore, when doing any long-term analysis that involves comparing the past
with more recent times, this paper uses FES data up to 1996/97. When longterm analysis is not needed, this paper uses the latest available data from the
FRS for 1997/98.
All income is before housing costs
Throughout this paper, all references to income are to income before housing
costs.
Separate income distributions for single pensioners and
pensioner couples
Throughout this paper, all references to pensioner income distributions are to
two separately-calculated distributions. These are the distribution of net income
before housing costs amongst single pensioners and the distribution of net
income before housing costs amongst pensioner couples.
To avoid duplication, data is generally shown only for the pensioner couples
distribution except where the single pensioner distribution is particularly
significant or shows a different pattern.
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18

Pensioners here refers to individuals in pensioner families.

19

This is the distribution of individuals by equivalised household income. Equivalised income is where the
income of each household is weighted according to the number and ages of people in the household so
that households of different sizes can be compared.

20

Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p70. Note that 1995/96
refers to combined data from the financial years 1995/96 and 1996/97.

21

Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p31.

1.3 INEQUALITY HAS INCREASED TOO
However, whilst the position for pensioners has been improving on
average, this does not mean that all pensioners are doing better than
their predecessors. Chart 1.4 shows the median income of each fifth
(quintile) of the pensioner couples income distribution in 1979 and in
1996/97.
CHART
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Chart 1.5 shows how the growth in the income of the top fifth of the
pensioner income distribution has been far higher than the growth of the
bottom fifth. This suggests that inequality has increased over time.
CHART
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We can analyse this issue further by using numerical measures of inequality
such as the Gini coefficient22. Chart 1.6 shows the Gini coefficient for single
pensioners and for pensioner couples since 1979. Using such a measure on
The PensionersÕ Incomes Series dataset of net income before housing costs
shows that inequality amongst pensioners has increased.
CHART
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To sum up the last 20 years, the position of pensioners has, on average,
been improving relative to the rest of society. However, this is largely a
result of larger increases in the incomes of the top three-fifths of
pensioners. Those in the bottom fifth of the pensioner income distributions
have not shared in the general growth.

The longer-term trends show a more mixed picture
Analysis by Johnson and Stears23 found similar results for the period since
1979 but a different trend in earlier years. Their analysis, using the Family
Expenditure Survey (FES) from 1961 to 1993, showed that inequality
using the Gini coefficient measure declined from the early 1960s until the
late 1970s. It then started to rise, reaching the same level as 30 years
earlier by the early 1990s.

26

22

The Gini coefficient is a measure of inequality. It varies from 0 to 1 and a score of 0 means that all
individuals in the sample have the same income. The nearer the coefficient is to 1, the higher the
inequality. For a more detailed explanation of the Gini coefficient, see Goodman and Webb, For Richer,
For Poorer, 1994, p11.

23

Johnson and Stears, Pensioner Income Inequality, Fiscal Studies, 1995, pp66Ð93.

These trends are also borne out by the work of Goodman and Webb24 on
the distribution of pensionersÕ income relative to the average income of
the whole population25. Charts 1.7 and 1.8 add 1996/97 to their analysis
of the period from 1961 to 1991.
This analysis shows that incomes became less spread out Ð that inequality
decreased amongst pensioners between 1961 and 1981.
It is less clear from the analysis alone whether poorer pensionersÕ incomes
rose relative to average income between 1961 and 1971. For example,
Chart 1.8 shows that the proportion of pensioners with income below 40
per cent of overall average income fell over this period but the proportion
below half average income remained roughly the same. Chart 1.8 shows
that, over the next ten years, between 1971 and 1981, there was a clear
fall in the proportion of pensioners amongst the poorest in society, with a
reduction in the proportion of pensioners below half average income.
The following ten years saw an increase in inequality and an increase in
the proportion of pensioners with incomes below half average income.
The period from 1991 to 1996/97 saw a slight rise in incomes of the
poorest pensioners relative to average income.

24
25

Goodman and Webb, For Richer, For Poorer, 1994, p36.
This is the distribution of individual pensioners by equivalised household income compared to the
average equivalised household income of all individuals. See previous note.
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Source: 1961, 1971, 1981, 1991 Ð Analysis by Goodman and Webb (1994) using the Family Expenditure Survey;
•
1996/97 Ð Family Expenditure Survey.
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2

Why have average pensioner
incomes grown?
INTRODUCTION
Chapter One set out the historical context for pensions, described how
pensioner incomes have grown and highlighted the income inequality
between pensioners. Some pensioners have certainly missed out on the
growth in pensionersÕ incomes. But this chapter examines why the
majority of pensioners have done well.
Although we have seen solid growth in average pensioner incomes in
recent years, the main causes are to be found in the past.
Chart 1.3 identifies three sources of income that have increased over the
last 20 years:
¥ occupational pensions;
¥ benefit income; and
¥ investment income.
The increase in occupational pension income arises mainly from the
increases in the numbers of employees in occupational pensions in the
1950s and 1960s.
The main reason for increases in benefit income is that the State
Earnings Related Pension Scheme (SERPS) was introduced in 1978 and
there has been a rapid cohort effect, increasing the amount received by
each successive wave of retirees. More people in receipt of disability
benefits and higher amounts received may also have contributed to the
rise in average benefit income.
Investment income has risen because of a sustained period of high
returns from investment in equity since the mid-1980s and the increases in
the proportion of households holding stocks and shares since the late 1980s.

2.1 RECEIPT OF OCCUPATIONAL PENSIONS HAS INCREASED
As we can see from Chart 2.1, occupational pension scheme membership
rose quickly in the 1950s and 1960s. Since then, coverage amongst men
has declined whilst coverage amongst women has risen. Total coverage
has fluctuated but has declined slightly since the peak of 1967.
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What is clear is that over ten years there was a step change in the level of
coverage, from just over a quarter of employees in 1953 to just under half
in 1963. The generation that was already working during these ten years
will not have felt the full benefit of this jump in coverage as they had
already spent some years working during the period of lower coverage.

There has been a cohort effect
Each subsequent generation of workers would have benefited more because
they would have had more years in work at the higher levels of coverage.
The first generation able to benefit fully would have been those starting
work at the beginning of the 1960s. This generation has yet to retire.
In terms of pensions in payment, therefore, we are still seeing the rapid
cohort effect of the 1953Ð63 growth in occupational pension coverage.
Each new wave of retirees has on average had more years covered by
occupational pensions than those who retired in the previous year.
Johnson and Stears (1995) illustrated this cohort effect by looking at
occupational pension receipts from 1961 to 1993. Classifying pensioners
by when they were born, they showed not only that the later cohorts had
higher levels of occupational pension coverage but also that the average
amounts received by those who got occupational pensions were higher.
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There is no data for male pensioners in the 1930Ð33 birth cohort as men of this age would
not have reached state pension age by the time of the 1993 Family Expenditure Survey.
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Occupational pension income will continue to increase
in the future
The increase in coverage peaked around 1967. We can then expect the
first wave of people with full working lives at the higher levels of coverage
to retire around 200726. We would expect this maturing stage of the
cohort effect to increase the average occupational pension of new retirees
until then.
From then on, each new wave of retirees is not expected to have had more
of their working life covered by an occupational pension than those who
retired in the previous year. However, each new wave of retirees will bring
into the pensioner population more pensioners with the higher levels of
coverage. At the same time older pensioners with lower levels of coverage
will be dying. Therefore, the average occupational pension income of the
pensioner population will continue to increase as a result of this
replacement effect.
Cohort effects Ð maturing and replacement stages
A cohort effect with two stages Ð maturing and replacement Ð will apply to
any pension reform that affects the working age population. There will be a
maturing stage that will occur because each wave of new retirees will have
spent a greater part of their working life experiencing the effects of the
reform. This stage will end when the first wave of retirees to benefit fully from
the reform reaches retirement Ð when the reform matures.
In the subsequent replacement stage, each year, older pensioners who worked
prior to the reform will be dying and replaced in the pensioner population by a
new wave of retirees who have benefited fully from the reform. The first
maturing stage will see rapid changes in average pensioner incomes whilst the
replacement stage will see a gradually diminishing effect as the pre-reform
population declines.

Coverage has changed since the 1970s
Since the 1970s, there has been a steady reduction in the number of men
covered by occupational pension schemes. Meanwhile the number of
women covered has been increasing. The overall effect is that there has
been a fall in the total number of people covered, from 11.6 million in
1979 to 10.3 million in 199527.
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26

Note that this is a rough estimate of the date that the cohort effect will peak. The Government
ActuaryÕs Department Survey of Occupational Pension Schemes only took place every four years and
therefore it is not possible to be more accurate than to the nearest four years. Furthermore, the
estimate of 2007 contains an implicit assumption that 40 years is the typical amount of time required
to receive the maximum possible pension from an occupational scheme. If the true picture were
different then we would expect the 2007 date to vary accordingly.

27

Government ActuaryÕs Department, Occupational Pension Schemes 1995 (forthcoming).

Occupational pension income for women will continue to rise for some
time into the future. The consequence of the decline in male occupational
pension coverage on its own would be a decline in male occupational
pension income in the future. But this will take place at the same time as
a number of other cohort effects, including the population replacement
stage arising from the greater increases in coverage in the 1950s and
1960s. There will also be higher levels of personal pension income that
may offset any possible decline in occupational pension income.

2.2 SERPS MATURED IN 1998
SERPS was introduced in 1978 as a form of second-tier pension provision
for employees without access to occupational schemes. In a similar way to
final salary schemes (see Glossary), employees build up rights in SERPS in
each year that they work.
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Average amount of SERPS received by those in receipt
(September 1999 prices)
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The first cohorts to retire following the introduction of SERPS had built up
only a few yearsÕ rights in the new pension scheme. It had relatively little
effect on their state pensions. Each subsequent cohort that retired would
have spent a year longer under SERPS than those who had retired a year
earlier. They would have received a higher SERPS pension purely as a
result of this cohort effect.
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When SERPS was introduced, the value of the pension received through
the scheme was calculated using the average earnings of the best 20
years of the personÕs working life (relative to national average earnings)28.
Therefore those who retired in 1998/99 were the first who could retire
with a full SERPS record.
So between 1978 and 1998, the amount of SERPS received by newly
retired pensioners grew continuously. This was a factor in the growth in
average incomes of pensioners29.

2.3 STRONG EQUITY GROWTH GAVE GOOD RETURNS ON
PENSION INVESTMENTS
Not only have higher numbers of people been covered by pensions over the
last 30 to 40 years but the return on pension investment over the last 15
years has also been very good. Private sector pension funds have been able
to provide better benefits to their members. One example of this is
providing better pensions than might otherwise have been expected to
those who retired early.
It has also benefited individuals with money purchase pensions (see
Glossary). For such individuals retiring around now, growth in their
pension fund has been greatest later on in their working life when they
have built up more money in their fund.
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The FT 30 index is used in the chart and for the accompanying analysis because it goes back far
enough to model a full working life of equity investment. Note that, as shares in this index are
unweighted (market capitalisation is not taken into account), its disadvantage is a downward
bias over the long term (see Office for National Statistics, Financial Statistics Explanatory Handbook,
p156). Therefore, the analysis may understate the return from investment in equity.

28

Following the Social Security Act 1986, SERPS was redesigned for those retiring from April 1999
onwards so that average earnings were to be calculated over all years during the working life since the
introduction of SERPS. This change does not alter the basic point that the generation that retired in
1998/99 was the first to retire with the possibility of having a full SERPS record.

29

See Chapter Three for a discussion of future trends in SERPS income.

The extent of this growth is such that it has largely compensated for the fall
in level annuity rates in recent years. Between 199030 and 1998, annuity
rates fell by 38 per cent. However during the same period, the FT 30 index
grew by 102 per cent.
In fact, the likelihood is that, despite the falling annuity rate, a person who
retires today having invested in a personal pension will have a higher
pension relative to average earnings than a person who retired in 1990.
Chart 2.6 shows the pension at retirement of 13 hypothetical individuals
with the same earnings (relative to average earnings) who contribute 10 per
cent of their earnings into a personal pension but retire in different years.
Because they work and retire at different times, they benefit from different
levels of growth in their pension fund and face different annuity rates when
they retire.

Pension at retirement

2.6

Pension at retirement of 13 hypothetical individuals earning £20,000
per annum in 1998 earnings terms who contribute 10 per cent of
their earnings into a personal pension but who retire in different years
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The earnings of each individual go up in line with average earnings and, if they had continued work until
1998, would have reached £20,000 per annum in that year. Each individual contributes 10 per cent of
their earnings into a personal pension. For the first 21 years, the fund is invested in equity, providing
a return in line with the FT 30 price index (dividend yields are ignored to allow for the effect of charges).
Over the last 10 years of contributions, the fund is switched into gilts at a rate of 10 per cent of the fund
each year. The return on gilts is in line with the Barclays Capital Total Return Index. A further annual
charge of 1 per cent of funds under management is paid out of the fund each year. Upon retirement on
31 December of the given year, an annuity is purchased at the prevailing rate of that year.

The modelling work shows that, whilst there were fluctuations in 1993 and
1994, the trend has been uniformly upwards. Higher equity growth has
more than compensated for falling annuity rates.

30

1990 is chosen because it was a peak year for annuity rates.
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2.4 INVESTMENT INCOME HAS INCREASED
Average investment income of all pensioner units doubled in real terms
between 1979 and 1996/9731. This happened for two reasons. Firstly,
as Chart 2.5 shows, since the mid-1980s, the returns to long-term
investment in equity have been historically high. Secondly, as shown
in Chart 2.7, the proportion of households owning stocks and shares
increased significantly in the late 1980s.

CHART
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Proportion of households aged 65 and over owning stocks and shares,
1978–1996
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Source: Analysis by Banks and Tanner, 1999, using the Family Expenditure Survey 1978Ð96.
Note:• Age refers to the head of household.

There are jumps in ownership of stocks and shares in the late 1980s and
in the mid-1990s. The first is probably due to the public utility
privatisation programme and the second may have been due to building
society demutualisations.
With the increase in coverage coinciding with a period in which the return
on equity has been strong, there was a double effect increasing average
income from investments.

31
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Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p56.
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Why has inequality increased?

Chapter One discussed how inequality amongst pensioners has increased
over the last 20 years. Pensioner incomes have been rising faster than
average earnings, but not all pensioners have shared in the general
increase.
In Chapter Two, some of the reasons why average pensioner incomes have
increased were discussed, highlighting the role of second-tier pensions Ð
occupational pensions and the State Earnings Related Pension Scheme
(SERPS) Ð and investment income in increasing pensioner incomes.
In this chapter we look at the sources of income of poorer pensioners
compared to the rest of the pensioner population and look at the changes
in the distribution of pensioner income. We discuss which groups of
pensioners are most likely to have missed out on the general growth in
pensioner income and seek to explain why.

3.1 PENSIONERS RECEIVE DIFFERENT AMOUNTS OF
INCOME FROM DIFFERENT SOURCES
Chart 3.1 shows a breakdown of the sources of income received by
couples in each fifth of the pensioner couples income distribution. As we
might expect, occupational pension and investment incomes account for
most of the difference between the poorest and better-off couples.
Earnings too, although declining in their importance as a source of income
for pensioners, are concentrated amongst the better off. Although benefit
income is more evenly distributed, even here there have been changes
over the last 20 years in who receives its different components.

39

CHART
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Components of gross weekly income of each fifth of the pensioner
couples income distribution, 1997/98 (July 1997 prices)
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Source: Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000.

Occupational pension income
As we might expect, better-off pensioners receive much higher amounts
of occupational pension income than their poorer counterparts. This
inequality was even more stark in 1979 when only 40 per cent32 of
pensioner units received any occupational pension income at all. At that
time, many of the poorest and middle-income pensioners received nothing
from occupational pensions. Those who did received very low amounts.

32

40

Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p67. Note that estimates
of the percentage in receipt of occupational pension income are based on respondentsÕ own assessment
and may be subject to under-reporting.

CHART

3.2

Average gross weekly occupational pension income of
each fifth of the pensioner couples income distribution
in 1979 and 1996/97 (July 1997 prices)
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Source: Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000.

Since 1979, the position has improved considerably with 57 per cent33 of
pensioner units in receipt of an occupational pension in 1996/97 and with
average amounts rising. But although widening coverage of occupational
pensions is a good news story, too many are still missing out.
Chart 3.3 illustrates the distribution of occupational pension income
amongst those at the bottom of the income distribution and amongst all
pensioner couples. Half of those in the bottom fifth are not receiving any
occupational pension, whereas only a quarter of all pensioner couples are
in this position.

33

Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p67. Note that estimates
of the percentage in receipt of occupational pension income are based on respondentsÕ own assessment
and may be subject to under-reporting.
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3.3

Distribution of weekly occupational pension income (July 1997 prices)
amongst the bottom fifth of the pensioner couples income
distribution and amongst all pensioner couples, 1997/98
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Source: The PensionersÕ Incomes Series dataset using the Family Resources Survey.

Single pensioners as a group are less likely to be receiving income from an
occupational pension than pensioner couples. However, a similar
distribution is observed. Three-quarters of single pensioners in the bottom
fifth of the single pensioner income distribution have no occupational
pension compared to half of all single pensioners.

What the Government is doing
The Government is introducing stakeholder pensions to make it easier
for those without an occupational pension to make their own private
provision over and above that provided by the state. See Chapter Four
for more details.

Investment income
In 1979, investment income34 was concentrated amongst the better off
pensioners with very small amounts received by others. By 1996/97, the
average amount of investment income received by all pensioners had
roughly doubled in real terms. This growth rate was, broadly speaking,
seen across the income distribution.
For couples in the bottom two-fifths of the income distribution, average
investment income still amounted to less than £10 a week (in July 1997
prices). Most couples still receive relatively little investment income; the
averages are raised by a small number of households receiving larger
amounts.
34
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Investment income includes income from savings, investments, property, personal pensions and
annuities. Personal pensions are not listed as a separate category because average income from
personal pensions is currently very low. This is discussed later in this chapter.
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Distribution of weekly investment income (July 1997 prices)
amongst the bottom fifth of the pensioner couples income
distribution and amongst all pensioner couples, 1997/98
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Source: The PensionersÕ Incomes Series dataset using the Family Resources Survey.

Over the last 20 years, many more people have been investing in stocks
and shares (equity). As discussed in Chapter Two, there was a step
change in the proportion of all households investing in equity in the late
1980s. This will lead to a cohort effect where each new wave of retirees
will have had more of their working life at the higher levels of coverage
than their older counterparts. Even if the increase in coverage does not
continue, we can expect to see higher levels of investment income
amongst pensioners in the future.
However, as Chart 3.5 shows, this jump in equity investment was highest
amongst better-off households and fairly small amongst the poorest.
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Proportion of households in each quarter of the overall income
distribution owning stocks and shares, 1978–1996
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Source: Analysis by Banks and Tanner, 1999.
Note:•

This analysis is based on the distribution of equivalised net household income.•
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Banks and Tanner also cite evidence from the National Opinion Polls (NOP)
Financial Research Survey to show that, in 1997/98, those with housing
wealth or pension savings are much more likely to have investment in
equity than those without. This effect is observed even more strongly
amongst those with both housing wealth and pension savings.
These findings are reinforced by their findings from the Family Expenditure
Survey (FES) that the proportion of households without any asset holdings
at all has increased over the last 20 years.
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Proportion of households with no assets, 1978–1996
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Source: Analysis by Banks and Tanner, 1999, using the Family Expenditure Survey 1978Ð1996.

The combined effect is that investment income in the future will continue
to be concentrated amongst those pensioners with other sources of private
income Ð in other words the better-off pensioners.

What the Government is doing
The GovernmentÕs introduction of Individual Savings Accounts will
make it easier for poorer households or those who cannot rely on a
steady income to make their own savings and investments.
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Benefit income (including state pensions)35
Benefit income comprises a number of separate sources of income,
including state pensions, disability benefits and income-related benefits36.
Benefits are paid according to different principles and the amounts received
depend on a variety of factors. State pensions are generally paid according
to a personÕs work and benefit receipt history, disability benefits according
to their current state of health and income-related benefits according to the
total of other sources of income and wealth.
Benefit income in this context refers to all state income. When identifying
trends in the receipt of benefit income, it is important to try to understand
the factors behind these trends and the sources to which they relate.

Trends in total benefit income (including state pensions)
In 1979, benefit income receipt was highest amongst those in the second
and middle fifths of the pensioner couples income distribution (see Chart
3.7), with smaller amounts received by those with higher levels of income.
Those at the bottom also received a smaller amount, probably because
they were more likely not to have enough qualifying years for a full basic
state pension.
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Average weekly benefit income of each fifth of the pensioner couples
income distribution, 1979 and 1996/97 (July 1997 prices)
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Because Retirement Pension (basic state pension and SERPS) and Income Support payments are made
together, survey respondents are not always able to identify accurately the specific benefits from which
their benefit income derives. Benefit income tends therefore to be reported as a unified category in
publications such as The PensionersÕ Incomes Series.

36

There are other sources of benefit income; however, these three form the greatest part of pensionersÕ
benefit income.
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However, as Chart 3.8 shows, since 1979 there has been a gradual shift
towards better-off pensioners. The percentage growth in average benefit
income has been significantly higher for better-off pensioners than for the
poorest. So by the late 1990s, as Chart 3.7 shows, the poorest pensioner
couples and those at the top of the distribution, received lower levels of
benefit income (including state pensions) than middle income pensioner
couples.
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Percentage real growth in average benefit income between 1979 and
1996/97 of each fifth of the pensioner couples income distribution
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Johnson and Stears37 also identified a similar shift between 1961/62 and
1991/92. They found that the correlation of social security with total
income38 was Ð0.23 in 1961/62. At that time, benefit income had a
modest redistributive effect. Over the following 30 years, this effect
declined until the correlation stood at Ð0.03 in 1991/92. By then, despite
the importance of benefit income in the total income of pensioners, the
redistributive effect of benefit income was negligible.

SERPS
Of possible reasons why benefit income no longer appears to have a
redistributive effect, the most plausible is greater income from SERPS.
SERPS either pays a pension in retirement or makes a contribution to a
personÕs pension (in the form of National Insurance rebates) whilst they
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37

Johnson and Stears, Pensioner Income Inequality, Fiscal Studies, 1995, pp66Ð93.

38

This correlation measures the extent to which a personÕs place in the distribution of total income is
related to their place in the distribution of benefit income. It is calculated by ranking everyone
according to their total income and according to their benefit income. If the two rankings are the same
(those who receive higher amounts of benefit income also have higher total incomes) then the
correlation is 1. If the two rankings are in opposite directions (those with lower total income receive
higher amounts of benefit income) then the correlation is Ð1. A correlation of 0 means that there is no
relationship between total income and benefit income.

are working. In both cases, the amount paid is earnings-related and
therefore pays more to those who earned more during their working life.
Those who earned more whilst working are more likely to have their own
savings. They are also more likely to have had higher levels of
contributions going into any occupational and personal pensions that they
may have held on top of SERPS. Therefore it is likely that higher amounts
of SERPS go to better-off pensioners than to poorer pensioners39.
As discussed in the previous chapter, over the last 20 years a cohort effect
has caused a continuous and rapid growth in SERPS receipt amongst
pensioners. Not only do better-off pensioners receive more but also SERPS
is, each year, forming a larger part of pensionersÕ incomes. Therefore, the
inequality caused by SERPS has been growing over this period.

State pensions
Due to a number of reforms during the 1980s, the value of state pensions
for those who retire in the future will be lower relative to average earnings
than for the current wave of retirees. Chart 3.9 shows the expected future
value of state pensions relative to average earnings for people earning
£9,500 a year in 1999 earnings terms throughout their working lives who
retire in different years.
CHART
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3.9

Estimated total state pension at retirement for a person who earns £9,500
in 1999 earning terms throughout their working life, by year of retirement
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(2) The individuals are assumed to have a full working life and their earnings are assumed to grow
exactly in line with average earnings and to reach (or have reached) £9,500 per annum in 1999.
Note that these assumptions are not believed to be representative of actual individuals but are
used for illustrative purposes to show the future direction of state pensions.

•
••
••

(3) 1999 earnings terms means that amounts are deflated by earnings growth since 1999 to
show the movement relative to average earnings. This gives a better indication of what it
will feel like to retire having earned the specified amounts.

39

Higher earners who have been contracted-out of SERPS for almost all of their working life would receive
little SERPS. This is the most likely explanation for the percentage growth in benefit income amongst the
top fifth of the pensioner couples distribution being lower.
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The principal reasons for the decline in the future value of SERPS are the
1986 reforms to SERPS which cut its value for future retirees and the fact
that the Upper Earnings Limit for National Insurance contributions is also
declining relative to earnings. Once earnings reach the Upper Earnings
Limit, the amount of SERPS built up will decline each year relative to
average earnings. The other reason for the decline in the future value of
state pensions is that the value of the basic state pension will decline
relative to average earnings.

What the Government is doing
The Government is reforming SERPS through the State Second
Pension. This will provide much higher levels of second-tier pension to
low earners. Its value for low earners will also keep pace with average
earnings during their working life. See Chapter Four for more details.

Disability benefits
The proportion of pensioners receiving disability benefits has increased
substantially over the past 20 years. In 1979, only 4 per cent of pensioner
units had some income from disability benefits. By 1996/97 this figure had
risen to 19 per cent40. Over this period, the average amount received by
those in receipt rose by 30 per cent in real terms. This has contributed to
the overall growth in benefit income but there is no evidence that it
benefited pensioners who were already better off.
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Proportion in receipt of disability benefits in each fifth of the
pre-disability benefit pensioner income distributions, 1996/97
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Department of Social Security, The PensionersÕ Incomes Series 1997/8, 2000, p65. Note that these
results are based on survey respondentsÕ identification of different elements of benefit income and may
therefore be subject to misreporting.

Chart 3.10 shows that receipt of disability benefit income is higher for
those pensioner couples whose other income is lower. On the other hand,
receipt for singles is more evenly spread by income group. However, the
amounts received through disability benefits do tend to push those
pensioners in receipt higher up the income distribution than they would
otherwise have been41. This may provide a partial explanation of why, as
shown in Chart 3.7, the middle fifths of the income distribution receive
higher amounts of benefit income.

Income Support
As discussed above, survey respondents cannot always identify accurately
whether their benefit income derives from Retirement Pension or Income
Support. We cannot use survey data on its own to draw conclusions about
rates of receipt of Income Support at different points in the pensioner
income distributions. But we can gain an indication of the prevalence of
Income Support receipt across the distributions.
As we might expect, Chart 3.11 shows that none of the couples with the
highest income receive Income Support. However, Income Support is to be
found amongst the next fifth of the pensioner couples distribution as well
as amongst the highest income single pensioners. The most likely reason
for this is that older pensioners and disabled pensioners are entitled to
higher amounts of Income Support than those who are aged under 75 or in
good health and are therefore more likely to be eligible on income grounds.
CHART
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Distribution of Income Support recipients across the pensioner income
distributions, 1997/98
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This does not necessarily mean that they have higher living standards (the disability benefits are
intended to provide for the extra costs arising out of being disabled) but may have some influence on
the data seen in Chart 3.7.
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CHART
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Distribution of those ineligible for Income Support on income grounds
across the pensioner income distributions, 1997/98
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Not all of those who were in the bottom fifth of the pensioner income
distributions were entitled to Income Support. The poorest fifth of single
pensioners in 1997/98 had an income of less than £79 per week in July
1997 prices and the poorest fifth of pensioner couples had an income of
less than £147 per week42. The Income Support thresholds for nondisabled pensioners were less than this in that year. So some of those in
the bottom fifths of the income distributions were ineligible for Income
Support on income grounds43.

What the Government is doing
In April 1999, the Government introduced a new Minimum Income
Guarantee through Income Support for pensioners, increasing the
level of benefit and pledging to increase its value in line with earnings
for the rest of this Parliament. See Chapter Four for more details.
The Government is launching a national take-up campaign to ensure
that all pensioners who are entitled receive the higher levels of
benefit. See Chapter Four for more details.
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Analysis of The PensionersÕ Incomes Series dataset using the Family Resources Survey.
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Note that one must be careful about generalising these conclusions to today as, since 1997, Income
Support for pensioners has risen through the Minimum Income Guarantee whilst we have no more
recent information about what has happened to the pensioner income distributions.

Personal pensions
In 1988, personal pensions replaced their relatively inflexible
predecessors, Retirement Annuity Contracts. At the same time, a
government rebate incentive of 2 per cent of earnings was provided to
encourage employees who were members of SERPS to contract out into a
private pension44. As Chart 3.13 shows, these measures led to a large
jump in the volume of contributions.
The level has fluctuated since then, possibly as a result of the removal of
the rebate incentive in 1993 or the uncovering of the mis-selling scandal.
Despite these fluctuations, contributions have remained much higher than
the pre-1988 level.
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Contributions to personal pensions and Retirement Annuity Contracts,
1969/70–1997/98 (1997/98 prices)
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In 1997/98, the amount of pensionersÕ incomes from personal pensions
was very small. Less than 5 per cent of all pensioner units reported any
income at all from personal pensions45.
Clearly, with the recent increases in coverage, we can expect a cohort
effect to raise the amount of pensionersÕ incomes from personal pensions
in the future. If personal pension coverage does not increase any further,
we would expect this cohort effect to mature in the 2020s.
However, whilst average income from personal pensions is likely to go up,
this increase is not likely to be even across the population.

44

If an employee contracted out into a private pension, the Government paid, over and above the normal
contracted-out rebate, 2 per cent of earnings into the employeeÕs pension.

45

The PensionersÕ Incomes Series dataset using the Family Resources Survey. Note that there is evidence
that respondents to household surveys may under-report income from occupational pensions. Similarly,
because sources of income are self-reported, the figure on personal pension income may be subject to
under-reporting.
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As Chart 3.14 shows, those who are earning more are much more likely to
have a personal pension. When personal pensions become a more
important component of average pensioner incomes, they are likely to be
a further contributor to inequality amongst pensioners.

Proportion of employees without an occupational pension
who have a personal pension, 1996
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Data for higher earning full- and part-time female employees is excluded due to small sample size.
Note that the analysis in this chart was based only on figures in the publication Living in Britain.

What the Government is doing
The Government is introducing stakeholder pensions to make it easier
for moderate earners without occupational pensions to make their own
private provision. Stakeholder pensions will have limited charges and
contributions can be stopped and restarted without penalty.
See Chapter Four for more details.

Earnings
Earnings have declined in their importance as a source of income for
pensioners. Even in 1979, earnings were a significant proportion of income
for better-off pensioners only. Over the following 17 years, the average
amount of earnings received by all pensioner units remained relatively
stable in real terms. This means that this source fell as a proportion of the
gross income of all pensioner units from 12 per cent in 1979 to 7 per cent
in 1996/97.
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What the Government is doing
The GovernmentÕs Performance and Innovation Unit has been
examining ways of making it easier for older people to carry on
working for longer if they wish to do so.

3.2 SOME PENSIONERS ARE LIKELY TO BE POORER
THAN OTHERS
We have examined inequalities in the income sources that pensioners
receive. Now we will look at which groups of people are most likely to be
poor in retirement.

Older pensioners
Chart 3.15 shows clearly that poorer pensioners are on average more
likely to be older than pensioners in general. To put it another way, older
pensioners are over-represented in the bottom fifth of the pensioner
income distributions.
CHART
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Age distribution of all pensioner couples and those in the
bottom fifth of the pensioner couples income distribution, 1997/98
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For the purposes of this analysis, the age of a pensioner couple is defined by the age of the male in
the couple.
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CHART
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Components of average gross weekly income of pensioner couples
by age group, 1997/98 (July 1997 prices)
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For the purposes of this analysis, the age of a pensioner couple is defined by the age of the male
in the couple. ÔRecently retiredÕ pensioner units are those that are no more than Þve years older
than state pension age. The Ôrecently retiredÕ are therefore a subgroup of ÔUnder 75Õ pensioner units.

As shown in Chart 3.16, average incomes are higher for younger pensioners.
There are a number of reasons why on average older pensioners are
poorer. The first is that most pensions are uprated in line with prices once
a person has retired. On the other hand, occupational pensions and SERPS
tend to maintain their value in line with earnings whilst a person is still
working and earnings usually grow faster than prices. Therefore, of two
people who retire a year apart, the person who retires one year later has
had an extra year of real earnings growth in their pension and is likely to
have a higher pension.
Secondly, each cohort of pensioners tends to retire with better second-tier
pensions than their predecessors as a result of the increases in
membership of occupational pensions during the 1950s and 1960s.
If younger generations are more likely to have contributed to occupational
pensions for longer, then younger pensioners will, on average, be better
off than older pensioners.
Thirdly, older pensioners are less likely to work than younger pensioners
and so average levels of earnings are lower amongst older groups of
pensioners. This is shown clearly in Chart 3.16 where the average level of
earnings of pensioner couples aged 75 and over is very small compared
with their younger counterparts.
Working in the opposite direction is the tendency for better-off pensioners
to live longer and the fact that older pensioners are entitled to higher
amounts of Income Support. However, these effects are not sufficient to
offset the factors identified above.
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What the Government is doing
The Minimum Income Guarantee provides additional help for those
pensioners aged 75 and over and more for those aged 80 and over.
The increased personal tax allowances for pensioners give even higher
allowances to those aged 75 and over. From autumn 2000, those
aged 75 and over will also be entitled to free television licences.
See Chapter Four for more details.

Women
Single female pensioners tend to be poorer than single males46. Women
are over-represented amongst the poorest pensioners, making up 78 per
cent of single pensioners but 83 per cent of those in the bottom fifth of
the single pensioner income distribution. Average gross income in 1997/98
was higher for single men at £168 a week than for single women at £144
a week. The majority of the difference is attributable to occupational
pension income, which was on average £44 a week for single men
compared with £29 a week for single women.
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Components of average gross weekly income of single pensioners
by sex, 1997/98 (July 1997 prices)
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Note that, although the age composition of single male and female
pensioners is different, even when we control for age, there is still a
significant difference in income, although slightly less than highlighted
above47.
46

Analysis by sex for pensioner couples is not included in this section due to difficulties in measuring the
extent of income sharing within pensioner units.

47

There are more older female pensioners because women live longer on average, and more younger
female single pensioners because the state pension age for women is lower than that for men. We can
control for age by calculating the average income of single male pensioners as if the proportion in each
5-year age band were the same age as for single female pensioners of that age. Using this
methodology, the difference in average gross income was £20 per week, with the majority of the
difference still attributable to occupational pension income.

55

This difference is due both to more single male pensioners receiving an
occupational pension than single females, and to men in receipt of such
pensions receiving a greater amount than their female counterparts.
The difference between the occupational pension income of men and
women is a result of differences in coverage whilst this generation of
pensioners was working, as well as lower earnings by women. Chart 2.1
showed how substantially fewer women have been members of
occupational pension schemes. These numbers reflect two features of the
labour market: firstly that fewer women worked and secondly that fewer
of those who did work were members of occupational pension schemes.
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Proportion of male and female populations aged 16 and over
working as employees, 1979–1998
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Proportion of employees aged 16 and over who are a member of their
current employer’s pension scheme by sex, 1975–1996
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Although this remains the case, the situation is changing slowly for two
reasons. Firstly, the proportion of women in work has been increasing
(see Chart 3.18) and secondly the proportion of female part-time workers
who are covered by occupational pensions has been increasing in recent
years (see Chart 3.19).
In particular, there was a jump in the coverage of part-time women from
19 per cent in 1994 to 24 per cent the following year. Some of this jump
would have been due to the September 1994 European Court of Justice
ruling that excluding part-time employees from occupational pension
schemes may represent indirect discrimination against women.
The average occupational pension income of women is therefore likely to
continue increasing for some time into the future although, at current
levels of coverage, it will remain lower than that of men. Whilst the
average will increase fast as a result of recent increases in coverage, there
remain many women, particularly those working part-time, who are not
covered by occupational pensions.

What the Government is doing
The State Second Pension will provide a substantial boost to the
second-tier pension of low-earning employees who earn above the
Lower Earnings Limit for National Insurance contributions. This will be
of particular benefit to part-time workers, the majority of whom are
women. See Chapter Four for more details.
Stakeholder pensions will make it easier for women who take breaks
from work to contribute to a private pension. They will be able to stop
and restart contributions without penalty and charges will be
restricted. See Chapter Four for more details.

Carers
One of the key reasons why women have been less likely to work than
men is that they are much more likely to have been caring for children or
for disabled relatives48. Although there is protection for a carerÕs basic
state pension entitlement through Home Responsibilities Protection, caring
can have a serious effect on second-tier pensions. If a carer is not
working, they have no opportunity to build up rights in an occupational
pension or in SERPS.

48

It should be noted that a small number of men do take time out of the labour market because of caring
responsibilities and this section applies equally to them.
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Even though occupational pensions and SERPS are not available, a carer
who is part of a household with sufficient income may wish to make
payments into a personal pension. Under current tax rules a person with
no income cannot do this. Therefore, it is simply not possible at present
to build up additional second-tier pension rights during a period
with no income because of caring. Given that many women spend a
number of years out of the labour market caring for children or for
disabled relatives, this can have a serious effect on their pension.
In Chart 3.20, as an example, we give an illustration of the effect of years
out of the labour market on state pensions for those who retire in 1999.
Note that here, the only significant loss shown is in SERPS. A person with
an occupational or personal pension with contributions over and above the
contracted-out rebate49 is likely to lose out even more.
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Illustration of the effects of caring – the state pension received at retirement
by three hypothetical women who have a full working life and three who
spend ten years out of the labour market caring
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All the hypothetical women are assumed to retire in 1999. During their lifetimes, their earnings are
assumed to have risen in line with average earnings, reaching the specified levels by 1999. For this
illustration the carers are assumed to be out of the labour market from 1989 until their retirement
in 1999.

What the Government is doing
The State Second Pension will treat those caring for children aged
under 6 years of age and those caring for at least 35 hours a week for
a disabled person as if they were earning £9,500 a year. Because the
State Second Pension will be more generous than SERPS, this would
give them as much second-tier pension as if they had earned nearly
£16,000 a year under SERPS. See Chapter Four for more details.
49
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See the glossary for an explanation of the contracted-out rebate.

Ethnic minority groups50
As we see from Chart 3.21, pensioners in ethnic minority groups are overrepresented in the bottom fifths of the pensioner income distributions.
Asians are more over-represented than Blacks51. There appears to be less
inequality amongst single pensioners Ð Black single pensioners are as likely
to be amongst the poorest as White pensioners. All of these results must
be interpreted with caution due to the small sample size of pensioners from
ethnic minority groups in the Family Resources Survey (FRS).
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Proportion of Whites, Blacks and Asians in the bottom fifths of the
pensioner income distributions
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There are two likely causes of this over-representation. The first is that
the current generation of pensioners from ethnic minority groups is likely
to have come to this country in the middle of their working life. They have
therefore had less time available to build up pensions. This may explain
why Asian pensioners have lower incomes than Black pensioners as, on
average, the Asian population in the UK arrived in this country later than
the Black population.
This will affect pensioners from these ethnic minority groups less in the
future, as more will have spent their whole working life in this country.
The second cause is that, during their working lives, pensioners from
these groups were more likely to be unemployed and more likely to have
earned less than their White counterparts. So they are likely to have built
up smaller second-tier pensions. This has affected the Pakistani,
Bangladeshi, and Black populations most seriously52.
50

The analysis of ethnic minority groups based on the Family Resources Survey should be regarded with
some caution because the sample of households from ethnic minority groups is very small. The discussion
here should be considered tentative but suggestive of directions for future work.

51

For the purpose of this analysis, the Asian category includes those who specified their ethnic group as
Bangladeshi, Chinese, Indian or Pakistani but not those Asians who did not choose one of these groups. The
Black category includes those who specified themselves as Black African, Black Caribbean or Black Other.

52

See the Labour Force Survey Historical Supplement 1984Ð1998, pp25Ð26, for a time series of ILO
unemployment rates amongst the Pakistani/Bangladeshi, Indian, Black and White populations.
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Self-employed workers
Self-employed workers do not have access to occupational pensions or to
SERPS. Historically their only option has been to take out personal
pensions or, prior to 1988, Retirement Annuity Contracts. According to the
General Household Survey, approximately half of the self-employed are
currently contributing to a personal pension. Although they may previously
have contributed to an occupational or personal pension, half are not
building up any further pension rights.
Knight and McKay53 found that people over state pension age who had
been self-employed were less likely to be in the lowest income groups and
more likely to be on middle or higher incomes. In part, personal pensions
and more flexible working lives (for example, the ability to continue
working after state pension age) offset the lost income from SERPS and
occupational pensions.
But this may not be the case in the future. The Knight and McKay work
looked at the situation in 1994/95. Most of those over state pension age
at that time had been self-employed many years previously. But there
have been many changes in the structure of self-employment over the last
20 years. Many more low paid workers are now employed on a contract
basis and only able to make limited provision for retirement. In future,
this could bring down the average income in retirement of those who were
self-employed.
What is clear is that amongst self-employed people there is great diversity.
Analysis of the FRS54 shows some of the variation in personal pension
coverage.
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Personal pension coverage amongst the self-employed, by income, 1997/98
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Knight and McKay, Lifetime Experiences of Self-employment, DSS Research Report (forthcoming).
Department of Social Security, Family Resources Survey: Great Britain 1997Ð98, 1999.
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Personal pension coverage amongst the self-employed, by age, 1997/98
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Personal pension coverage amongst the self-employed, by sex, 1997/98

70%
60%
50%
40%
30%
20%
10%
0%
Male

Female

Source: Family Resources Survey 1997/98.

61

Several groups of self-employed workers are more likely to have missed
out on pension coverage. These include those with lower earnings, women
and members of ethnic minority groups. This will translate into lower
incomes when these workers are in retirement.

What the Government is doing
Stakeholder pensions will make it easier for the lower earning selfemployed to contribute to a private pension. These pensions will have
restricted charges, and contributions will be able to be stopped and
restarted without penalty.
It will also be open to trade associations or other affinity groups to set
up stakeholder pensions for their members. This will be of particular
value for the self-employed. See Chapter Four for more details.

Workless households
Those without work have no opportunity to build up second-tier pension
rights. They are much more likely to have lower levels of income in
retirement. Where an individual without such pension rights is a member
of a couple where the other partner is working and building up pension
rights, the lack of pension coverage is perhaps less serious.
Provided that the couple stays together until retirement and that members
of the household share their income fully55, then the presence in the
household of some second-tier pension will help to improve the income in
retirement of both members of the household.
But evidence from the FES and the Labour Force Survey suggests that,
over the past 20 years, there has been an identifiable increase in the
proportion of households without work. This has happened over the same
period that female labour market participation has increased.
The rise in womenÕs employment has largely been amongst households
with at least one other earner. In addition, there has been an increase in
the number of single adult households and, in particular, lone parent
households.

55
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There is evidence to suggest that the assumption that income is shared fully by members of a
household is too strong. See Lundberg, Pollak and Wales, ÔDo Husbands and Wives Pool Their
Resources?Õ, Journal of Human Resources, 1997.
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Proportion of households of working age with no adult working, 1979–1999
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Households where single adults or both members of a couple have a
history of not working will have very little in the way of second-tier
pension. On the other hand, couples where both members have a history
of working will, between them, have very good second-tier pensions.
So over and above any inequality between individuals in various sources of
income, the concentration of worklessness amongst certain households is
likely to increase inequality amongst pensioners in the future.

Persistent low earners
SERPS and occupational pensions tend to be paid in proportion to a
personÕs earnings during their working life. Contributions to personal
pensions tend also to be related to a personÕs level of earnings. Workers
who spend lengthy periods of time on low earnings are likely to retire with
small second-tier pensions.
This will become more important over time as second-tier pensions
constitute a greater part of pensionersÕ incomes. In particular, with Income
Support to be uprated faster than the basic state pension, in the future we
expect second-tier pensions to become more important in keeping the
incomes of pensioners above the level of Income Support. Persistent low
earners whose second-tier pensions are sufficiently low might be in danger
of falling onto Income Support in retirement.
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There is research showing that those who are low paid are highly likely to
be low paid in the future56. There is also strong evidence of a cycle of low
pay and no pay. The low paid are more likely to be out of work in the
future; those out of work are more likely to be low paid on re-entry. They
are even more likely to be in low paid work if they were low paid prior to
being out of work.
One piece of research suggests that the persistence of low pay (when
defined in relation to average earnings) has increased57. The proportion of
those of working age who had low pay or no pay for the five years from
1979 to 1983 was 34 per cent. The proportion in this position in the five
years from 1990 to 1994 was 42 per cent.
A single year of low pay or no pay reduces the pension rights built up in
that year. A long period of low pay/no pay reduces the pension rights built
up over a lifetime. This will seriously affect income in retirement. An
increase in the persistence of the low pay/no pay cycle increases the
number for whom this is a danger.

What the Government is doing
The Government is helping into work those who have been inactive or
unemployed for long periods of time through Welfare to Work,
including the New Deal for Lone Parents and the Working FamiliesÕ Tax
Credit. This will give households who might not have expected to do
so a chance of building decent second-tier pensions.
The State Second Pension will give substantially more second-tier
pension to low earning employees than they would have got under
SERPS. See Chapter Four for more details.

Disabled people
Recent research for the Department for Education and Employment58
found that, whilst the experiences of employment varied significantly
according to the category of disability, the main characteristic accounting
for differences in earnings levels between disabled and non-disabled
people was education. Generally, disabled people had spent fewer years in
education and gained fewer qualifications. The research also suggests that
earnings of disabled people have deteriorated relative to those of other
employees between 1979 and 1991.
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For example, see Mark Stewart, ÔLow pay, no pay dynamicsÕ in Persistent Poverty and Lifetime
Inequality: The Evidence, 1999.
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Rebecca Endean, Patterns of Work, Low Pay and Poverty, 1998. This research used a low pay threshold
of £3,000 per annum in 1979/80 rising in line with average earnings to £9,500 in 1994/95.

58

David Blackaby et al, Earnings and Employment Opportunities of Disabled People, 1999.

The consequences of lower educational levels and lower earnings are lower
second-tier pensions. Those disabled people that are unable to work,
because of the nature of their disability, have not been able to build up
second-tier pension rights59. This will be of particular concern as secondtier pensions become more important in ensuring that pensioners have
income above the level of Income Support.

What the Government is doing
Those who have worked, but become long-term disabled and satisfy
certain conditions will be treated in the State Second Pension as if
they had earned £9,500 a year. See Chapter Four for details.
In addition, Welfare to Work, including the Disabled PersonÕs Tax
Credit and the New Deal for Disabled People, will make it easier for
those disabled people who are willing and able to do so to find work.

3.3 IF CURRENT POLICY WERE TO BE UNCHANGED, THE
CAUSES OF PENSIONER INEQUALITY WOULD PERSIST
The general increase in occupational pensions as a result of increases in
membership in the 1950s and 1960s will slow down and diminish as we
move into the replacement stage of this cohort effect. For men, this
diminishing but positive effect will be offset to some extent by later (but
smaller) reductions in coverage. This is due to the fall in the proportion of
men working and the gradual fall in the proportion of male employees who
are members of occupational pensions.
For women, there will continue to be a strong cohort effect increasing
occupational pension income. This is a result of the increase in female
labour market participation and the rapid increase in occupational pension
coverage amongst part-time workers.
The greater number of women receiving occupational pensions in the
future will give a boost to growth in average occupational pension income.
But the increasing divide between two-earner and no-earner households
suggests that much of this extra income will be received by households
who would anyway have been doing relatively well.
In other words, the couples who are likely to miss out on the benefits of
higher female occupational pension income are single adult households
and those where male occupational pension income is also low. This will
increase inequality amongst pensioners in the future.
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Those who are unable to work through disability receive National Insurance credits to protect their
entitlement to the basic state pension.
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On average, investment income is likely to continue to increase as a
component of pensioner income because of recent increases in household
savings. These increases are likely to be concentrated amongst pensioners
with other sources of income too. Poorer working-age households have
much lower levels of investment. This will result in an increasing divide in
the future between those pensioners with significant amounts of
investment income and those without.
If current policy remains unchanged, state pensions will be lower relative
to average earnings for future retirees. Given the likely increases in
income from other sources, state pensions will become less important for
better-off pensioners.
Personal pension income is likely to continue to grow as a result of
increases in coverage since the late 1980s. If there are no further
increases in coverage, this effect will peak in around 20 years time and
then diminish.
Overall, average pensioner incomes are likely to show healthy growth.
Many of the changes in the coverage and extent of private provision are
yet to manifest themselves fully in the incomes of pensioners.
However, inequality in pensioner incomes is likely to continue. Disparities
in coverage will continue to exist. In addition, features of the labour
market such as workless households and the persistence of low pay, will
continue to reinforce inequality if policies remain unchanged.
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4

What is the Government doing
about it?
INTRODUCTION
The previous chapters have identified two separate issues. Firstly, although
pensioners are doing better on average than in the past, inequality has
increased and some pensioners have missed out. Secondly, although we
expect average pensioner incomes to continue rising, some in todayÕs
working population are likely to have low incomes when they retire.
The GovernmentÕs policies are therefore directed at helping two separate
groups: those pensioners who are likely to be poor in the future and those
who are poor now.

4.1 THE GOVERNMENT IS IMPLEMENTING POLICIES FOR
FUTURE PENSIONERS
For most people, the most effective way to ensure a good standard
of living in retirement is to have a good second-tier pension.
The GovernmentÕs policies for future pensioners are directed at ensuring
that as many people as possible have built up a decent second-tier
pension by the time they retire.
The GovernmentÕs provision for those who are not covered by a private
second-tier pension is the State Earnings Related Pension Scheme
(SERPS). This is not available to the self-employed and pays less to those
who have earned less during their working lives. And carers and disabled
people who have broken work records lose out. Reform of SERPS was
necessary if the low paid were to be offered an opportunity to build more
substantial second-tier pensions.

State Second Pension
The State Second Pension will reform SERPS. It will focus much more
support than in the past on lower paid workers, enabling them to build up
much better second-tier pensions than under SERPS. It will also support
groups who have suffered in the past from their broken work records.
It will enable carers and people with a long-term illness or disability to
build up second-tier pensions for the first time.
In total, some 18 million people stand to gain from the State Second
Pension: 14 million low and moderate earners, 2 million carers and
2 million disabled people.
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The proposed State Second Pension encompasses three principal
changes to SERPS:
People who earn above the Lower Earnings Limit but below £9,500 will
be treated as if they had earned £9,500 during the relevant year60.
Carers and disabled people who meet certain criteria61 will be treated
as if they had earned £9,500, even if they had earned nothing at all
during the relevant year.
The 20 per cent accrual rate in SERPS will be doubled to 40 per cent
in the Lower Earnings LimitÐ£9,500 earnings band. The accrual rate
for the band £9,500Ð£21,600 will be 10 per cent and above £21,600 it
will be 20 per cent62.

The effect of improving the accrual rates in the State Second Pension will be
to give double the amount of second-tier pension compared to SERPS for
someone earning £9,500. This extra benefit will be tapered away so that
those earning £21,600 or more will receive the same as under SERPS63.
The effect of treating those earning between the Lower Earnings Limit and
£9,500 as if they had earned £9,500 is to establish a minimum amount
that each person can accrue in each year. Because of the improved accrual
rates, the level of this underpin would, if it had been introduced in 1999,
have enabled a low earner to build up the same amount of pension as if
they had earned £15,568 under SERPS. The generosity of State Second
Pension relative to SERPS will rise over time for lower earners64.
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The figures specified all relate to their 1999 levels. It is proposed that the £9,500 underpin is uprated
each year in line with earnings.

61

It is proposed that those in receipt of Child Benefit for a child aged 5 and under or those caring for at
least 35 hours a week for a disabled person will qualify. It is proposed to include those people with a
long-term illness or disability who spend at least 10 per cent of their working life in paid work. They
will qualify for the State Second Pension for each complete year in which they were receiving or had
underlying entitlement to long-term Incapacity Benefit or Severe Disablement Allowance.
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It is proposed that a formula be used to calculate the £21,600 threshold in future years so that the
highest earners receive the same under State Second Pension as they would have done under SERPS.

63

The Upper Threshold of £21,600 will rise faster than the Upper Earnings Limit for National Insurance
contributions assuming that the latter rises only in line with prices. Assuming that earnings grow
1.5 per cent faster than prices, the Upper Threshold will reach the Upper Earnings Limit around 2014.
From then on, higher earners will receive slightly more under the State Second Pension than they
would have done under a completely unreformed SERPS.
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Because current policy is to uprate the Lower Earnings Limit each year in line with prices whereas the
proposal for the £9,500 underpin is to uprate it each year in line with earnings, the 40 per cent band
will widen over time relative to earnings. The ÔSERPS-equivalentÕ figure of £15,568 in 1999/2000 will
therefore go up faster than earnings.
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Effect of State Second Pension for employees who retire in 2051
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(2) The individuals are assumed to have a full working life and their earnings are assumed to grow
exactly in line with average earnings and to be worth the specified amounts relative to average
earnings in 1999. These assumptions are not believed to be representative of actual individuals
but are used for illustrative purposes to show the future direction of state pensions.

•
••
••

(3) 1999 earnings terms means that amounts are deflated by earnings growth to show the
movement relative to average earnings. This gives a better indication of what it will feel like
to retire having earned the specified amounts.•

Low earners
Under the State Second Pension, low earners will receive a substantial
boost to their pensions. According to the Family Resources Survey, there
are around 5 million employees earning between the Lower Earnings Limit
and the £9,500 underpin. Most of this group have no private pension
arrangements and the majority are women. Around half work part-time.

Information on low earners65 from the Family Resources Survey
1997/98:
65 per cent of low-earning employees have no private pension
arrangements.
72 per cent of low-earning employees are women.
50 per cent of all low-earning employees work part-time.
60 per cent of female low-earning employees work part-time.
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Those earning between the Lower Earnings Limit and the State Second Pension underpin of £9,500 per
annum.
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As we have seen in previous chapters, these are precisely the employees
who are most likely to have lower levels of second-tier pension coverage.

Carers and disabled people
Just as women are likely to be major beneficiaries of the provisions for low
earners in the State Second Pension, they are also the majority of those
who benefit from the provisions for carers. Of the 2 million carers each
year who are expected to benefit under the State Second Pension, around
1.75 million will be recipients of Child Benefit66, the vast majority of whom
are women. Around 400,000 carers of disabled people will also benefit67.
Around 2 million people will benefit from the provisions in the State
Second Pension for disabled people68.

Moderate earners
The State Second Pension will concentrate its extra help on those who are
least able to provide for themselves Ð low earners and those who are
prevented from working because of caring responsibilities or disability.
But many of those who are earning more do not retire on high incomes
either. So those earning between £9,500 and £21,600 will receive more
through the State Second Pension than they would have done under
SERPS. Around 9 million moderate earners will benefit from these
provisions.
Once stakeholder pensions become established, the State Second Pension
will move to stage two. At this point it will become flat-rate (based on
£9,500 earnings). As a result, it will be in the interests of people earning
more than £9,500 to contract out into a private pension and receive
National Insurance rebates and/or a State Second Pension top-up69.
They can then continue to benefit from an earnings related pension.
This will provide a clear incentive to moderate earners to take up any
occupational pension available to them or otherwise to take out a
stakeholder pension. They will improve their chances of retiring on more
than they would have got had they relied completely on the state.
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66

Estimate from the Family Resources Survey 1997/98 of the number of people in receipt of Child Benefit
for a child under 6 years of age and not working or earning below the Lower Earnings Limit for National
Insurance contributions.

67

Estimate from Department of Social Security administrative records of those in receipt of, and with
underlying entitlement to, Invalid Care Allowance.

68

Estimate from Department of Social Security administrative records of those in receipt of long-term
(over a year) Incapacity Benefit and those with underlying entitlement to Incapacity Benefit or Severe
Disablement Allowance. A small proportion of this total is assumed not to satisfy the labour market
attachment conditions for State Second Pension entitlement.
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Those contracted-out into an occupational pension scheme, and earning between £9,500 and £21,600,
will receive the same rebate as under SERPS but in retirement will receive a top-up via the State Second
Pension. Those contracting-out into a personal or stakeholder pension will receive enhanced rebates.

Stakeholder pensions
Around 5 million people earning between £9,000 and £20,000 do not have
an occupational pension. If they are self-employed or their employer has
not offered them one, then an occupational pension is not an option.
At present their only alternative is a personal pension. Many of this group
find that these are not flexible enough for their needs.
The GovernmentÕs aim for this group is to ensure that, even where
occupational pensions are not available, they can still make private
provision for their retirement.
To assist, the Government is launching the stakeholder pension. Expected
to be available from April 2001, these will be money purchase pensions
that are flexible and have low charges. They are likely to be of most
benefit to those on moderate earnings.
Employers who do not offer an occupational pension will, with certain
exceptions, have to offer access to these pensions through the workplace.
Trade unions and trade associations will be able to offer these pensions to
their members. Individuals will also be able to arrange them directly with
pension companies.
Charges will be restricted and members will be able to stop and restart
contributions and transfer to another scheme without penalty.
The earnings link70 will also be relaxed. Anyone will be able to contribute
to a stakeholder scheme whatever his or her income. This will benefit
those taking breaks from work Ð particularly carers, mature students and
partners of those who work.
Stakeholder pensions will therefore expand the options available to
moderate earners who wish to provide for their retirement. They will
ensure that all have access to good value and flexible pensions.
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At present, the maximum amount that individuals can contribute to a personal pension is 17.5 per cent
of income (up to a limit of £90,600 in 1999/2000) for those aged 35 or under. The percentage rate is
higher for older people. Because the limit is expressed as a percentage of income, those who have no
income cannot contribute anything. Therefore those who have taken a temporary break from work are
prevented from making any contributions to a personal pension even if they could afford to do so.
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Getting people back to work
The third element of improving the incomes of future pensioners who
might otherwise retire into poverty is getting people back to work.
As we have identified, adequate second-tier pension coverage is the key
to an adequate income in retirement. The Government has proposals to
ensure this for those who are in work. For lower earners, carers and
people with a long-term illness or disability, this second-tier coverage is to
be provided by the State Second Pension. For moderate earners it is to be
provided by occupational pensions where available or otherwise
stakeholder pensions, supplemented by top-ups/extra rebates from the
State Second Pension.
The best way to ensure that the unemployed and inactive can share fully
in the benefits provided by these initiatives is to improve their chances of
being in work. Through the New Deals, young people, those aged over 50,
lone parents and disabled people are all receiving additional support,
advice and training opportunities to improve their job prospects.
The benefit system is being redesigned through the Working FamiliesÕ Tax
Credit, the Disabled PersonÕs Tax Credit and the changing of transitional
rules to ensure that those on benefit gain in cash terms from finding work.
Success in finding work as an employee earning over the Lower Earnings
Limit will automatically enable the building up of rights in the State
Second Pension. If a higher paid job is found, the improved contracted-out
rebates/State Second Pension top-ups will give a boost to any contributions
made by the employee or their employer into an occupational or
stakeholder pension.

4.2 THE GOVERNMENT IS HELPING TODAYÕS PENSIONERS
The measures outlined above are all directed at those who are currently in
work and will affect the incomes of pensioners yet to retire. Unfortunately,
these measures are too late for those of todayÕs pensioners who have
missed out on the general growth in pensioner incomes.
There are therefore a number of measures that have already taken effect
or will be introduced shortly. These include the Minimum Income
Guarantee (MIG), changes to the MIG capital limits, Winter Fuel Payments
and free television licences for those aged 75 and over. The Government is
also trying to make it easier for pensioners to carry on working if they
choose so that they have longer to save and improve their income for
when they do retire. It is also examining ways to develop a PensionersÕ
Credit to boost the income of those who have modest savings or
occupational pensions.
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Minimum Income Guarantee
A new Minimum Income Guarantee (MIG) through Income Support for
pensioners was introduced in April 1999. It increased significantly the
benefit income of some of the poorest pensioners. The MIG created a
new, higher income threshold below which most pensioners, with no or
little savings, should not fall.
In 2000/01, the MIG will stand at £78.45 a week for single pensioners,
and £121.95 for couples. This represents £5.40 a week more for single
pensioners than if Income Support had been increased in line with prices
since 1997/98. Pensioner couples will have benefited by £8.50 a week.
Higher rates are payable for older71 or disabled72 pensioners.
Over the long-term, the aim is that the MIG should increase in line with
earnings so that all pensioners can share in the rising prosperity of the
nation. This will mean that the Government can increase the income of the
poorest pensioners at a faster rate than would have been possible through
the basic state pension. Extra help will go to those who need it most.
The Government is already committed to increasing the MIG in line with
earnings for the rest of this Parliament. This means that a single pensioner
will be at least £280 a year better off from April 2000 than if Income
Support had been increased in line with prices since 1997/98.

Minimum Income Guarantee capital limits
From April 2001, capital limits in the MIG will be increased. The lower
capital limit will rise from £3,000 to £6,000. This means that savings of up
to £6,000 will no longer reduce a householdÕs MIG entitlement. The upper
limit Ð the level of savings above which a household is ineligible for the
MIG Ð is to rise from £8,000 to £12,000.
The capital rule changes will help around half a million of the poorest
pensioners and ensure that they do not miss out on the MIG because of
modest savings.
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Pensioners aged 75Ð79 will receive £80.85 (single) and £125.35 (couple) and pensioners aged 80 or
over will receive £86.05 (single) and £131.05 (couple).
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Disabled pensioners in receipt of Attendance Allowance will receive the higher pensioner premium.
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Take-up campaign for the Minimum Income Guarantee
The Government is concerned about pensioners who are in real need
because they do not take up their MIG entitlement through Income Support.
In the largest programme of research ever carried out in this area, research
on pensionersÕ take-up of Income Support and the evaluation of nine pilot
initiatives was published in October and December 199973.
From spring 2000, the Government will be writing to around 2 million
pensioners who records suggest are most likely to be entitled to claim the
MIG. A specially designed leaflet will provide more information about the
MIG. This mailing activity will be supported by national television
advertising to encourage those pensioners who may be entitled to claim.
The Government will also be introducing a new free telephone claim
service for pensioners to claim the MIG without having to leave their
homes. The new Tele-Claims Centre will enable pensioners to have their
claim for the MIG handled over the telephone by a trained operator.
Pensioners can choose to complete a standard claim form or the new
Electronic Claim Form. In the latter case, information provided by
telephone will be recorded on the electronic form. This will be sent to the
pensioner to check, sign and then return to their social security office for
processing in the normal way.

Winter Fuel Payments
Fuel poverty is an important aspect of living in poverty74. Lack of heating
leads to poor health as well as to a reduced quality of life. Pensioners are
particularly affected by the consequences of seasonal variations in their
health. As Chart 4.2 shows, mortality amongst pensioners is higher during
the winter months than the rest of the year.
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Paddy Costigan et al, Overcoming Barriers: Older People and Income Support, 1999; Nicola Croden,
Paddy Costigan and Grahame Whitfield, Helping Pensioners: Evaluation of the Income Support Pilots,
1999; John Flatley, Helping Pensioners: Contextual Survey of the Income Support Pilots, 1999.
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Note that fuel poverty does not depend only on income but also on the energy efficiency of the home.
Through its New Home Energy Efficiency Scheme Plus, the Government will provide grants to lowincome pensioner households to improve the energy efficiency of their homes. See Department of the
Environment, Transport and the Regions, Fuel Poverty: The New HEES, 1999, for information on this
scheme.

Older pensioners are particularly susceptible to the cold of the winter
months. Deaths of older pensioners are more concentrated in the winter
months than deaths of younger pensioners. For example, in England and
Wales in 1997, 28 per cent of deaths amongst 65 to 69-year-olds took
place in January, February and December compared with 32 per cent of
deaths amongst those aged 85 and over75.
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Deaths of pensioners in 1997 by age group and month
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Fuel poverty is usually defined as needing to spend more than 10 per cent
of household income to achieve a satisfactory heating regime (21¡C in the
living room and 18¡C in other occupied rooms). Estimates based on the
1996 English Housing Condition Survey suggest that around half of single
pensioners and one fifth of pensioner couples in England were in fuel
poverty76.
To help address this problem, Winter Fuel Payments have been introduced
as a key element in the GovernmentÕs programme of support for
pensioners. These are significant, well-timed payments that are aimed to
ensure that elderly people are not worried about turning up their heating
when it is cold. They are paid in good time so that they are available when
they are needed to contribute to winter fuel bills.
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Office for National Statistics, Mortality Statistics General 1997 England and Wales, 1999.

76

Department of the Environment, Transport and the Regions, Fuel Poverty: The New HEES, 1999. These
figures relate to income before housing costs. See this publication for a discussion on the definition of
fuel poverty and the factors that influence whether to calculate fuel poverty on the basis of income
before or after housing costs.
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In 1997, the Government introduced the payments at two rates of £20 or
£50 for eligible households. For the winter of 1999/2000, the payments
were increased to £100 per household. From 2000/01, the amount will
rise to £150 per household. The payments are made before Christmas so
that the money is available before the heaviest fuel bills are received.
Around 10 million pensioners in 7.5 million households benefited from
these payments in the winter of 1999/2000. Following the extension of the
scheme to all households with a person aged 60 or over77, 11.5 million
people in over 8 million households will be eligible in 2000/01.

Minimum Tax Guarantee
The 1999 Budget introduced a Minimum Tax Guarantee that increased
personal allowances for pensioners by up to £200 over the normal
indexation. These measures took 100,000 pensioners out of income tax
altogether. Combined with other measures 200,000 pensioners will no
longer have to pay income tax as a result of this budget. This is a major
reduction in the burden of taxation for pensioners.

Free television licences for those aged 75 and over
As we have seen in previous chapters, there are a number of reasons why
older pensioners are poorer on average than their younger counterparts.
Those aged 75 and over are often reliant on television for essential
information and entertainment. From autumn 2000 television licences will
be free for this age group, saving them over £100 a year.

PensionersÕ Credit
The Government wants to do more to reward low-income pensioners who
have worked to build up their own pension. The Government will consult
on how to develop a PensionersÕ Credit that rewards work and saving with
a view to coming forward with proposals for the next Parliament.

The effects of policies for current pensioners
Taken together, the policies outlined above are already having an impact
on pensionersÕ incomes. Using the Department of Social SecurityÕs Policy
Simulation Model, it is possible to estimate the combined effects of the
policies already in place by April 2000 on the pensioner population of
1997/98.
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This follows a ruling by the European Court of Justice.

Chart 4.3 shows the estimated percentage gains to pensioners at different
points in the 1997/98 singles and couples pensioner income distributions.
It assumes that all of those who might gain from the increased Minimum
Income Guarantee do so. As it is extremely difficult to model the effects
on take-up of changes in the levels of benefits, the gains for lower income
pensioners are likely to be slightly overestimated78.
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Estimated real percentage increases in weekly net income since 1997
as a result of Government policies for pensioners in each fifth of the
pensioner couples and single pensioner income distributions
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Analysis shows only the estimated gains from change to benefit and tax rates (including the MIG),
Winter Fuel Payments and the National Minimum Wage. They do not include, for example, free eye tests
or free television licences.

Note that the estimates assume full take-up for technical reasons only. The Government is fully aware
of and concerned that not all pensioners take up their entitlement to the MIG. This is precisely why the
take-up campaign (referred to above) is being launched.
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Glossary

Annuity
A way of turning a lump sum into an income stream. An annuity is an
arrangement where an individual pays a lump sum to an insurance
company, which promises in turn to pay the individual an income for life.
Some annuities pay a flat income for life and some pay an income that
goes up in line with inflation.
ÔSingle lifeÕ annuities pay an income until the individual dies. ÔCoupleÕ or
Ôjoint lifeÕ annuities pay an income until both members of a couple die. In
this case, the amount paid is often reduced on the death of one partner.

Basic state pension
The first tier of pension provision in the UK, this is a flat-rate pension paid
on the basis of the number of years of National Insurance contributions
that a person has paid by the time that they retire.

Contracting-out
An employee can pay reduced National Insurance contributions and forego
rights in the State Earnings Related Pension Scheme (SERPS) provided
that they have alternative provision in the form of an occupational,
personal or a stakeholder pension. The reduction in National Insurance
contributions is known as the Ôcontracted-out rebateÕ.
If the alternative provision is a money purchase pension (defined
contribution occupational pension, personal or stakeholder pension) then
the entirety of the contracted-out rebate must go into this pension. If the
alternative provision is a final salary occupational pension then this
pension scheme must provide a benefit at least as good as SERPS.

Defined benefit occupational pension
A pension where the benefits of the scheme are specified in advance.
A final salary pension (see below) is an example of a defined benefit
pension.
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Defined contribution occupational pension
An occupational pension where the benefits of the scheme are not
specified in advance because they depend on how well the pension fund
investments perform. All that is specified in advance is the amount that is
contributed into the pension fund.

Final salary scheme
An occupational pension where the benefits paid out by the scheme are
expressed as a proportion of the individualÕs final salary whilst a member
of the scheme. For example, a final salary scheme may pay out a pension
of 1/80 of an individualÕs final salary for each year that they are a member
of the scheme.

Gini coefficient
One of the more common measures of inequality, the Gini coefficient can
vary from 0 to 1. A coefficient of 0 means that all individuals have exactly
the same income. The nearer the coefficient is to 1, the higher the degree
of inequality.

Graduated Retirement Benefit
Graduated Retirement Benefit (GRB) sat on top of the basic state pension
(it was therefore a second-tier pension) and was the first state pension to
be earnings-related. Employees paid contributions according to their
earnings and received a small pension over and above the basic state
pension based on the amount of contributions that they had paid.
Contributions to GRB could be made between 1961 and 1975 and
pensioners who worked during this period are still receiving small amounts
of GRB. Employees could contract out of GRB if they had an occupational
pension.

Inequality
The extent to which incomes differ across the population. There are a
number of numerical measures of inequality of which the Gini coefficient
(see above) is one of the more common.

Mean
Mean income is the total income received by all members of a group
divided by the number of members of that group. Mean incomes can be
significantly affected by small numbers having very high incomes.
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Median
If all members of a group are ranked according to their income then
median income is the income of the person halfway along the distribution.
To put it another way, the median income of a group is the income of the
person who is richer than half the group and poorer than the other half.
Median incomes will not be affected by the level of income of those at the
top and bottom of the distribution.

Minimum Income Guarantee (MIG)
The Minimum Income Guarantee (MIG) was introduced in April 1999.
It sets a new, higher income threshold for pensioners on Income Support.
The Government will uprate the MIG in line with earnings for the rest of
this Parliament.

Money purchase pension
A pension in which money is invested and the benefits paid in retirement
depend on the performance of the investments. Defined contribution
occupational pensions, personal and stakeholder pensions are money
purchase pensions.

National Insurance contributions
The money paid by individuals to finance state pensions and other social
security benefits. Many benefits (known as Ôcontributory benefitsÕ) are only
payable if a person has paid enough National Insurance contributions. The
basic state pension and SERPS are both contributory benefits.

National Insurance credits
Some groups of non-earners, including the claimant unemployed and
those unable to work through disability receive a credit on their National
Insurance record that protects their entitlement to the basic state pension
but gives them no entitlement to SERPS for that period.

Occupational pension
A pension provided by an employer. They are usually of the final salary or
money purchase type.
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Personal pension
A pension arranged by an individual direct with a pension or insurance
company.

Quintile
A fifth of the income distribution, obtained by ranking all individuals or
pensioner units in a given group according to their income and dividing
them into five groups of equal size.

Retirement Annuity Contract
The forerunners of personal pensions, Retirement Annuity Contracts
(RACs) were introduced in 1956 and allowed individuals to arrange their
own pension saving directly with a pension company instead of through an
employer. The rules governing RACs were originally relatively inflexible,
but were relaxed over time. RACs were superseded in 1988 by personal
pensions, but those who had already started paying into an RAC were able
to continue to do so.

Second-tier pension
The State Earnings Related Pension Scheme (SERPS) or an occupational,
personal or stakeholder pension that is used to contract out of SERPS.

SERPS
The state second-tier pension scheme for employees in which they build
up rights according to the amount that they earn. SERPS is paid for out of
National Insurance contributions. An employee can forego rights in SERPS
by Ôcontracting-outÕ if they have alternative provision in the form of an
occupational, personal or stakeholder pension.

Stakeholder pension
A new form of money purchase pension expected to be available from
April 2001. Employers who do not offer an occupational pension will, with
certain exceptions, have to offer access to these pensions through the
workplace. Trade unions and trade associations will also be able to offer
these pensions to their members and individuals will be able to arrange
them directly with pension companies.
Stakeholder pension schemes will have to meet certain conditions,
including restricted charges and allowing members to stop and restart
contributions and transfer to another scheme without penalty.
84

State Second Pension
Proposed by the Government as a reform of SERPS, it will provide much
higher benefits for lower earners than under SERPS and provide secondtier coverage for carers and the disabled. It is intended that employees
will start building up rights in the State Second Pension from April 2002.
Any rights previously built up in SERPS will be paid in full upon retirement.
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