
163

Annexes





Annex A: Measuring undersaving for 
retirement
A.1 Chapter 1 describes the barriers to saving that individuals face, and a number of 

patterns in existing private pension saving. It concludes that a considerable number 
of people may be saving less for their retirement than they need in order to avoid 
unexpected or unwelcome drops in their standards of living once they reach retirement. 
This will mean that as they near retirement they will be faced with a choice between 
needing to save more or to work longer than they had intended. 

A.2 The chapter gives a range for the number of people for whom retirement undersaving 
might be a problem. This annex describes in more detail the factors that affect this 
range, and who the people might be who fall within it. 

How many people are undersaving?

A.3 Previous estimates of undersaving have been based on individuals’ current membership 
of a pension and their pension saving rate. Simplicity, security and choice: Working 
and saving for retirement (published by the Department for Work and Pensions in 
2002) estimated that 3 million people of working age were ‘severe’ undersavers, who 
were predicted to have a replacement rate of less than half, and that between 5 and 
10 million people with projected replacement rates of half to two-thirds might wish 
to consider working longer or saving more. The Pensions Commission, using their 
benchmarks for target replacement rates, suggested that around 12 million were 
undersaving.

A.4 New data1 on wealth, current savings and retirement plans means we can improve our 
estimates for those aged from 50 to State Pension age. This analysis is summarised in 
Figure A.i. 

1  The English Longitudinal Study of Ageing 2002. This is a survey of those aged over 50 which collects detailed information 
on the health and wealth of individuals and their partners.
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A.5 These estimates are lower than those given by the Pensions Commission, which 
estimated that 38–43 per cent of people aged 46 to State Pension age were 
undersaving for retirement. Two major reasons for the differences are: 

 •  The Institute for Fiscal Studies (IFS) figures are based on households, the Pensions 
Commission’s on individuals. This means that an individual with low pension 
themselves, but whose spouse has enough pension for both, would be counted as 
an undersaver by the Pensions Commission but not by the IFS.

 •  The IFS figures had information on pension wealth accrued to date – the Pensions 
Commission had to assume that people had saved at a constant rate in the past.
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A.6 Based on pension income alone, 30 per cent of this age group are undersaving. But 
evidence2 shows that many people are saving for retirement outside a pension, or 
have other assets which could be used to provide retirement income. It is unrealistic to 
assume that none of these assets will be used, but equally unrealistic to assume that all 
available assets will be used to produce retirement income. If we define an undersaver 
as someone who does not have enough wealth to meet their benchmark with assets 
excluding their main house, and excluding any inheritances they may receive, we see 
that around 23 per cent of this age group are undersaving. 

A.7 For younger age groups we do not yet have data on accrued wealth. If we assume 
that 23 per cent of this group are also undersaving for retirement, this gives a total 
of 6.5 million people of working age undersaving. However, data on falls in private 
pension membership, and the implication of the reduction in employer contributions to 
pensions, suggest that today’s younger cohorts are less likely than previous cohorts to 
be saving for their retirement. In particular, the proportion of people aged 25–49 who 
are saving in a non-state pension has fallen by 7 per cent.3 To reflect this drop, we 
have adjusted upwards slightly the percentage of undersavers below 50, resulting in 
an overall estimate of 7 million undersavers across the working-age population. Given 
that contributions to pension schemes have also fallen, this is likely to be an 
underestimate of the true position.

A.8 Not all of these pensions undersavers will in fact end up with insufficient retirement 
income. For younger people in particular, there is time to increase pension 
contributions, or work longer. But it does show that on current trends a significant 
proportion of the population, while not necessarily heading for absolute poverty in 
retirement, may see an unwelcome fall in living standards in retirement.

A.9 We will continue to monitor these figures using the English Longitudinal Study of 
Ageing (ELSA) and the new Wealth and Assets Survey,4 in order to provide the best 
estimates of the extent of undersaving on an ongoing basis. 

Who is undersaving for retirement?

A.10 Figure A.ii divides the over-50s population into fifths by income level. Those most likely 
to be undersaving are those on middle incomes, but there is a significant amount of 
undersaving across most income groups. Those in the poorest fifth (roughly equivalent 
to a single person earning less than £8,000 a year) are at the lowest risk because most 
of these will reach an 80 per cent replacement rate from their state pension rights.5

2  IFS, 2005, Prepared for retirement?: The adequacy and distribution of retirement resources in England, IFS. 
3 Family Resources Survey 2002/03–2004/05.
4  The Wealth and Assets Survey is a new, cross-government survey that DWP has been developing with ONS and other 

departments. It will collect data on household wealth and assets, providing a rich data source on people’s saving 
behaviour, and allowing us to understand and track trends in undersaving much more accurately.

5 IFS analysis of ELSA (to be published 2006).
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A.11 One in four of those undersaving for retirement did not join an offered employer 
scheme, and one in four had never had a private pension.

A.12 Some characteristics are associated with a greater likelihood of undersaving for 
retirement. For middle earners, those with qualifications below degree level were more 
likely to be at risk of undersaving. Low/average levels of numeracy, irrespective of 
educational level, also increased the risk of undersaving. For middle and high earners, 
the self-employed were also likely to be more at risk than the employed. Finally, couples 
were at less risk than individuals.
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Annex B: Improving fairness in the state 
pension system – technical detail
B.1 This chapter explains in more detail our proposals for addressing inequalities and 

reducing complexity in the state pension system. It specifically gives more detail on:

 •  Home Responsibilities Protection (HRP) and our plans to replace it with a system of 
weekly credits for childcare, which will be aligned within the state pension scheme; 
and

 •  adult dependency increases (ADIs), and our decision to abolish them, which will 
reduce some of the complexity within the state pension system.

How does HRP work?

B.2 HRP was introduced on 6 April 1978. It protects the basic State Pension and certain 
bereavement benefits of men and women who are precluded from regular employment 
because they care for children or provide care for someone who is sick or disabled.

B.3 HRP protects the basic State Pension position for complete tax years throughout which 
a person: 

 • cares for a child under the age of 16 for whom the parent receives child benefit; 

 •  receives Income Support and is not required to be available for employment so that 
he or she can look after an ill or disabled person at home; or

 •  regularly looks after someone throughout the tax year for at least 35 hours a week 
who has been getting Attendance Allowance, Constant Attendance Allowance or 
the highest or middle rate of the care component of Disability Living Allowance, 
normally for at least 48 weeks in each tax year; or 

 • is a registered foster carer (since April 2003). 

B.4 In order to qualify for a full 100 per cent basic State Pension, a person must normally 
have qualifying years for about 90 per cent of the years in their working life. Normally 
the amount of years needed is 44 for men and 39 for women. Unlike credited National 
Insurance contributions (NICs), HRP does not treat the recipient as if they have made 
actual NICs. Instead it operates by reducing the number of years needed to qualify for a 
basic State Pension. So when calculating a person’s entitlement, the number of years 
for which they were covered by HRP is taken away from the number of qualifying years 
required for a full basic State Pension. HRP cannot reduce the number of qualifying 
years to less than half of the maximum or 20, whichever is the lower. (This rises to 
22 for men from 2010 and gradually rises to 22 for women from 2020 when State 
Pension age for men and women is equalised at 65 years.)
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B.5 HRP is only available on an annual basis and can only be awarded if a person has 
been caring for a full tax year. The intention was that HRP should protect a person’s 
pension over substantial periods of time spent caring, not short periods of a few weeks 
or months. 

Why	change	HRP?

B.6 HRP is clearly working. The significant improvement in the number of women aged 
45 or below today who are projected to reach State Pension age with a full basic 
State Pension is, to a large extent, due to the positive effect that HRP has had on 
pension outcomes. 

B.7 However, it is not widely understood1 and its eventual effect – whether a woman will 
need HRP years in order to get a full State Pension, for example – is only apparent at 
the point when the State Pension is calculated. This lack of transparency does not help 
people to make informed decisions about planning and saving confidently for their 
retirement. By replacing HRP with credits, we will enable people to better plan their 
retirement in conjunction with their savings.

B.8 HRP can also be inflexible and, at times, unfair. An individual cannot build up basic 
State Pension entitlement through HRP alone, for example. This means that those 
people who spend a substantial proportion of their working life caring may gain 
nothing unless they have at least five years of (paid or credited) contributions, one 
of which must be a paid year. There is also an upper limit on the number of years 
spent caring which can be protected through HRP: an individual can build up only a 
maximum of 19 years of HRP over their working life. 

B.9 We therefore plan to replace the system of HRP with new weekly National Insurance 
credits. This will remove the inflexibilities in the current scheme, thereby enabling 
carers to combine paid work. This more transparent, beneficial and understandable 
arrangement will provide higher pensions, thus making it easier for recipients to 
make informed choices about working and to take personal responsibility for saving 
for retirement.

B.10 The crediting arrangements for state pensions for parents with care of children will be 
aligned. Entitlement of HRP depends on the child being aged under 16 years for basic 
State Pension and under 6 for credits in State Second Pension. Under the new crediting 
arrangement it will be 12 for both. This supports labour market incentives and, taken 
together with the other improvements in coverage, means that people will have greater 
opportunity to build a full basic pension than under the current scheme. The reduction 
to 30 qualifying years for full basic State Pension, and other changes to contribution 
conditions, will compensate the reduced generosity in HRP. 

1  Women and pensions helpline, Pensions Advisory Service, March 2005. 
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Transitional	arrangements

B.11 Our intention is that any periods of care undertaken before reforms are implemented, 
which would qualify for HRP under the existing rules of the scheme, will be preserved, 
but converted into the new, more generous credits. So six years of HRP for caring for a 
disabled adult prior to ‘A-Day’, for example, will be converted into six years of credits 
for basic State Pension and State Second Pension accrual. 
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B.12 People below State Pension age who had childcare responsibilities prior to ‘A-Day’ 
may have a reasonable expectation that years of HRP/State Second Pension protection 
that they have built up have been ‘banked’ for their State Pension – and this may 
have informed their additional savings decisions. We do not propose to disturb this. 
Therefore, we intend to retain the existing age limits in respect of childcare undertaken 
before these reforms are implemented, so theoretically a person could have a number 
of credits already accrued at the point of change for children up to the age of 16 in 
the basic State Pension and age 6 in State Second Pension. 

B.13 Figure B.i shows the basic State Pension outcomes for three hypothetical individuals, 
to illustrate the type of career patterns which will result in gains from the 
coverage reforms.

B.14 Case 1 works after higher education before she has two children, and cares for them 
until they are age 7. She returns to work until around age 50. Thirty qualifying years 
and turning HRP into a credit means that her entitlement increases from around 70 per 
cent of the full rate to 100 per cent.

B.15 Case 2 has three children at age 19, and cares for them until age 40. After this she 
works for ten years, and then cares for an elderly relative. She gains full rate after the 
reforms as a result of the reduction in qualifying years, changing HRP into a credit and 
extending the provision of adult carers credits.

B.16 Case 3 again cares for three children from age 19 until age 40. But she doesn’t work 
at all, so fails the first contribution condition and receives nothing under the current 
system. Her time spent caring for children and an elderly relative gives her over 80 per 
cent of the full rate under the reform. 

B.17 These improvements will increase protection for carers and provide greater transparency 
within the system.

Abolishing the ADI

B.18 The state pension scheme includes provision for a man or woman’s State Pension to 
be increased if another adult is financially ‘dependent’ on him or her – these increases 
are known as ADIs and have their origins in the immediate post-war period when 
single breadwinner households were the norm. We propose that ADIs will no longer be 
awarded from 6 April 2010.

B.19 Originally ADIs of State Pension were available for a range of family members, but 
since the 1980s, availability has been restricted to the recipient’s spouse or a person 
having care of the recipient’s children, with restrictions in the case of women claiming 
in respect of their husbands. The test of dependency is that the spouse or other person 
does not have earnings or an occupational or personal pension above the standard rate 
of Jobseeker’s Allowance – currently £57.45 per week – and is not receiving benefit 
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in their own right. The rate of the ADI is set at around 60 per cent of the recipient’s 
entitlement to basic pension – currently £50.50 per week where the recipient is entitled 
to a full basic State Pension.

B.20 Under the current provisions, in order for a woman to become entitled to an ADI of 
basic pension in respect of her husband she must also have been entitled to an ADI of 
long-term Incapacity Benefit immediately before reaching State Pension age. As part of 
the package of equalisation measures in the 1995 Pensions Act, from 6 April 2010 ADIs 
are set to become available to women in respect of their husbands and to people in 
civil partnerships in respect of their civil partners on the same basis as they are currently 
available to men. 

B.21 As female participation in the labour market has increased, the number of ADIs in 
payment has steadily declined from around 100,000 in 1997 to around 66,000 in 
November 2005. However, the number of ADIs payable with State Pension is projected 
to increase from 2010 as female State Pension age rises to 65 between 2010 and 2020 
and coverage is extended to men and civil partners from 2010.2 

B.22 In developing our proposals for reforming the state pension system, we have considered 
whether the current provisions for ADIs are relevant to, and compatible with, a system 
for the 21st century. Our conclusion is that the concept of ‘dependency’ on which the 
ADI provisions are based has little relevance in today’s society in which partnerships 
of equals are the norm. There is a powerful argument that the expenditure would be 
better invested in providing improved state pensions, particularly for women. 

B.23 We therefore propose that ADIs will no longer be awarded from 6 April 2010. All 
existing entitlements will be protected up to 2020. This means that any ADI payable 
in respect of a dependent aged 55 or over will, subject to the current rules, remain 
in payment up to the point she reaches State Pension age and becomes eligible for a 
State Pension either in her own right or based on her spouse’s contributions. Based on 
the current caseload, we estimate that around three-quarters of ADIs in payment at 
2010 will be in this category. Those for whom ADIs would otherwise have been payable 
and who are unable to work will, of course, be eligible for the usual range of working-
age benefits. In the minority of cases where there is an ADI still in payment in 2020, 
we will ensure that the individual and his or her spouse receive advice on other possible 
benefit entitlements. We recently announced in A new deal for welfare: Empowering 
people to work that we do not intend to carry forward ADIs into the Employment and 
Support Allowance. 

2  Currently, with unequal State Pension age, in order for an ADI to be payable, the wife must normally be more than 
five years younger than the husband. Once State Pension age is equalised at 65 in 2020, an ADI would potentially be 
available in any case where the wife is younger than the husband. On average, a wife is around two years younger than 
her husband.
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Annex C: Adequacy in pensions outcomes
C.1 The proposals outlined in this paper are intended to tackle at source the barriers that 

people face to saving and to clarify the environment in which they make decisions 
to save and work. The starting point of the analysis in this paper is that adequacy of 
pension saving is best understood in terms of the levels at which people would need 
to be saving to avoid unwelcome or unexpected falls in their standards of living as they 
move into retirement. 

C.2 Understanding pension adequacy in this way is different, and represents a move away, 
from the previously articulated aspiration to reverse the ratio of pension incomes from 
60 per cent delivered by the State in 1998, when this target was announced, to 60 per 
cent from private provision by 2050. We now judge that the time is right to revise  
this aspiration. 

C.3 In the 1998 Comprehensive Spending Review (CSR), the Government adopted a Public 
Service Agreement (PSA) target to “promote policies consistent with a change in the 
ratio of spending on pensions by the State to spending on pensions by the private 
sector from around 60:40 to 50:50 by 2025 and 40:60 in 2050”. This target was based 
on the policy regime set out in the 1998 paper, A new contract for welfare: Partnership 
in pensions, in particular the introduction of State Second Pension and stakeholder 
pensions. In view of the changes to the policy regime since 1998, of those proposed 
in this paper, and of technical issues with the target itself, we believe that now is an 
appropriate time to reconsider its relevance.

C.4 The policy changes that have had the most direct impact on the target since 1998 
are the increases in state spending on pensioners as a result of the introduction and 
promotion of Pension Credit and of above-inflation uprating of the basic State Pension. 
These have meant that – despite quite rapid increases in average private pensions 
– the ratio between state and private spending had only fallen from 57:43 in 1996/97 
to 56:44 in 2004/05.1 The policy changes set out in this paper, in particular the 
broader coverage and more rapid indexation of basic State Pension, will have a similar 
effect. Perversely, a less generous approach to State Pension reform would help the 
Government meet the target.
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C.5 The target is relevant to the evidence – in particular the progressive scaling back by 
both employers and employees of their commitment to occupational provision – that 
private pension saving is not growing fast enough. But a number of technical issues 
undermine its relevance. It does not include earnings, which make up 6 per cent of 
the income of single pensioners and 12 per cent of that of pensioner couples. Earnings 
have grown more rapidly than state support and, had they been included in the target, 
the share of spending coming from the State would have fallen from 53 per cent in 
1996/97 to 51 per cent in 2004/05. The measure we have reflects income but not 
wealth. It does not, for example, reflect pensions or equity withdrawal taken in the 
form of a lump sum. The measure is also an average and can be heavily influenced by  
a relatively small number of people with large private pensions.

C.6 As a result of these deficiencies, the best analysis (for example by the Pensions 
Commission and the Institute of Fiscal Studies) and almost all of the debate about the 
future adequacy of pensions have been in terms of undersaving rather than the ratio 
of state to private pension spending. In our view, the target has failed to play much of 
a role in any of the important policy debates about pensions in the UK. Therefore, it 
is proposed to cease monitoring progress against this PSA target from the start of the 
2007 CSR period, and to investigate a more appropriate target regime.
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Annex D: The extent and impact of 
demographic and societal change
D.1 The pensions system today is being asked to perform a very different role to when it 

was first established. When the first state support for pensioners was introduced, soon 
after the turn of the last century, people reaching 65 (only about 6 per cent of the 
population at the time) could expect to live for around a further ten years. Today, more 
people reach 65 (over three-quarters of the generation now retiring), and they can 
expect to live into their 80s and beyond, with average life expectancy for a 65-year-old 
today having reached around 20 years. Those reaching 65 by the middle of this century 
will represent over 90 per cent of their generation and will have a life expectancy of 
around another 24 years.

D.2 Increased longevity is something we should celebrate. But it raises serious questions for 
individuals and societies as to how they continue to support themselves and an ageing 
population in an ever-growing period of retirement.

Demographic trends

D.3 The structure of society today is very different from when the current pension system 
was designed, and tomorrow’s society will look different again.

D.4 It is well documented that people are living longer and that fertility rates are falling, 
and the rapid pace of advances in medical treatments and the better state of health 
of the general population is such that the extent of improvements in life expectancy is 
continually being revised upwards. The 1994-based population projections had forecast 
that a man aged 65 in 2006 would have a life expectancy of a further 17 years. 
However, the latest set of projections, made just a decade later, show that the same 
individual in 2006 can look forward to another 20 years, an upward revision of a fifth.1 
Similar patterns can be seen for the average 65-year-old woman, with life expectancy 
up to 23 years, compared with 18 for her equivalent 25 years ago.

D.5 Life expectancy at age 65 has risen at a rate of three months a year over the last 
quarter of a century. And more people now reach 65 than ever before – 83 per cent of 
those aged 20 in 1961 are still alive and reaching 65 today.

1  The Government Actuary’s Department’s (GAD’s) 1994 population projections had been based on the assumption that, 
by 2032, the rate of mortality improvement would reach 0.5 per cent a year at all ages, thereafter halving every 10 years. 
By contrast, the latest projections assume that mortality improvement will reach 1 per cent a year by 2029, and then 
remain constant at this rate.

	 176	 Annex	D • The extent and impact of demographic and societal change



D.6 The improvement of longevity has been well spread both across the constituent 
countries of the UK and across the different social groups. Between 1980 and 2005, 
life expectancy at 65 increased from 13 to 20 years in Northern Ireland, from 12 to 19 
years in Scotland, and from 13 to 20 years in England and Wales.

D.7 Mortality rates2 for the generation born between 1936 and 1945 (current retirees) have 
also improved significantly from those experienced by the generation born between 
1906 and 1915. For those with managerial/professional jobs, mortality rates are down 
to just one-third of those faced by the turn-of-the-century generation; for those in 
unskilled manual occupations they are down to just three-fifths.

D.8 Meanwhile, UK fertility3 has remained below replacement level since 1973, and is now 
around 1.77 children per woman. The ‘replacement level’ is the number of children 
required per woman for a population to reproduce itself – for each woman to have, on 
average, one daughter who survives to childbearing age. Because slightly more boys 
than girls are born, and because not all babies born will survive to childbearing age, the 
replacement level is a little higher than two – between 2.05 and 2.1.

D.9 Forecasting mortality and birth rates is difficult. It is speculated that increasing levels of 
obesity among children may decrease their life expectancies, while new breakthroughs 
in medicine may lead to significant improvements. Clearly, birth rates depend largely on 
the choices of tomorrow’s parents, which experience has shown can vary significantly 
between generations. The Government Actuary’s Department uses a constant fertility 
rate and assumes that mortality rates will continue to improve, but at a slower rate 
than during the past decades, and that migration will remain constant. They estimate 
that for every individual aged over 65, there were five adults aged 20–64 in 1950, there 
are under four now, and there will be a little over two by 2050.

D.10 These pure age comparisons tell only part of the story. In 1950, most people left school 
in their early teens, and men at least would continue working or looking for work until 
death, incapacity or retirement, which was often later than the State Pension age of 
65. Women were likely to leave the labour market on marriage and remain dependent 
on their husband through working age and retirement. Now, it is common for people 
to remain in education for many more years, and until recently average retirement ages 
were falling despite the increases in life expectancy. Women, however, spend much 
more time in paid work, and since 1997 average retirement ages have been increasing 
gradually. Alongside this, increasing numbers of people, including parents, choose 
not to marry, and separation and divorce is more common. The labour market is more 
fragmented, and jobs for life are rarer. Living standards have risen for all, but, over the 
past 25 years at least, more for pensioners than for working-age adults.

2  A mortality rate is the ratio of deaths in relation to the total population in a particular group. These mortality rates are for 
the age bracket 60 to 69 and are derived from the Office for National Statistics’ (ONS’s) Longitudinal Study.

3 A fertility rate gives the number of children per woman of childbearing age.
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D.11 This has complex implications for pensions policy. It suggests that there is now a greater 
need for women in particular to build up their own pension rights, but also a much 
greater ability for them to do so. Pensions may have to last for longer than they did for 
previous generations – but there is scope for extending working lives, perhaps through 
flexible working, to supplement pension saving.

D.12 The increase in women’s employment and any future increases in the State Pension 
age will boost this country’s economic growth, and also the total income available to 
UK citizens. But this in itself will not be a sufficient response to pensions challenges. 
Income sharing within families is very different to the challenges of sharing income 
across and between generations through the state pension system. The challenge 
remains to ensure that pensioners and non-pensioners share equitably in the increasing 
prosperity of the UK.

Life	expectancy	and	health

D.13 While there is growing public acceptance of the evidence that life expectancy overall is 
increasing, there is nonetheless concern that the additional years will not necessarily be 
healthy years. Looking back, evidence would suggest that increased life expectancy is 
also resulting in increased healthy life expectancy, although not at the same rate. As the 
Pensions Commission has noted, this is an area where evidence is incomplete.

D.14 The ONS has calculated that in the 21 years up to 2002, male life expectancy at age 
65 in the UK as a whole increased by 3.1 years, of which 2.1 were ‘healthy’ years. 
The number of years free from any form of impairment which limits activity to any 
significant extent (‘disability-free’ life expectancy) has also increased by 1.5 years over 
the same period.

D.15 No official projections of healthy life expectancy or disability-free life expectancy are 
readily available, and there is no consensus on how future trends will develop. If the 
trends seen in the past 21 years were to persist, healthy life expectancy would increase 
at around two-thirds the rate of total life expectancy – by something approaching three 
years by 2050.

D.16 This means that, given the past trend for healthy life expectancy to increase at a slower 
rate than life expectancy in general, increasing the State Pension age to 68 by 2050 
could potentially result in people having approximately the same number of healthy 
years post-retirement as they have at present. This would equate to some reduction 
in the proportion of healthy years post-retirement compared with the situation as it 
stands today. This analysis is, however, sensitive to future developments in both overall 
life expectancy and healthy life expectancy, and it will be one of the issues that the 
proposed periodic reviews of pensions policy, described in more detail in Chapters 2 
and 3, will keep under consideration.
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Differences	in	trends	for	different	groups	in	society

D.17 The Pensions Commission highlighted the fact that, while life expectancy has risen for 
all groups of society, some groups, in particular those who work in manual professions, 
have lower life expectancy than the average.

D.18 However, while these groups have seen lower increases to their life expectancies, they 
have still seen significant improvements. For social class I, mortality rates are down to 
just a third of those faced by the beginning-of-the-century generation; for class V they 
are down to just three-fifths.4

D.19 Looking back, available evidence from the ONS’s Longitudinal Study would suggest 
that, had the State Pension age increased by two years between 1981 and 2001, all 
social classes of men and most of women would still have seen an increase in the 
number of years spent in retirement (as shown in Figure D.i). Equally as important is the 
fact that increasing the State Pension age by one year per decade in these years would 
not have decreased the proportion of those in any social class reaching State Pension 
age. Figure D.ii compares the probability of those in social classes I to V reaching 
65 in 1977–81 and 67 in 1997–2001 and shows that, in all cases, because of the 
improvements in life expectancy in this period, the probability of reaching the age of 67 
was greater than the probability of reaching 65 had been 20 years earlier.

 

Figure	D.i		Period	life	expectancy	at	selected	ages

Years  I II IIIN IIIM IV V All

 Men       

1977–81 At 65 15.5 14.2 13.3 12.6 12.2 11.9 12.7

1997–2001 At 67 16.7 15.6 15.2 13.8 12.9 12.3 14.3

 Women       

1977–81 At 65 19.9 17.8 17.6 16.9 16.8 16.3 16.7

1997–2001 At 67 18.8 18.4 18.2 16.7 16.3 15.4 17.2

 Source: Detailed life tables by social class provided by the ONS’s Longitudinal Study.

4  Class I includes people in professional/managerial jobs, while class V includes unskilled workers. Around 5 per cent of 
the population are in the lowest social class, down from 8 per cent in 1971. If past trends persist, this is projected to 
fall still further, to 3 per cent by 2050. Figures based on a sample of 1 per cent of the population of England and Wales 
(ONS’s Longitudinal Study, 1972 to 2001).

	 Annex	D • The extent and impact of demographic and societal change	 179



	 180	 Annex	D • The extent and impact of demographic and societal change



D.20 Looking forward, if we base projections on the existing (1997–2001) differentials in life 
expectancy by social class and assume that they remain static over time, a man in social 
class V would see an increase of more than two years in life expectancy at age 65 
between now and 2020, and a further slight increase even with the proposed increase 
in State Pension age to 68 over the following three decades. For women, there would 
be only a slight reduction (of between four to six months) compared with the situation 
in 2020, and life expectancy for women beyond State Pension age would still exceed 
that of men.

D.21 It should be noted, however, that this analysis is based on England and Wales, and 
comparable analysis of differential life expectancy by social class in Scotland and 
Northern Ireland is not available. Across the population as a whole, life expectancy on 
average for both men and women in Scotland is about one year less than in England 
and Wales; in Northern Ireland the figures are much closer to the average for England 
and Wales. Future projections do not show any significant change in this disparity.

Implications for individuals

D.22 People’s expectations for their incomes in retirement tend to be linked to their incomes 
while in work. This idea, characterised by the concept of replacement rates, is what 
gives rise to the measurement of undersaving as a phenomenon.

D.23 This is an inexact science. But what is clear is that, all other things being equal, 
longer living has an impact on the sorts of replacement rates people might expect 
in retirement. The natural response to longer life expectancy ought to include some 
combination of longer working and/or higher saving to secure a similar income level 
in retirement. Put simply, if people are now living for 20 per cent longer after 65, they 
will need a pension pot that is at least 20 per cent larger in order to provide the same 
weekly income as previous generations received, or they will need to work sufficiently 
longer to keep the number of years saving and the number of years drawing on those 
savings in balance.

D.24 Yet this is not what is happening. Elsewhere in this paper we have made it clear that 
many people are not saving at sufficient levels to meet their expectations for incomes 
once they retire. Longer life expectancy has been accompanied in recent years by 
changes in the patterns of work that people undertake, so that, while living longer, 
people are starting work later and, until recently, leaving it earlier.
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D.25 This is perhaps at least in part because people consistently underestimate their own life 
expectancy. Recent survey evidence5 suggests that, while the probability of a woman 
currently aged 60–64 living to reach her 75th birthday is over 80 per cent, only 65 per 
cent of women asked believed that they would live this long. For men the story is little 
better, with an actual likelihood of 75 per cent as opposed to a reported expectation 
of less than 65 per cent.

Implications for society

D.26 At a macro level, whether through direct, ‘pay as you go’ provision from the State or 
from private savings, ultimately all pensioner incomes are driven by the wealth created 
by those in work.6 And as average life expectancy increases and fertility remains low, 
the proportion of those in work compared with those in retirement is falling.

D.27 In recent years, the underlying downward trend in the old-age ‘support ratio’ has been 
masked by the effects of the ‘baby boom’ generation born in the years following the 
Second World War. The resulting large cohorts have maintained the ratio against the 
rise in life expectancy as they have moved through working age.

D.28 But the first of these people are now starting to move into retirement. Coupled with 
sharp decreases in the birth rate in the 1960s and early 1970s, the ratio will now rise 
rapidly to catch up to where it otherwise would have been.

D.29 Figure D.iii shows the pensioner population as a percentage of the working-age 
population. Today, it is around 27 per cent – there are just under four people of 
working age for every pensioner. By 2050, when the ratio has caught up with the 
underlying trend, this will be 47 per cent – there will be only just over two people of 
working age to every pensioner. These support ratios matter. State pensions are paid 
for by today’s taxpayers. And private pension incomes, via annuity rates, are driven 
by the purchasing power of people of working age buying the assets that retirees 
are decumulating.

D.30 Today’s pension system is working well. Average incomes for pensioners are high. 
Pensioner poverty is historically low, and getting lower. Economic stability means that 
there will be no repeat of dramatic inflation wiping out pensioner savings, and high 
employment means that people have a greater opportunity to build entitlements while 
in work.
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5  Banks, Emmerson and Oldfield, 2005, Seven ages of man and woman, Economic and Social Research Council (ESRC). 
Note that this study was based on the 2003-based GAD population projections. Updated life tables, consistent with 
the 2004-based GAD projections, indicate that the ‘true’ probability of a woman aged 60 going on to reach 75 is over 
85 per cent, while for a man the probability now stands at 78.4 per cent.

 6  Individual countries can break this strict relationship between the number of pensioners and the working-age population 
by taking advantage of different demographic trends internationally, for example by investing abroad and by consuming 
the returns at a later stage.



D.31 But if this position is to be sustained in the face of the declining support ratio, 
something must be done. If state pensions were to maintain their value relative to the 
wealth of the rest of society, the burden on those in work through taxation would have 
to rise significantly. State spending on pensioners7 would need to rise from its current 
level of 6.3 per cent of GDP to around 9.7 per cent of GDP by 2050.
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7  References in this annex to ‘state spending on pensioners’ differ from those for ‘state pension spending’ in the 2005  
Long-term public finance report, due to the inclusion of ‘housing-related benefits’ and ‘Attendance Allowance/Disability 
Living Allowance’. These are included under ‘other spending’ and not ‘state pension spending’ in the Long-term public 
finance report. 
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D.32 In fact, as Figure D.iv shows, spending is currently projected to rise to only 7.2 per 
cent of GDP over this period. This contrasts well with other countries. Recent analysis, 
carried out jointly by Member States and the EU Commission, revealed that, despite 
the impact of ageing, the level of state spending on pensions as a percentage of GDP 
in the UK will remain around two-thirds of that across the 25 Member States of the EU 
(EU25).

D.33 Due to their higher level of spending, most European countries are left with little 
alternative but to make their systems less generous in order to face the challenge 
of ageing. The latest projections of pension spending within the EU25 made by the 
European Commission suggests that benefit generosity will on average decline by more 
than 10 per cent by 2025 and by nearly 25 per cent by 2050.8 Despite this, average 
spending will still have risen from 10.6 per cent of GDP in 2004 to 12.8 per cent of 
GDP in 2050, an increase of just over a fifth in the burden of state pensions on the 
economies of these countries.

D.34 As described later in this annex and at Figure D.v, projected increases in state pension 
expenditure in the UK compare well with other countries. But, without reform, the 
relatively modest projected increase in the UK will be manageable only if state pensions 
become less generous over time relative to the incomes of those in working age as the 
number of pensioners increases.

8  Economic Policy Committee, 2006, The impact of ageing on public expenditure: Projections for the EU25 Member States 
on pensions, healthcare, long-term care, education and unemployment transfers (2004–2050).
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D.35 The gains made against pensioner poverty must be sustained. In practice, this would 
mean that levels of targeted support to protect pensioners against poverty must rise in 
line with earnings growth in the long term. But, combined with contributory benefits 
that are falling in value relative to this targeted support, this is unsustainable if our 
policies to reverse the decline in pension saving are to be successful. Otherwise:

 •  an increasing proportion of state pension incomes will come from income-related 
benefits, to which an increasing proportion of the population will be eligible; and

 •  the savings decision will become more complicated for people, whose savings 
behaviour will have to respond not only to longer life expectancy but also to the 
need to offset a declining foundation of income from the State.

D.36 This is a deeply complex picture. Reforms to introduce greater simplicity and stability 
into the state pension system will help people to make decisions about saving.

International experience of demographic change

D.37 The ageing of societies is a long-term and widespread trend, and in many developed 
countries is predicted to be more rapid than in the UK. EUROSTAT, the EU’s statistical 
agency, estimates that the old-age dependency ratio9 in the EU will rise from 25 per 
cent in 2004 to 53 per cent in 2050 (while for the UK, which at present has a similar 
ratio to the EU average, the rise will be to less than 50 per cent).10 Throughout Europe 
the ratio today is below 30 per cent. By 2050, it will be above 30 per cent across 
Europe. Outside Europe, in developed and developing countries, the trend is the same. 
Figure D.vi shows the trend in the dependency ratio in a sample of countries.

D.38 While demographic patterns are similar, pensions systems vary widely. In much of 
Western Europe, pensions systems are dominated by state pensions based on past 
earnings. In contrast, the New Zealand pensions system gives a flat rate to all pensioners 
satisfying a residence condition, while in Australia employers have to contribute to 
private pension plans for their employees and the state pension is means-tested.

D.39 Given these differences, it is not surprising that different countries have chosen 
different approaches to demographic change. The need to extend working lives is, 
however, widely recognised. Many countries are increasing their state pension ages, 
either directly (Austria and the Czech Republic), by increasing women’s state pension 
age to match men’s (Germany and Belgium) or by toughening early retirement 
conditions (Germany, Denmark, Italy, Austria and Australia). Iceland and Norway already 
have retirement ages of 67, and the US and Israel are increasing theirs at present. 
Germany and Denmark have also announced that they will increase the retirement age 
beyond 65 over the coming decades.
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 9  Defined as the number of people aged 65 and over per person aged 15 to 64.
10 EUROSTAT, 2005, Baseline scenario of 2005 EUROSTAT projections, EUROSTAT.



D.40 Similar proposals are being discussed elsewhere in Europe. Sweden and Finland have 
flexible retirement ages that go up to 67 or 68, with better treatment for those who 
retire towards the end of the age period. Bonuses for later retirement have been 
introduced in several countries (for example Germany, Austria and France). Social 
contributions for older workers have been reduced (for example in Spain) and some 
countries no longer require people to give up employment in order to receive a pension 
(such as Slovakia).11

D.41 Some countries have also introduced more fundamental reforms. Sweden, Italy and 
Germany have built in mechanisms to their pensions systems to offset increases in life 
expectancy through lower pension benefits and/or later retirement. Similarly, in France 
from 2009 the number of contribution years needed to be entitled to a pension will 
increase in line with life expectancy.

11  http://europa.eu.int/comm/economy_finance/about/activities/sgp/country/countryfiles/sk/sk20032004_en.pdf
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D.42 Ireland and New Zealand have sought to build up buffer funds to help pay for the 
pensions of the baby-boomers, much of Eastern Europe and Latin America have moved 
to privately-funded pension systems,12 and Sweden and New Zealand have introduced 
a new tranche of funded provision through some form of individual accounts. Some 
countries – such as the Czech Republic and Estonia – have either increased levels of 
contributions to state pensions or reduced their generosity, for example through lower 
indexation.

D.43 All the countries affected by ageing have realised that there are essentially only four 
different choices before them – people work more, they save more, or else taxes 
increase or benefits decrease. The choices they have made and are continuing to make 
reflect the size of their ageing problem and the particular characteristics of their current 
pension regime.

 12  http://europa.eu.int/comm/employment_social/social_protection/docs/2005/sk_en.pdf
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Annex E: Outcomes under the reformed system
E.1 This annex assesses outcomes under the new system and demonstrates how the 

reforms to the state and private systems interact to improve overall pensions outcomes.

The shape of the new system

E.2 Figure E.i shows the incomes that people retiring in 2010 might receive from state 
pensions and private saving. It assumes that people save 5 per cent of their income 
in a personal pension. A median earner can expect a replacement rate including 
private saving of around 40 per cent. For a lower earner earning at the Lower 
Earnings Threshold, this is more like 68 per cent, and for a higher earner it is around 
30 per cent. This, coupled with other assets and further savings, could be expected 
to take them to an income in retirement that meets their expectations. The Pensions 
Commission suggested that those lower down the income distribution might expect 
a higher replacement rate than those with higher incomes during working age. The 
figure shows that the current system performs well in helping people to achieve these 
expectations. 
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E.3 However, the shape of the pensions system is changing over time. The value of 
contributory benefits is falling relative to earnings. Assuming that all current indexation 
within the state system remains the same, Figure E.ii shows outcomes under the system 
as it might look by 2050. It assumes no change in the level of private saving.
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E.4 If current uprating policies continued, by 2050 the shape of the system would change 
considerably. While replacement rates at the lower end of the income distribution, 
up to around median earnings, would have remained similar or even grown slightly, 
an increasing proportion of this income is from means-tested benefits. Further up the 
income distribution, replacement rates would have fallen due to the decline in the level 
of the State Pension, and targeted benefits would have spread so that a majority of the 
population were entitled to Pension Credit. Under this approach, by 2050 we would be 
spending an additional 0.9 per cent of GDP compared with today.
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E.5 It has never been the intention of the Government for a significant majority of the 
pensioner population to be entitled to Pension Credit. Figure E.iii shows how the 
reformed system will look by 2050. The level of contributory state support will have 
retained its value relative to earnings. And the introduction of personal accounts will 
have increased the value of that saving as a result of lower charges and the presence 
of an employer contribution. Most people will see a higher replacement rate, and those 
who see a lower replacement rate will already have a replacement rate of around 100 
per cent.

Longer	working

E.6 It is also important within this analysis to recognise the impact of longevity. Figure E.iii 
assumes that people retire and annuitise their private pension savings at age 65. This 
would mean that people’s savings would have to cover them in a longer period of 
retirement than today, and they would get a correspondingly lower annuity rate.

E.7 A key element of our proposals for reform is to engender a culture change in respect 
of people’s attitudes towards longer working, something which we are signalling now 
by announcing our intention to increase the State Pension age in line with growing 
life expectancy from 2020. If these increases in State Pension age are accompanied by 
corresponding increases in average retirement ages, the impact on pension incomes 
will be considerable. Figure E.iv shows the outcomes under the assumption that people 
have worked and saved for a further three years (by 2050, the State Pension age will 
have risen by three years to 68). Private incomes will be higher – both as a result of more 
having been saved, and because they will be drawn down over a shorter period.

E.8 The rise in State Pension age and any accompanying increase in average retirement 
ages are also critical to the affordability of reform. Increasing the State Pension age is 
expected to save almost 1 per cent of GDP by 2050. This will considerably offset the 
costs of the rest of the reforms. As described earlier in this annex, without reform we 
expect to be spending almost 1 per cent more on state pensions by 2050 than we do 
today. At the same time, average incomes from state pensions would have fallen by 
almost a quarter. With the reforms outlined in this paper, we will be spending around 
1.4 per cent of GDP more than today – at 7.7 per cent1 still considerably less than most 
industrialised nations – having maintained spending per pensioner at almost its current 
level.

1  Excludes spending on working-age benefits as a result of State Pension age changes. References in this annex to 
‘spending’ and ‘spending on state pensions’ differ from those for ‘state pension spending’ in the 2005 long-term public 
finance report, due to the inclusion of ‘housing-related benefits’ and ‘Attendance Allowance/Disability Living Allowance’. 
These are included as ‘other spending’ and not ‘state pension spending’ in that report.
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E.9 Success in our policies to extend working lives, as part of our aspiration to meet an 
80 per cent employment rate, will help still further. Increasing the employment rate 
will result in greater national productivity and a higher tax yield, making pensions 
relatively less expensive. Today, state spending on pensioners is 6.3 per cent of GDP. 
By 2050, with no reform, this will be 7.2 per cent. With our planned reforms, it will be 
7.7 per cent. But were we to reach an 80 per cent employment rate by 2030, the figure 
might be lower.
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How the new system will affect individuals

Coverage	within	state	pensions

E.10 The analysis in the previous sections focuses on the replacement rates that people can 
expect from the new pensions system as it evolves into the future, assuming people 
have relatively full working lives (and therefore full state pension entitlements). But 
this obscures another dimension of our reforms – those which will ensure increased 
coverage within the state pension system. These reforms mean that most people will 
be able to plan for their retirement in the confidence that the foundation income 
they receive from the State will provide them with an income above the level of the 
Guarantee Credit, and will thus ensure that they achieve a higher effective rate of 
return on any additional private saving that they make.

Outcomes	for	individuals

E.11 The combined impact of reform for individuals can be illustrated by demonstrating 
incomes in retirement for illustrative individuals with simulated employment and 
earnings histories, before and after reform. In this section, we focus on a lifetime 
median earner case study – someone who is employed from 25 until State Pension age 
and receives median earnings throughout his or her working life.

E.12 Figure E.v compares the outcomes for a median earner retiring in 2050 under:

 •  the system with all current indexation policies persisting into the future, and the 
impact on their income if they saved 5 per cent of earnings in a personal pension; 
and

 •  the reformed system, and the impact on their income if they saved 5 per cent of 
earnings in a new personal account.

E.13 In the current system, this individual sees an improvement in their income from having 
saved. But in the reformed system, the lower charges and presence of an employer 
contribution within personal accounts results in a higher private pension income and 
a higher income overall, with less displacement of state pension income as a result of 
having saved.
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E.14 This comparison represents only part of the story. While lower charges should be an 
outcome specific to the new scheme of personal accounts, many employers already 
offer a contribution into their employees’ pensions. But one of the key characteristics 
of many of those who are currently undersaving for retirement is that they do not 
have access to such a contribution. Figure E.v therefore shows the sort of benefit that 
someone in this group might experience as a result of reform.
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A	cohesive	set	of	policies

E.15 Some commentators have suggested that we do not need action to increase saving 
within the private pensions sphere and state pension reform to respond to the pensions 
challenge. This argument would suggest one of two things. Either:

 •  that the introduction of a scheme of automatic enrolment into personal accounts 
alone would overcome inertia in financial decision-making, leading to better 
outcomes in retirement. Reforms to the state pension system are not therefore a 
necessary condition for a successful response to the undersaving problem; or

 •  that a simplified and bolstered State Pension, under which people could be 
confident of the value of additional saving, would in itself be enough to overcome 
remaining barriers to saving, even within the existing private pensions framework.

E.16 We do not accept either argument. The key proposition underpinning the introduction 
of personal accounts is that people must have access to a low-cost, high-quality 
pension-saving vehicle, and that the decision to save in that vehicle must be framed in 
the right way. Evidence suggests that the most effective way to frame this decision is 
through opting people into the scheme automatically, giving them the right to opt out 
if they wish.

E.17 We need to be confident in requiring employers to enrol their staff into the scheme. 
If this were not the case, and individuals or their employers did not think membership 
was in their interests, the resultant reduction in the numbers of people with personal 
accounts would reduce the flow of funds in the scheme and result in higher charges. 
This would further reduce the numbers for whom it would make sense to remain in the 
scheme and, just as crucially, impact on people’s perceptions of the trade-off between 
current and future consumption as it was then being presented to them. 

E.18 Earnings uprating of the basic State Pension provides the solid foundation for private 
saving so that we can have this confidence. We are aware of the argument that, had 
current uprating policies persisted indefinitely, a majority of pensioners would have 
become entitled to Pension Credit; and that there is a perception that such a scenario 
could have damaged incentives. As is made clear above, this was never the intention. 
Our reforms make this clear.

E.19 Essentially, without accompanying reform of the state pension system, the objectives of 
a low-cost savings product utilising automatic enrolment to overcome individual inertia 
might not have been possible.
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E.20 We also do not believe that state pension reform alone is sufficient to prompt 
individuals to voluntarily save more in the numbers required to meet the challenges 
raised by current levels of undersaving. As outlined earlier a considerable volume of 
evidence suggests that even in an environment of fully available information, and 
where saving would be ‘worthwhile’ for the individual concerned, people often fail to 
make the decision to start saving.

E.21 We therefore judge that an adequate response to the undersaving problem, which 
places responsibility for saving on the individual in an environment that is conducive 
to their taking that responsibility, requires the introduction of a scheme of personal 
accounts underpinned by a reformed state pension system.
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Annex F: DWP research and evidence

DWP-commissioned research already published

Pensions	2002:	Public	attitudes	to	pensions	and	saving	for	retirement
Research	Report	No.	193
By Victoria Mayhew
July	2003
ISBN 1 84123 599 7 

Factors	affecting	the	labour	market	participation	of	older	workers
Research	Report	No.	200
By Alun Humphrey, Paddy Costigan, Kevin Pickering, Nina Stratford and Matt Barnes
November	2003
ISBN 1 84123 626 8

Combined	Pension	Forecasts:	A	report	on	the	experiences	and	views	of	CPF	providers	
and	recipients
Research	Report	No.	212
By Karen Bunt, Lorna Adams and Catherine Mottram
July	2004	
ISBN 1 84123 695 0 

Effective	means	of	conveying	messages	about	pensions	and	saving	for	retirement
Research	Report	No.	239
By Emma Green and Clarissa White
June	2005
ISBN 1 84123 797 3

Micro-employers’	attitudes	towards	pensions	for	themselves	and	their	employees:	
A	report	on	small-scale	qualitative	research	with	employers	
Research	Report	No.	266
By James Noble
October	2005	
ISBN 1 84123 854 6

Financial	education:	A	review	of	existing	provision	in	the	UK	
Research	Report	No.	275
By Jude England and Papiya Chatterjee
August	2005 
ISBN 1 84123 870 8

Factors	affecting	the	labour	market	participation	of	older	workers:	Qualitative	
research	
Research	Report	No.	281
By Pat Irving, Jennifer Steels and Nicola Hall 
September	2005
ISBN 1 84123 880 5
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Advice	on	pensions	and	saving	for	retirement:	Qualitative	research	with	financial	
intermediaries
Research	Report	No.	289
By Elaine Kempson and Sharon Collard
November	2005	
ISBN 1 84123 895 3

An	evaluation	of	scheme	joining	techniques	in	workplace	pension	schemes	with	an	
employer	contribution	
Research	Report	No.	292
By Sarah Horack and Andrew Wood 
November	2005	
ISBN 1 84123 903 8

Combined	Pension	Forecasts:	A	survey	of	their	impact	on	recipients	
Research	Report	No.	293
By Sarah Horack and Andrew Wood 
November	2005	
ISBN 1 84123 904 6

Providing	pensions	information	and	advice	in	the	workplace	where	there	is	little	or	
no	employer	contribution	
Research	Report	No.	294
By John Leston and Margaret Watmough 
November	2005	
ISBN 1 84123 905 4

Women	and	pensions:	The	evidence
www.dwp.gov.uk/publications/dwp/2005/wp/women-pensions.pdf
November	2005

Extending	working	life:	A	review	of	the	research	literature
Research	Report	No.	299
By Chris Phillipson and Allison Smith 
December	2005
ISBN 1 84123 917 8

The	effects	of	means-testing	pensions	on	savings	and	retirement
By Martin Weale, Justin van de Ven and James Sefton
(National Institute of Economic and Social Research)
December	2005

Survey	of	employers’	policies,	practices	and	preferences	relating	to	age	
Research	Report	No.	325
By Hilary Metcalf with Pamela Meadows
March	2006	
ISBN 1 84123 974 7
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Employers’	Pension	Provision	Survey	2005
Research	Report	No.	329
By Stephen McKay
March	2006
ISBN 1 84123 980 1

The	Pension	Service	Customer	Survey	2005	
Research	Report	No.	331
By Nicholas Howat and Lorraine Sims
March	2006
ISBN 1 84123 982 8

The	importance	of	incentives	in	influencing	private	retirement	saving:	Known	
knowns	and	known	unknowns
By Richard Blundell, Carl Emmerson and Matthew Wakefield (IFS Working Papers series)
April	2006

DWP-commissioned research to be published in 2006

Pensions	and	savings
By Karen Bunt, Lorna Adams, Zehra Koroglu and Eoin O’Donnell (IFF research)

Public	attitudes	to	pension	reform	omnibus	survey	
By Michael Kelly (DWP)

Public	attitudes	to	personal	accounts:	Report	of	a	qualitative	study	
By Suzanne Hall, Nick Pettigrew and Paul Harvey (Ipsos MORI)

Employer	attitudes	to	personal	accounts:	Report	of	a	qualitative	study
By Helen Marshal & Andrew Thomas (BMRB)

Employer	attitudes	to	personal	accounts:	Report	of	a	quantitative	survey	
By Keith Bolling, Catherine Grant, Alice Fitzpatrick (BMRB)

Review	of	research	relevant	to	assessing	the	impact	of	the	proposed	National	
Pension	Saving	Scheme	on	household	saving
By Jonathan Hawksworth (PriceWaterhouseCoopers)

This research is part of a larger continuing programme of economic and social research, 
which is contributing to the Government’s efforts to improve the evidence base. These wider 
efforts include the development of a new Wealth and Assets Survey which will provide key 
longitudinal data on pensions and savings, housing, debt, financial planning and attitudes. 
We will publish details of our plans and research activities to improve the quality of the 
evidence base later this year.
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Annex G: Glossary

Active members Current employees who are contributing (or having 
contributions made on their behalf) to an organisation’s 
occupational	pension scheme. The scheme may be open or 
closed but cannot be frozen.

Additional Pension (AP) The earnings-related state pension paid in addition to the 
basic	State	Pension. From 1978 to 2002 it accrued under 
the State	Earnings-Related	Pension	Scheme (SERPS) and 
from 2002 under the State	Second	Pension (S2P) scheme.

Additional Voluntary 
Contributions (AVCs)

Personal	pension contributions made by someone who is 
also a member of an occupational	scheme as a top-up to 
their occupational entitlement. AVCs can be made into the 
occupational scheme or to a stand-alone product called a 
free-standing AVC plan.

Annual management 
charge (AMC)

The charge generally applied to personal	pension	plans 
where the fee is levied as an annual charge on the value of 
the fund. This charge covers the sales, administration and 
fund management costs of the fund.

Annuity Purchased with an individual pension pot, which has been 
built up in a defined	contribution	pension	scheme, to 
provide an income that is usually payable for life. A single-life 
annuity pays benefits to an individual. A joint-life/survivor’s 
annuity pays benefits to the spouse/dependent partner after 
the death of the first. A level annuity pays constant payments, 
whereas an index-linked annuity pays benefits relating to an 
index (for example, the Retail	Price	Index).

Automatic enrolment A system whereby an individual is made a member of a 
pension scheme by default and has to actively decide to 
leave the scheme.

Average earnings terms Figures have been adjusted to remove the effect of increases 
in average earnings over time. Thus, if something shown 
in average earnings terms increases, it is rising faster than 
average earnings, whereas if it is constant, it rises at exactly 
the same pace as average earnings.

Baby boom A temporary marked increase in the birth rate. There were 
two baby booms in the second half of the 20th century: 
immediately following the Second World War and in the 
early 1960s.

	 Annex	G • Glossary	 203



Basic State Pension There are four main types of basic State Pension:

Category A Based on contributions paid or credited over a person’s 
working life. Normally someone needs 44 years of 
contributions or credits to qualify for a full basic State 
Pension (women born before 6 April 1955 need fewer), 
but the number of years needed can be reduced by Home	
Responsibilities	Protection. Payable on claiming at State	
Pension	age at the rate of £84.25 per week (2006/07). Those 
with less than full contribution records receive a pro-rata 
amount subject to the 25 per cent de minimis rule. There is an 
age addition of 25p per week for individuals aged over 80.

Category B A pension payable under the same conditions as Category A 
except that the spouse’s contribution record is used. Widows 
and widowers receive Category B pension at the same rate as 
Category A pension. Married women (and married men and 
people in civil partnerships from 2010) receive Category B 
pension at £50.50 per week (approximately 60 per cent of the 
Category A rate).

Category C Largely obsolete – non-contributory pension now only paid to 
the widows of men who had already reached State	Pension 
age when the National Insurance scheme started in 1948.

Category D A non-contributory pension paid to residents of the UK aged 
over 80 who satisfy a residency test of at least 10 years in 
any continuous 20-year period after their 60th birthday. 
The pension is £50.50 per week (2006/07).

Behavioural economics A class of economic theories using insights from psychology to 
understand how individuals make economic decisions.

Bond A debt investment with which the investor loans money to an 
entity (company or government) that borrows the funds for a 
defined period of time at a specified interest rate.

Buffer funds (national) A number of countries have chosen to smooth the age-related 
expenditure associated with the baby	boom generation by 
establishing national reserve or buffer funds. Most stipulate 
a certain annual level of contributions or source of income 
which is then invested. Most countries with national buffer 
funds invest (at least partially) in overseas assets and in higher- 
return but higher-risk assets such as equities. 

Citizens’ Pension Proposal for a state pension payable to every individual over 
State	Pension	age who meets defined residency criteria. 
The level usually suggested is equal to the Guarantee	
Credit component of Pension Credit	(£114.05 per week 
in 2006/07).
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Contracting out The system by which individuals can choose to opt out 
of State	Second	Pension and use a proportion of their 
National	Insurance contributions to build up a funded 
pension. There are four types of schemes into which an 
individual may contract out. The rules and rebate levels are 
different for each. These are: Contracted-out Salary-Related 
Scheme, Contracted-out Mixed Benefit Scheme, Contracted-
out Money Purchase Scheme and approved personal pension. 

Council Tax Benefit A means-tested benefit through which the UK Government 
helps qualifying individuals meet their Council Tax payments. 
Qualification criteria include income, savings and personal 
circumstances.

Decumulation The drawing down of pension assets to fund retirement. 
In the UK it is permitted to access pension assets partially 
as a tax-free lump sum and partially as an income stream 
(i.e. annuity or income draw down).

Default fund In compulsory or auto-enrolled	defined	contribution pension 
schemes, some members do not make a choice of investment 
fund. These members will have their contributions paid into a 
default fund, designated for the purpose.

Defined benefit (DB) 
pension scheme

A pension scheme where the pension is related to the 
member’s salary or some other value fixed in advance.

Defined contribution (DC) 
pension scheme

A scheme where the individual receives a pension based on 
the contributions made and the investment return that they 
have produced. They are sometimes referred to as money 
purchase schemes.

Disability Living Allowance A non-means tested benefit which is mainly paid to people 
under State	Pension	age if they have additional needs 
because of illness or disability.

Earnings-related provision The pension rights accrued in the scheme are linked to 
earnings. In a state pension scheme, the formula may take 
account of average earnings over the working life or be 
based on a certain number of years as well as the number 
of contribution periods. The alternative to earnings-related 
provision is flat-rate	provision.

European Economic Area The European Economic Area consists of all 25 Member 
States of the European Union as well as Iceland, Liechtenstein 
and Norway.

Equity Share or any other security representing an ownership interest.

Final salary scheme A defined	benefit pension	scheme that gives individuals a 
pension based on the number of years of pensionable service, 
the accrual rate and final earnings as defined by the scheme.

	 Annex	G • Glossary	 205



Flat-rate provision The pension rights accrued in the scheme are on a flat-
rate basis. Thus, the level of earnings is not taken into 
account by the formula, which is based on the number of 
contribution years. The alternative to flat-rate provision is 
earnings-related	provision.

Free-standing Additional 
Voluntary Contribution

An Additional	Voluntary	Contribution plan which is 
separate from the individual’s occupational	pension fund. 

Funded Pension schemes whereby pension contributions are paid into 
a fund which is invested, and pensions are paid out of this pot.

Gross Domestic Product 
(GDP)

A measure of economic activity in a country, calculated by 
adding the total value of a country’s annual output of goods 
and services.

Guarantee Credit A means-tested	benefit which is part of Pension	Credit 
and provides pensioners with a minimum level of income. In 
2006/07 the standard level of Guarantee Credit for a single 
person is £114.05 per week. For a couple the level is £174.05 
per week.

Guaranteed Minimum 
Pension

The minimum pension that must be provided by a 
Contracted-out Salary-Related Scheme for pensions accrued 
between 1978 and 1997. The GMP is roughly equivalent to 
the SERPS foregone from contracting	out.

Her Majesty’s Revenue and 
Customs

The new department responsible for the business of the 
former Inland Revenue and HM Customs and Excise. It is 
the department responsible for National	Insurance.

Home Responsibilities 
Protection (HRP)

This helps protect the National	Insurance records of people 
who have caring responsibilities by reducing the number of 
years of contributions or credits they need to qualify for a full 
basic	State	Pension. 

Inertia People often accept the situation with which they are 
presented as a given. As a result, automatic	enrolment 
increases participation rates, and the Save More Tomorrow 
schemes lead to an increase in saving over time.

Informed Choice The Informed Choice programme is a Government 
programme of initiatives, which aims to foster an increasingly 
proactive approach by individuals to saving for retirement.
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Life expectancy Life expectancy (or the expectation of life) at a given age, x, is 
the average number of years that a male or female aged x will 
live thereafter, and is calculated using age- and gender-specific 
mortality rates at ages x, x+1, x+2 etc. Period life expectancy 
is calculated using age-specific mortality rates for the period 
under consideration and makes no allowance for changes 
in age-specific mortality rates after that period. Cohort life 
expectancy is calculated allowing for subsequent known or 
projected changes in age- and gender-specific mortality rates 
after that period as he or she gets older. For example, a period 
life expectancy calculation for a male aged 50 in 2000 would 
use male mortality rates for age 50 in 2000, age 51 in 2000, 
age 52 in 2000 (and so on). The cohort life expectancy would 
be calculated using male mortality rates for age 50 in 2000, 
age 51 in 2001, age 52 in 2002 (and so on). The cohort 
definition is the better measure of true life expectancy.

Long-dated gilts/bonds Gilts or bonds with many years (for example, 20) left until 
maturity.

Longevity Length of life.

Longitudinal study A research study which follows a group of individuals over 
a period of time.

Lower Earnings Limit (LEL) The level of earnings at which an individual is treated as 
if they have made National	Insurance contributions. 
In 2006/07 the limit is £84 per week or £4,368 per year.

Lower Earnings Threshold 
(LET)

For the purposes of calculation of State	Second	Pension, 
anyone earning less than the Lower Earnings Threshold 
(£12,500 in 2006/07) and above the Lower	Earnings	Limit 
is treated as if they had earnings at the Lower Earnings 
Threshold.

Macroeconomics The study of aggregate economic activity focusing on 
variables such as Gross	Domestic	Product, economic growth, 
unemployment and inflation.

Means-tested benefits State benefits where the amount paid depends on the level 
of income and capital and other personal circumstances.

Median The median of a distribution divides it into two halves; 
therefore, half the group are above the median value and 
half below.

Minimum Income 
Guarantee

The forerunner of Guarantee	Credit. 
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National Insurance (NI) The national system of benefits paid in specific situations, 
such as retirement, based on compulsory or voluntary 
contributions. There are four main classes of contributions:

 Employment	 	Contribution	 Income	band
 status	 	level

Class 1 Employed  12.8 per cent for the Pay from Primary
   employer and 11 per  Threshold	to
   cent for the employee Upper	Earnings
   unless contracted Limit but
   out credited from
     Lower	Earnings	

Limit to Upper 
Earnings Limit

Class 2 Self-employed  Flat-rate payment If earnings below
   of £2.10 a week £4,465, eligible for
   (2006/07) certificate of small
    earnings
    exemption

Class 3 Voluntary  Flat-rate Voluntary for those
   contribution of not contributing
   £7.55 a week through Class 1
  (2006/07) or 2

Class 4 Self-employed  8 per cent Between Lower
   Profits Limit
    (£5,035 in
    2006/07) and
     Upper Profits 

Limit (£33,540 in 
2006/07)

There are special rates of Class 1 contributions for mariners and of Class 2 for share 
fishermen and volunteer development workers. In relation to pensions, Class 1 
contributions accrue rights to basic	State	Pension and State	Second	Pension, while 
Class 2 and 3 contributions accrue rights only to the basic State Pension. Class 4 
contributions do not accrue rights to any benefit.

Occupational pension A pension that is provided via the employer, but the pension 
scheme takes the form of a trust arrangement and is legally 
separate from the employer.
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Old-age dependency ratio Used in this paper to measure the number of people above 
age 65 compared with the number of people aged 20–64 in 
the population.

Pay As You Earn (PAYE) A mechanism used to collect Income Tax, National	Insurance 
and some other statutory payments (for example, Student 
Loan repayments) from employees and employers at source. 
The employer makes the appropriate deductions from weekly 
or monthly earnings and sends the contributions to Her	
Majesty’s	Revenue	and	Customs. The payments are usually 
made monthly, on an aggregate basis, with annual returns 
of individual information to enable the reconciliation of 
individuals’ contributions and accounts. PAYE is not normally 
used as a collection method for the self-employed.

Pay as you go (PAYG) A pensions system in which the pension is paid out of 
current revenue and no funds are accumulated to pay future 
pensions. The National	Insurance system is PAYG.

Pension accrual The build-up of pension rights. In a defined	benefit scheme 
this may be based on the number of years of contributions.

Pension Credit The main means-tested	benefit for pensioners, which 
combines Guarantee	Credit and Savings	Credit. 

Persistency Where someone continues to make contributions to a pension 
scheme over time.

Personal pension A pension which is provided through a contract between 
an individual and a pension provider. The pension produced 
will be based on the level of contributions, investment 
growth and annuity rates. A personal pension can either 
be employer-provided (a Group Personal Pension) or 
purchased individually.

Price-indexation Increasing each year in line with inflation.

Primary Threshold The point at which employers and employees become liable 
for National	Insurance	contributions. In 2006/07 the 
threshold is £97 per week or £5,035 per year.

Protected rights The element of the	defined	contribution pension arising 
from contracted-out	rebates.

Rate of return The gain or loss of an investment over a specified period, 
expressed as a percentage increase over the initial investment 
cost. Gains on investments are considered to be any income 
received from the asset, plus realised capital gains.
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Real terms Figures have been adjusted to remove the effect of increases 
in prices over time (inflation), usually measured by the Retail	
Price	Index. Thus if something shown in real terms increases, 
then it is rising faster than prices, whereas if it is constant, it 
rises at exactly the same pace as prices.

Replacement rate This measures income in retirement as a percentage of income 
before retirement.

Retail Price Index (RPI) This is an average measure of the change in the prices of 
goods and services bought for consumption by the vast 
majority of households in the UK.

Savings Credit Part of Pension	Credit. It is a means-tested	benefit for 
people aged 65 or over, which accrues at the rate of 60p 
for each pound above the equivalent of the full basic	State	
Pension up to a maximum of £17.88 for a single person 
(£23.58 for a couple).

Stakeholder pension A personal	pension product which complies with 
regulations which limit charges and allow individuals flexibility 
about contributions.

Stakeholder price cap A 1.5 per cent annual	management	charge	(AMC)	for the 
first ten years of the policy, and thereafter a 1 per cent	AMC.

State Earnings-Related  
Pension Scheme (SERPS)

The forerunner of the State	Second	Pension, which provides 
an earnings-related National	Insurance pension based 
on contributions. 

State Pension age The age at which an individual can claim their State Pension. 
It is currently 65 for men and 60 for women. The State 
Pension age for women will gradually increase to 65 between 
2010 and 2020.

State Second Pension The earnings-related National	Insurance pension paid on top 
of basic	State	Pension – gives a more generous pension than 
would have been provided by SERPS for: low and moderate 
earners; carers who are looking after young children or a 
disabled person; and long-term disabled people with broken 
work records.

Tax relief Individuals making contributions to tax-approved pension 
schemes receive tax relief at their marginal tax rate (for 
example, a standard-rate taxpayer will receive tax relief at 22 
per cent). Individuals contributing to stakeholder	pensions 
receive tax relief at a minimal rate of 22 per cent. Individuals 
with very low or no tax liabilities can also receive ‘tax relief’ 
at 22 per cent on contributions of up to £2,808 per year. 
Employers’ contributions are made from gross profits and thus 
are both tax- and National	Insurance-privileged.
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Upper Earnings Limit (UEL) The upper limit on earnings for the purposes of calculating 
entitlement to the State	Second	Pension. Also the upper 
limit for most employee National	Insurance contributions. In 
2006/07 it is £33,540 per year or £645 per week. 

Upper Earnings Threshold 
(UET)

An intermediate point prior to the Upper	Earnings	Limit,	
which affects the accrual of the State	Second	Pension.

Withdrawal rate The rate at which a means-tested	benefit is reduced for an 
additional pound of pre-benefit income. 

Working-age population Generally defined today as those aged 16–59 for women and 
16–64 for men. 
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