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                        LIBERTARIAN ALLIANCE 29TH AUGUST 2005

THREE MYTHS ABOUT STATE VERSUS PRIVATE PENSIONS                                  Summary of talk by Terry Arthur

A. Introduction
1. My underlying argument is that privately funded pension arrangements are superior to unfunded State pension arrangements, both for the participants themselves and for the economy as a whole, in which the beneficial role of savings is sadly misunderstood.      
2. I aim to illustrate this by exposing 3 myths about State Schemes versus Private Schemes:



· The Myth of a Transfer of Resources Myth from the young to the old

· The Myth of State Scheme Security 

· The Myth of the need for a Universal State Pension

B.  Myth no 1 - The Transfer of Resources Myth
1.
The myth has it that whatever the mechanics, pensions in 

retirement are transfers of resources from the working population at the time.  We even have a “dependency” ratio, essentially the ratio of non-workers to workers, to substantiate the myth.  

2.
In State schemes this is true.  It is called Pay-As-You-Go (PAYG) which sounds quite respectable and is indeed perfectly reasonable when applied to mobile phones. But here it is Pay-As-Somebody-Else-Goes (PASEG) or Pray-as-you-Pay.  Yet in private funded, schemes nothing could be further from the truth. Indeed one may just as well argue that the transfer of resources is to, not from, the working population, who are gaining massively from the previous generation’s savings.

3. Have any of you read or heard of the Incredible Bread 

Machine (IBC)?  I usually depict the transfer of resources myth by showing a begging pensioner seeking charity from the workers operating the ICB and turning out a plentiful supply of bread.  But under funding, and only under funding, the pensioner owns the Bread Machine or part of it.  Pensioners own the assets; workers operate them, on agreed terms.  

This is no different from your ownership of a house, a car, a boat, or a computer – any of which could be hired out by retired people owning them, just like the bread machine.  Nor are they any different from owning a boat building company, or a consultancy firm or whatever.  All these assets are synonymous.

5.
The sale or drawing down of these assets for retired people is identical to the idea of the “home equity release” schemes, receiving the attention of actuaries and other consultants as a means of increasing retirement income.    
In every case all that is required is a clear title to an asset – in other words the everyday recognition of property rights, a sine qua non of any civilisation.

B.  Myth No 2  The security myth

1. It follows from what I’ve just said that property rights are the bedrock of security for privately funded pension schemes.

2.   
Of course personal assets cannot guarantee spanking performance - hence the institution of Defined Benefit schemes – which themselves are not foolproof.  Nothing is foolproof when Gordon (Meddler) Brown (GMB) is around. 

3.
The biggest threat to private assets comes from Government, which regularly weakens them and tramples on them.  Indeed I reckon that the losses from Brown’s smash & grab raid in 1997 (re-equity dividends) are far larger than the aggregate deficit in company pension schemes today.

4.      What then, makes us think that unfunded State Schemes can do better?   Surely not the fact that the State can retrospectively amend private schemes and contracts?  Government doesn’t even know the meaning of the word “contract”.

It certainly doesn’t know the meaning of the word accrual (do you?  Basically it means each year of working counts proportionately to the total benefit.)   
5.  
The State’s record with State pensions is abysmal. Overall and relative to average earnings (as underlined the original promise in 1948), the State Pension has fallen far behind its 1950 level.  Routinely and I mean routinely, it violates the accrual principle (a fundamental principle for private DB schemes) in reducing state benefits.  It has made several retrospective reductions in the last decade or two (such as the appalling reduction in widows SERPS benefits) – any one of which has cost beneficiaries amounts which dwarf the infamous private pensions mis-selling scandal (which in any case was caused directly by Government).  And they’ll soon be at it again – you watch your state retirement age soar!
6.
Even if Government was less malevolent, the unfunded nature of State schemes makes it impossible for them to be secure. 


As I have said, what is fondly called pay-as-you-go by     collectivists is actually pay-as-somebody-else-goes or Pray-as-you-Pay.
This insecurity of a State Scheme arises partly from the fact that it has no “contributory principle”, nor can it have one.  Contributions cannot be related to benefits because that is dictated by the fickle vagaries of both demography – the current vagary being an ageing population ​​- and government.

7.  
Thus redistribution of income is at the heart of State schemes.  In New Zealand, a welfare state similar to ours, it has been estimated that the generation retiring around the late nineteen eighties and early nineties have received an unearned gift of as much as 18 years pay.  Yes, 18 years pay! 
2. Nor is there any glimpse of a redistribution in favour of the poor – quite the reverse.  A prominent example here is the fact that the poor tend to leave school early from age 16, and then die early, thus paying contributions for 5 years longer and receiving benefits for 5 years shorter than the likes of us!  

9.
Nor is this insecurity merely a matter of demographics.  This is Government at work, where the name of the game is to change the rankings of all previous promises in accordance with the power of current demands from a host of interest groups.  It would be quite simple to ring-fence a special gilt issue (like the old War Loan for example, but so-called inflation proofed) and call it the State Pension Fund Gilt-Edged Security.  The trouble with that is that the State Pension becomes Gilt-Edged – i.e. secure inflation.  That would never do.

C. Myth No 3 - The need for a Universal State pension

1. So given this abysmal record, what on earth is the purpose of a universal State Pension, payable to all who have reached a certain age? (with a semblance of a contribution record).

2. Saying “We can’t let the needy go to the wall” is a supreme 

irrelevance.  A universal State Scheme increases the possibility of this, because it’s spread too thinly.  There’s nothing in the income distribution of pensioners which suggests a universal State Pension any more than a universal State Wage.
3.  
In effect the UK Basic State Pension (BSP) represents a caste system based on status not nee yet with its bells and whistles including the earnings-related bits, it takes up about 75% of all income tax, very largely in robbing Peter to pay Paul.
4.  
This is emphatically NOT a zero-sum-game; it is enormously negative and means a net reduction of average UK living standards of the order of 12-15%.
3. Those decrying a return to means testing on the grounds of 

disincentives have got it completely the wrong way round.  The alternative, heavy taxation, which is itself a massive means test, brings disincentives which dwarf all others.  Robbing Peter to pay Paul is one of the most destructive acts mankind has yet devised. (Coming only second to war.)  It’s not a matter of the 

incentive to work, it’s a matter of destroying the division of labour and returning to DIY and hence the Dark Ages.


6.
In addition the BSP is yet another disincentive to save brought about by Government – the other prominent current example being the absurd Keynesian policy of low interest rates and thus of investment returns.

4. Civilisation has no place for a state which forces its people to depend upon the undependable.  For the vast majority, retirement income is a simple matter of rearranging working income into a suitable lifetime pattern – with appropriate help and advice – something which actuaries like me are supposed to be very good at in this field.  My profession is certainly not here to aid and abet the State in impoverishing people, yet that is what it’s doing by calling for an even larger State Pension – a Citizens Pension no less – as a solution to the ills of retirement schemes.

The BSP should be phased out forthwith – in line with the accrual principle.  
Thank you
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