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Index Linking and Pensions
NPC Briefing - June 2011
Background
At present, Second Tier State Pensions (SERPS, Graduated Pensions and S2P – along with a number of benefits such as War Disablement Pensions, Widows’ Pensions, Housing, Council Tax and other benefits) and public sector pensions are uprated each April based on inflation in the year to the previous September. Traditionally, the measure of inflation has been the Retail Price Index (RPI). However, in the Emergency Budget on 22 June 2010, the Chancellor announced that the Government would use the Consumer Price Index (CPI) instead of the RPI for annual up-ratings of elements of the state pension, benefits and tax credits from April 2011.

Since that time, it has emerged that the CPI will also be used as the inflation measure for the basic state pension after 2011, and in up to 60% of defined benefit/final salary private pension schemes that do not specify RPI in their rules. The change from RPI to CPI clearly therefore affects both existing pensioners through their first and second state pensions and benefits, as well as existing workers through their public or private occupational pensions.

The National Pensioners Convention is opposed to this change and believes that the switch to CPI is in breach of:

· pre election assurances that there would be no changes to index linking;

· contractual obligations freely entered into by Government as an employer;

· the Human Rights Act 1998 ( particularly Article 1 of Protocol 1 of the European Convention on Human Rights).

· the Secretary of State’s obligation under Section 59 of the Social Security Pensions Act 1975 and Section 151 of the Social Security Administration Act 1992 to increase pensions in line with the “general level of prices”.  
We are calling on parliamentarians to take our members’ concerns into account and to oppose this change to indexation. 

The switch from RPI to CPI will mean that pensioners will see their incomes fall in real terms. 
Each April, public sector pensions are increased in line with increases in prices over the year (as recorded for the previous September) to maintain their purchasing power. Indexation has been applied since 1972 and increases have always been based on the level of RPI.

The Government plans to up-rate the basic State Retirement Pension by a “triple guarantee” of the highest of earnings, prices or 2.5% from April 2011 is welcome. However, from April 2012, the Government intends to measure the prices element by CPI, rather than RPI.  Prices are expected to outstrip earnings for some years to come. The triple lock only applies to the basic State Retirement Pension. It does not apply to S2P and, therefore, does not apply to public or private sector occupational pensions. 
CPI is consistently lower than the RPI meaning that pensioners will see a long-term decline in the real value of their pensions, estimated by Lord Hutton in the Interim Report of the independent Public Service Pensions Commission as a total loss of 15% of retirement income for every individual pensioner.  
The Office of Budget Responsibility’s own forecasts have shown that CPI is expected to be consistently lower than RPI in the future:
OBR forecasts for RPI and CPI inflation

	Forecast
	2010-11
	2011-12
	2012-13
	2013-14
	2014-15

	CPI (%)
	2.8
	2.6
	1.9
	2.0
	2.0

	RPI (%)
	4.2
	3.4
	3.0
	3.2
	3.4

	Source: OBR


This means that millions of state, public and private sector pensioners will see the value of their pensions fall every year in comparison to the rate of RPI, plunging many of those who have small pensions into poverty.

Pre-election assurances 
Before the General Election, all three parties gave their assurances that there were no plans to change index-linking arrangements. 
In a letter dated 27 April 2010, Philip Hammond, the then Shadow Chief Secretary to the Treasury said:

“Indexation of pensions in payment is an established part of pensions legislation. The Conservative Party has no plans to change the current index-linking of public sector pensions in payment.  We agree with the view that the right to indexation of pensions already accrued is part of the accrued pension rights and those rights will be protected.”  

The then Liberal Democrat Shadow Pensions Minister, and now Pensions Minister, Steve Webb MP said in a letter dated 12 April 2010:

“We are very clear that all accrued rights should be honoured: a pension promise made should be a pension promise kept. Therefore we would not make any changes to pension rights that have already been built up.  I have confirmed that I regard accrued index-linked rights as protected.”

At a meeting held on 30 March 2010, Angela Eagle said on behalf of the Labour Party:

“Following the agreement for change reached with the unions in 2005, we are satisfied that public sector pensions are affordable, sustainable and fair.  We have no plans to change the current index-linking arrangements.”

Contractual Obligations
Since 1972, scheme literature has said says that public sector pensions will be increased in line with RPI and, hitherto, that link has been honoured.  Employees have been led to believe that the RPI link would be maintained and many have made financial choices based on that understanding.

Many have entered into particular financial arrangements, such as the purchase of added years, the conversion of lump sums into pensions and acceptance of moves to other employers on TUPE terms, on the clear understanding that pensions would increase in line with the RPI.  
We believe that a move to CPI would be a breach of the contractual obligations freely entered into by Government as an employer, and is akin to pension mis-selling. 
The suitability of the Consumer Price Index
The Secretary of State’s obligation under Section 59 of the Social Security Pensions Act 1975 and Section 151 of the Social Security Administration Act 1992 is to increase pensions in line with the “general level of prices”.   

The Department of Work and Pensions has said that it believes that the rate of CPI is a more appropriate measure of inflation faced by pensioners than RPI, but has provided no evidence to support this assertion.  The Government has failed to consult the National Statistician, the Government’s principal adviser on official statistics.   
The Royal Statistical Society, which represents the UK’s leading statisticians, has said that CPI fails to reflect the spending patterns of pensioners and the rising costs they face. The Institute for Fiscal Studies has shown that most pensioner households are not shielded from many of the costs excluded from the CPI and the UK Statistics Authority, which oversees official data, has also said that they do not believe the CPI should become the primary measure of price inflation until housing costs are included.
Furthermore, the Coalition Agreement made it clear that the Government had concerns about the accuracy of CPI as a measure of inflation and committed itself to work with the Bank of England to reform the index. 
Many utility and transport charges are linked to the RPI and, as yet, the Government has not sought to protect pensioners and the public at large by changing the link to CPI.      

Therefore, we firmly reject the assertion that the CPI is a ‘better’ measure of inflation for pensioners.

We urge the Government to take account of the advice of their own statisticians before embarking upon a change which will adversely affect the incomes of pensioners for the rest of their lives and not  just for the term of the current financial crisis. 
Impact on pensioner income
John Hutton’s interim report on Public Service Pensions, published on 7 October, stated that:

“This change in the indexation measure [from RPI to CPI] may have reduced the value of benefits to scheme members by around 15 per cent on average. When this change is combined with other reforms to date across the major schemes the value to current members of reformed schemes with CPI indexation is, on average, around 25 per cent less than the pre-reform schemes with RPI indexation.”

With CPI currently at 3.1% lagging behind RPI at 4.6%, the difference between RPI and CPI will make a real difference to pensioner income. For example, KPMG have calculated that next year a £10,000 annual pension would have been revised to £10,460 under RPI, but under CPI it will go to just £10,310 - £150 less.
Taken cumulatively, the effect over a number of years could be much larger.  Independent Actuarial Consultants Towers Watson have found that the switch would mean that an occupational pensioner currently receiving a pension of £10,000 a year will be more than £800 a year worse off by 2016. In addition, there would also be a similar reduction in the increase to the basic state pension. For example, this April’s RPI rise was £4.50 a week for a single pensioner, compared to just £3 if CPI were to be applied.
The NPC is currently supporting two legal challenges being taken against this change, and continues to lobby the government to reverse its decision. This is an ongoing campaign that the NPC is undertaking with a number of trade unions and other pensioner organizations. For further information contact the NPC Walkden House, 10 Melton Street, London NW1 2EJ Tel: 020-7383-0388 or visit www.npcuk.org.
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