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In this issue we focus on:
l Contracted Out – For Better or For Worse?

Last month I highlighted some of the winners and losers under the new State Pension that’s now only 10 months
away. The very existence of winners and losers has been news to many – and has prompted me to expand
upon the circumstances a bit further.

For many, the realisation that their new Flat Rate State Pension won’t be anything like £155 per week has come
as a bit of a shock. Facing the greatest surprise will be those who elected to take up membership of post 1988
‘contracted out’ defined contribution pension schemes or comparable ‘protected rights’ personal pension
arrangements. Because the option to ‘contract out’ into such arrangements was taken 25 years ago by a great
many folks, I thought I would look again at the thinking in those times and offer information, insight – and
perhaps a bit of comfort.

The Thatcher Governments of the 1980’s made a series of major changes to UK pensions, which later became
seen as milestones in employee pension provision. The 1986 Social Security Act was a principal event in that it
paved the way for wholesale changes to the laws relating to Social Security, Occupational Pension Schemes
and Personal Pension arrangements. The pivotal pension changes came into effect on 6th April 1988, when the
Government announced its decision to significantly scale back the amount of SERPS pension that would in
future become payable for those who maintained their full Class I National Insurance Contributions. In
acknowledgement of the reductions this would impose upon future State Pension, the Government created and
put into effect a wholly new ‘contracting out’ National Insurance Contribution structure. The new structure
required the DSS (then DHSS) to rebate a proportion of the NICs they received in respect of every ‘contracted
out’ employee and make a monetary payment, to the authorised ‘protected rights’ pension pot of the
contributor’s private pension provider.

This part-privatisation of State Pension was energetically promoted and actively encouraged by the government
of the day, by means of an elaborate press and TV advertising campaign – together with the offer of extra
incentive payments into every newly contracted-out member’s pension account. For an estimated 6 million
people, it looked like a ‘no brainer’ – and a very large number of normally employed folks ‘contracted out’ - just
as they were asked. The NIC ‘rebate’ payments including incentives were duly made, received and invested. 

Contracting Out was indeed initially attractive, particularly for those under 50 - although as the years went by,
prevailing ‘government’s’ just couldn’t resist steadily reducing the amounts of the rebates that were paid. At the
same time prevailing governments also cut back further on SERPS benefits – thereby progressively devaluing
the offered State Pension alternative. Finally in 2002, SERPS were withdrawn altogether and replaced with a
thoroughly emasculated ‘S2P’ second pension promise.

Ok so far? Now all of this started a generation ago – when the financial world was very different. Today, with
fifteen years of low interest rates and more than 6 years of near-zero rates, the economics of pension funding
have been turned on their head. Whilst investment returns have been pedestrian, the costs of providing a
guaranteed pension have doubled and the average pensioner is living a good deal longer. So perversely, many
of those who accepted the Government’s offer, did the right thing, contracted out and privatised their second
tier state pension may easily feel the poorer for it.
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But is this right? Of course, with ‘pensions’ there are few absolutes; longevity or early demise, married or single,
annuity or drawdown, good health or poor, sound or dismal investment returns, future inflation or deflation – and
even a solvent or a bankrupt Treasury, will all affect the final outcome of a contracting out decision. The multiple
restrictions that once severely constrained choice and freedom with ‘protected rights’ pension funds have now
all been swept away, meaning that those pension funds that exist courtesy of DSS contributions no longer carry
any earmarking.

Benefits can be taken at any time from age 55 and include the ability to take 25% of the fund as tax free cash.
You do not have to wait until your State Pension Age with no tax free cash. What value do you put on this?

Will the moral of the tale be ‘beware governments bearing gifts’? Only time will tell!

Geoffrey Stait
8 June 2015

The opinions expressed are those of the author. The material provided is for general information only and does not constitute
investment, tax, legal or other form of advice. You should not rely on this information to make (or refrain from making) any
decisions. Links to external sites are for information only and do not constitute endorsement. Always obtain independent
professional advice appropriate to your own particular circumstances.


