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April 2014
N E W S E X T R A

Earning the State Pension

This article is intended to give a very broad outline of the various types of National Insurance Contribution and how they earn a state pension on retirement.  There are four classes of National insurance and this is what pension rights they earn:

	Type
	Paid by
	Rate
	Earns

	Class 1 primary
	Employees
	% of wages
	Basic pension and second pension (formerly SERPS)

	Class 1 secondary
	Employers
	% of wages
	Nothing

	Class 1A
	Employers 
	% of benefits-in-kind
	Nothing

	Class 2
	Self-employed
	Fixed weekly amount
	Basic pension

	Class 3
	Non-employed
	Fixed weekly amount
	Basic pension

	Class 4
	Self-employed
	% of profits
	Nothing


One thing which stands out immediately from this table is that only employees can earn anything above the basic state pension, through the state second pension, which increases as the employee pays more Class 1 National Insurance.  This system was introduced in the 1970s and many people who have been employed continuously since then have earned enough second pension give a total entitlement which is double the basic state pension.  Having said that, employees can be contracted out of the state second pension, either individually or by their employer.  In that case, the personal pension or company scheme must provide benefits equivalent to the state second pension.

It is much more important to think about how to ensure entitlement to the full amount of the basic state pension.

Liability to pay National Insurance starts at 16 and continues until state retirement age.  Credits are given for times when the individual is sick, unemployed or on maternity leave, but not for time in education.  In the days when students were given grants, the amount was supposed to allow them to pay a Class 3 Contribution, but how many did so?

To earn full entitlement to the basic state pension, the individual must have a full year’s contributions in roughly 9 out of 10 years from age 16 to retirement.  This means that anyone who missed a few years at university cannot afford to miss many more without some effect on their pension.  These rules are due to change for those who reach retirement age after 5 April 2016, but the necessary legislation has not yet been passed by parliament (see Single-Tier Pension below).
A full year’s contributions means 52 weeks in the case of Class 2 and 3, but an employee, who pays Class 1 as a percentage of earnings, can pay enough National Insurance in less than a year to earn the full credit for that year.

Married women may also claim Home Responsibilities Protection, which gives credit for years when they have to stay at home to look after children under 16.

The system is rooted in a time when women were expected to stay at home to look after children, so assumed that they would be financially dependant on their husbands in retirement. To reflect this, married women used to be able to pay a reduced rate of Class 1 Contributions, which did not earn any pension entitlement.  Nearly every woman who was entitled to pay it, though, has now passed retirement age.

A married woman who reaches retirement age before her husband can claim a pension based on her own contributions.  When her husband reaches retirement age, she is entitled to a pension based on his contributions, but will be given the option of continuing with her own pension if it is higher.

The historic retirement ages of 60 for women and 65 for men are now regarded as discriminatory under equality legislation, so they have to be equalised.  The process started on 6 April 2010, with the original plan being to raise the retirement age for women in stages until a single retirement age of 65 would apply to both sexes from 6 April 2020.  It was further planned to raise the retirement age to 66 a few years later.

Those plans are now expected to be accelerated, so that the retirement age will be raised to 66 by 2020.  Anyone born after 5 April 1954 will have to wait until age 66 to draw the state pension.

Single-Tier Pension

The biggest shake-up in the state pension for many years is the government’s proposal to introduce a Single-Tier Pension for those retiring after 5 April 2016.  As its name implies, this will (eventually) be a single rate of pension for all workers, regardless of whether they are employed or self-employed.  I say eventually because there will be protection for those whose entitlement at 5 April 2016 under the present system (basic plus second pension) would be more than the single-tier rate.  For some years, therefore, there will be people retiring on a pension higher than the single-tier rate.
The qualifying rules for the Single-Tier Pension will also be different, with only 35 years’ contributions required to earn the full pension.  Where someone has fewer than 35 years’ contributions, the pension will be reduced by 1/35 for each year short.

The big winners under the Single-Tier Pension will be those who were self-employed for most of their lives, whose entitlement will be almost 30% higher than the basic state pension which they would have received under the old system.
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