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In Chapter 9 of the Pension Commission’s First Report, Pensions: Challenges and Choices,

we asked interested and informed parties to submit their views on a range of issues.

During our official consultation period, from 12 October 2004 to 31 January 2005, the

Commission received almost 250 written submissions from a range of organisations and

individuals including government bodies, businesses, the financial services and pensions

industries, experts, academics and members of the public. The Commissioners also met

with key representative and interested bodies: the Trades Union Congress (TUC), the

Confederation of British Industry (CBI), the Association of British Insurers (ABI), the National

Association of Pension Funds (NAPF), the Pensions Policy Institute (PPI), the Equal

Opportunities Commission (EOC), Help the Aged, Age Concern, the Pensions Reform Group

and the Institute of Actuaries.We also held a series of consultation meetings in Belfast,

Edinburgh and Cardiff. Since our official consultation period ended, we have continued to

receive numerous letters from interested parties and we held a further consultative event

on 21 June 2005.

This Appendix reviews the breadth of comments which have been made to the Pensions

Commission since the publication of the First Report. In writing this Appendix, we have

tried to summarise the views of people who have contacted us in as accurate a manner 

as possible but inevitably there is not space to do justice to all the details and nuances of

everyone’s views. The submissions of many of the organisations that gave evidence are

available on their websites and we plan to deposit copies of all the submissions with the

House of Commons library. The views expressed therefore should not be taken as the views

of the Pensions Commission. And as comments have been received from a self-selecting

group of interested parties they should not be read as necessarily representative of the

views of the wider public.

Key conclusions

To deliver an effective lasting solution to the problem of pension provision we need to seek

a consensus on pension reform. Responses to our consultation clearly demonstrated that

although there was considerable consensus on the need for radical changes in pension

policy, the consensus on the best way forward was far less clear. On some issues there was

a general sense of a single direction for change, but on others opinion was divided.

■ Compulsion or voluntarism: The Pensions Commission believes that the current state

system combined with the current voluntary private savings system are not fit for

purpose. It is time for either changes to the state system, significant revitalisation of the

voluntary system or an increase in the level of compulsion in the system. Opinion on

compulsion, however, is divided. A considerable number of submissions, including those

from the ABI, the CBI and the NAPF, are in favour of maintaining the voluntary principle

in private pension provision. Whilst they are united, however, around a relatively small

number of reasons why compulsion is not the answer, there is far less agreement on the
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best way to revitalise voluntary savings and the ABI and NAPF, for example,

both proposed different reforms to create what they consider to be the

best state foundation for private saving.

Many respondents state that they are against compulsion but still argue for

more rather than less state intervention in the pension system. Those who

are explicitly in favour of compulsion propose a wide range of options for

compulsion: from compulsory employer and employee contributions to

compulsion on employers to provide advice on savings. Indeed, what

became increasingly clear to the Pensions Commission as we digested

responses is that the debate around compulsion is not one which has a yes

or no answer. Rather there is a scale of compulsion ranging from a

completely free market approach to pension saving to a fixed compulsory

savings requirement for the working population. Opinion is spread out

along this scale.

■ Changes to the state system: The majority of respondents are in favour

of some sort of increase to the level of the Basic State Pension (BSP)

through earnings-indexation and/or a step increase to the level of payout.

Several individuals and groups suggest that the state should only provide a

simple, flat-rate benefit to all and not involve itself with earnings-related

provision. Others, however, are in favour of some sort of role for the state

in earnings-related provision. Views on continuing to allow people to

contract-out of the state earnings-related system are completely divided.

The large majority of respondents say that they would prefer to see a

system which had significantly less or no means-testing. Indeed the

clearest consensus was around the need to prevent the further spread of

means-testing in the pensions system.

However many of those who favour a significantly increased BSP, reduced

means-testing and/or a state organised earnings-related system are not

clear about the measures they would put in place to pay for the increase in

state expenditure on pensions which would be required to pay for these

policies.

A fair but not overwhelming number of submissions argue that the UK 

should move to a universal rather than a contributory state pensions

system and an almost equal number suggest that improvements to the

current contributory system would be fairer and more practical than the

switch to a universal system.

Several submissions also call for changes to the current system of tax relief

and suggest various changes including a flat-rate system of tax relief and

the abolition of tax relief in the system. We have returned to several

respondents to discuss whether there is a way to successfully reform tax

relief in a way that deals with the practical difficulties of implementing

changes to the system of tax relief within Defined Benefit and hybrid

schemes.We discuss our own conclusions on tax relief in Chapter 7 of the

main report.
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■ State Pension Age and retirement age: The issue of the State Pension Age

(SPA) is very contentious. Many respondents say it should not rise beyond

the planned equalisation of male and female SPA but others say that it

should rise, for example, to 70 by 2030. There is, however, almost

complete consensus around raising the retirement age, the age at which

people choose to leave the workforce, and around facilitating longer

working lives for those who choose to work longer. Most respondents say

that people do not want to be forced to work longer, but would like to be

supported to work longer if they so choose.

This Appendix considers the following issues in more detail:

1. What mix of the Pensions Commission’s four options should be the

response to the demographic challenge?

2. The appropriate role of the state in pension provision

3. The adequacy and equity of pension provision

4. The complexities of the UK pension system: contracting-out, funding 

and means-testing

5. Opinions on compulsion

6. Barriers to voluntary saving

7. Revitalising the voluntary system

8. Risk sharing within the pensions system

9. Non-pensions savings and housing wealth

1. The Pensions Commission’s four options

In our First Report, the Pensions Commission concluded that faced with the

increase in the proportion of the population in retirement, society and

individuals had to choose some mix of four options. Either:

1. Pensioners become poorer relative to the rest of society; or

2. Taxes or National Insurance (NI) contributions devoted to pensions must

rise; or

3. Savings must rise; or

4. Average retirement ages must rise.

We also concluded that Option 1, poorer pensioners, was undesirable.
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The vast majority of responses clearly state that a decline in pensioner

incomes should not be part of the solution and that the planned response

should be made up of the other three options.

■ The largest group of responses say that the solution may have to involve a

mix of higher taxes/NI contributions devoted to pensions, higher savings

and higher average retirement ages. The Small Business Council would

prefer a mix of about 20% from tax increase, 40% from savings, 40% from

later retirement.

■ Several responses rule out one of the three options. An increase in taxation

proved the least popular option and the group proposing a solution of

higher savings and higher retirement ages includes the ABI, Standard Life

and the Association of Consulting Actuaries (ACA). One commentator,

however, notes that higher taxes/NI contributions are preferable to

increased savings as government provision is likely to be stable in

comparison to private provision.

■ We also heard several warnings:

– The CBI notes that solving the problem just through increased taxation

or forced savings could have damaging macroeconomic effects.

– One respondent expresses concern that all of the options would be a

concern for ethnic minorities and it has also been noted that we need to

recognise that neither higher savings nor later retirement will help many

of the disabled.

2. The role of the State 

In the First Report we posed the philosophical question of what role the state

should take in pension provision. In their responses, we asked commentators

to indicate what they thought the role of the government should be. Should

the government limit its involvement to poverty prevention and to making

well-informed choice possible?  Or should government seek to ensure that

people up to some level of income have made provision which they will

consider adequate: and if so what should that level be?

Opinions on the appropriate level of state intervention in the pensions system

vary widely [Figure B.1]. Professor Tim Congdon writes that above providing

the basic minimum, the Government should leave choice to individuals who

will look after themselves. Others believe that the state should enable

everyone to build up a decent retirement income. Amicus says that the state

should intervene to minimise the need for means-testing and limit

inequalities in the system. In the private sector, the NAPF says that above an

adequate state pension, the state has a clear role as an enabler of private

pension provision providing the right regulatory and fiscal regimes. We also

heard that the state should provide a framework and mitigate some of the

risk, or ensure access to transparent, simple effective pension schemes. It was

Appendix B

28

DWP_Appendix_B.qxd  18/11/05  8:05 pm  Page 28



A New Pension Settlement for the Twenty-First Century

29

Flat-rate state system Earnings-related pensions

■ Those in favour of a flat-rate state pension think

that the state should provide an equal minimum

benefit to all.

■ The NAPF propose a single universal state pension

paid at the current Guarantee Credit level, linked to

earnings with eligibility based on citizenship, not

the contributory principle: on a Citizen’s Pension.

This should be paid for through the abolition of the

State Second Pensions (S2P) and the abolition of

the contracting-out rebate.

■ Others say that the S2P should be abolished after

transition to higher BSP.

■ Help the Aged believes that further reform of the

S2P may simply increase its complexity but provide

no immediate gain.

■ The ABI would like to see a state system of two

elements, the BSP and a flat-rate S2P benefit which

would include the self-employed based on £15,000

annual earnings but with earnings-related

contacting-out that would clearly indicate that

those earning over £15,000 year should contract-

out of the state system into the private sector.

■ Those in favour of state intervention in earnings-

related pensions propose a range of measures.

■ Most of those who support the S2P call for it to 

be revitalised and made more inclusive. The CBI

want the S2P to retain an element of earnings-

relation rather than move to a flat-rate system 

as currently planned.

■ The EOC believes that state involvement in second

tier pensions should be preserved and revitalised

with more comprehensive credits to ensure actual

adequacy for low earners, carers and the disabled.

■ The Women’s Budget Group also thinks that the 

S2P should be strengthened and extended to 

provide a good second pension for women, the 

low paid and carers.

■ Others argue that the S2P is necessary in order to

support those individuals who do not have access to

good employer provision. And others would like to

see the self-employed included in the S2P.

■ The CBI suggests that the government should

consider an individual approach for S2P with the

possibility of partial funding.

■ There are some respondents who say that the state

should provide a cost-efficient earnings-related

system in addition to an earnings-linked BSP at the

Guarantee Credit level, although how the costs of

this would be met are not clear.

■ Most of those in favour of compulsion advocate a

compulsory, straight-forward earning-related pension

financed by employer/employee contributions.

■ The TUC supports a compulsory earning-related

system to provide 50% of earnings above £6,000.

This would be on top of a BSP of 25% of average

earnings which would provide a 100% replacement

for low earners and fall to 55% for those earning

over £50,000.

Figure B.1 Respondents’ views on the level of state intervention in the pensions system
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suggested that the state underwrite occupational pension schemes. Yet there

are also those in favour of compulsion into either a state-run system or into

savings vehicles provided by employers and the private pensions industry.

In this Section we summarise responses relating to:

(i) The level and appropriate indexation regimes for the BSP (or

replacements there of)

(ii) How improvements in the state pension provision should be paid for

(iii) Raising the State Pension Age and/or average retirement ages

(iv) Equity between different groups of people

(v) The accrual regime: a universal or contributory approach

(vi) Governance of the state system

3. The adequacy and equity of pension provision

(i) The level and appropriate indexation regimes for the BSP (or

replacements there of)

In their submissions, we asked respondents to indicate whether they thought

that changes to the state system were necessary in order to make

voluntarism work. Regardless of whether organisations or individuals came

down in favour of state intervention in earnings-related pensions or not, we

received many proposals for changes to the state pension. Several responses

clearly say that pension reform needs to start with reform of the state

pension system to provide a solid basis for voluntary system. Dr Ros Altmann

and HSBC Actuaries and Consultants Limited are two of those proposing

urgent radical reform of state pensions. This has also been a common theme

in the media commentary. A large group say that simplification of the state

system is key to making the whole system work. Norwich Union write that

the current complexity in the system undermines saving and support radical

simplification of pensions including an end to future accruals to S2P and

abolition of contracting-out rebates.

The PPI response to our consultation1 says that there is a strong consensus

that the state pensions system should be modernised to prevent future

generation’s retiring with lower retirement income than is seen today. They

suggest that consensus for reform is that the foundation state pension should

be above the means-tested level and there are two ways of achieving this:

increase the BSP or move to a Citizen’s Pension. They suggest that the latter

would be more effective at reducing poverty, inequality and complexity but

both are possible, affordable and sustainable, provided transition is managed

in certain ways.

1 The PPI’s response is based on a body of PPI work analysing different state pension reform
options and a stocktake review of pension policy proposals made by organisations with an
interest in pensions.
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Many respondents say that the State should ensure poverty prevention.

Many more, including the NAPF, the TUC and the CBI, say that the

government should provide a (guaranteed) adequate basic minimum pension

and some of this group said that adequacy should be the aim of the state at

whatever cost. Dr Ros Altmann says that the state pensions should provide a

social welfare underpin and private pensions should provide the savings aspect

of pensions. The British Bankers Association (BBA) states that there should be

an adequate basic level of state support prescribed by government while

making clear that those who want to save beyond this level should make

provision for themselves.

Age Concern believes that pensions should be based on principles of

adequacy, fairness, security, clarity and flexibility. Yet the level of an adequate

pension can be debated. Age Concern tells us that an adequate income

should cover essentials (food, warmth, housing) and allow full social and

economic participation in society and give individuals the ability to exercise

choice. They believe that raising the BSP to the current level of the Guarantee

Credit (£109 per week) would be an improvement but on its own would not

provide an adequate pension. An adequate income should be met through a

combination of state and private income.

Amicus tells us that the system should provide a replacement rate of two-

thirds at average earnings. Other individuals note that desired replacement

rates are highly subjective and could not be prescribed. One person writes

that pensioners want enough money to allow independence and choice.

Another says that the Pensions Commission’s analysis of desired replacement

rates should take account of the evidence that expenditure decreases during

retirement, implying that desired replacement rates are higher at the point of

retirement than later in retirement.

In our First Report we said that we thought above a certain level, say the 90th

percentile of income, a purely individualist approach to pension provision was

appropriate. Help the Aged responded to say that the top 25% of the income

distribution should look after themselves and the BBA says that the State

does not need to ensure adequacy even up to the 75th percentile.

The Pensions Commission did not specifically ask respondents what they

thought the level of the BSP should be. Much of the public debate, however,

has been around this. [Figure B.2 summarises opinions.]
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Figure B.2 Level of Basic State Pension and indexation: preference stated in submissions

Level Indexation regime

Price Linked Earnings linked Not specified

Current BSP 1 response 1 response 3 responses

Higher than BSP Popular 

Lloyds TSB favour an 

earnings-linked BSP at 

higher levels than today.

The EOC call for a BSP at 

the same or higher level.

The ACA call for a higher 

BSP to cover basic living 

costs financed by a 

higher BSP.

One respondent suggested 

restoring the BSP to the level 

it would have been at now 

if the earnings link had not 

been broken.

Guarantee Credit Popular

Generally suggested 

alongside the abolition 

of another part of the 

state pension and a call 

for a universal pension,

paid on grounds of 

residence rather than 

contribution record.

Advocated by the NAPF,

Norwich Union, the Women’s 

Budget Group and Help the 

Aged amongst others.

Age Concern says the BSP 

should be increased to the 

level of the Guarantee 

Credit immediately and 

then assessed at regular 

intervals.

Popular 

The BBA and Watson Wyatt,

amongst others, fall into 

this group.

Fairly popular
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Figure B.2 Level of Basic State Pension and indexation: preference stated in submissions (continued)

Level Indexation regime

Price Linked Earnings linked Not specified

Minimum wage (40hr/wk)

25% average earnings The TUC argues for an 

immediate rise to the 

Guarantee Credit level 

with a further increase to 

25% average earnings.

At poverty line

A few supporters

1 response

The Prudential are in favour

of a higher state pension 

of up to 25% of national

average earnings.

A few supporters
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2 Lawrence Churchill made his response to our First Report in a personal capacity. Mr Churchill is
Chair of the Pension Protection Fund.

ii) How improvements in state pensions provision should be paid for

We asked respondents who are in favour of increases in the value of the state

pensions to indicate how they intend to pay for the increase in state

expenditure. We gave respondents 3 choices: higher Tax/NI; higher SPA; or a

mix of the two. Figure B.3 show this response.

Several alternative funding strategies have also been proposed including the

abolition of the S2P and tax relief. Help the Aged, for example, are in favour of

funding an increase in the BSP through a combination of increased taxation,

reform of the tax relief system or scrapping S2P. One person suggests

increasing compulsory saving to fund a higher state pension and another

increasing government borrowing. The TUC is in favour of funding an increase

to the BSP through the rebalancing of public expenditure and improving the

dependency ratio by achieving an 80% employment rate. The TUC also says

that there should be an increase in the overall share of GDP being spent on

the state pension funded by savings on other benefits and the CBI also says

that government should fund increases in the BSP through reallocated

spending and efficiencies in other areas as well as through a higher SPA.
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Higher Tax/ NI

The BBA, Amicus, Age Concern,

Help the Aged plus others are in

favour funding an increase in the

BSP through higher taxes

devoted to pensions. A couple

of responses suggest introducing

an explicit pensions tax.

Another suggests that we should

tax the baby boom generation.

The TUC argues that an increase

in the tax bill is acceptable as

the Government’s share of 

GDP is currently lower than 

the EU average.

Higher SPA

This option is supported 

by Lawrence Churchill,2

Norwich Union,Watson 

Wyatt and the Institute of

Actuaries amongst others.

The ACA suggests increasing 

the SPA in steps to 70 and

permit further increases as

recommended by a permanent

Pensions Commission.

The CBI would like to see the

SPA increased to 70 between

2020-2030 to reflect increases

in life expectancy. Any further

change should reflect further

changes to life expectancy.

The Institute for Public Policy

Research suggests increasing the

SPA to 67.

Another response suggests that

we consider allowing employers

to link private scheme

retirement ages to SPA.

Higher tax/NI & SPA

Several respondents are in

favour of both higher taxes/ NI

contributions and a higher SPA.

The NAPF says that the costs of

their Citizen’s Pension proposal

in the longer term would need

to be met by either increasing

NI costs or increasing SPA. They

suggest that the SPA would

need to increase to 67 by 2030

and 70 by 2045.

Lloyds TSB favour a tax payer

funded state pension and a

raised SPA to reflect increase life

expectancy.

For

Several respondents are against

an increase in taxation including

the submissions from Lawrence

Churchill and Professor Tim

Congdon.

Quite a large group of responses

are in this group including the

TUC, the ABI, Amicus, Age

Concern and Help the Aged.

The Prudential are against any

increases in the short-term.

Against

Figure B.3 Views on how costs of impr ovements in pension provision should be met
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iii) Raising the State Pension Age and/or average retirement ages

We have heard a range of arguments for and against increasing the SPA and

many more arguments in favour of higher retirement ages [Figures B.4 and

B.5.]  The TUC for example are explicitly against raising SPA but in favour of a

rise in average retirement ages.
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Figure B.4 Respondents’ views on higher SPA 

For Against

■ The CBI say that the government needs to increase

the SPA to 70 between 2020 and 2030 in order to

pay for a higher flat-rate BSP. The CBI notes that

government will also need to introduce a series of

active labour market policies to increase retirement

age especially amongst those aged between 50 and

65. Help is needed to increase older workers skills

and help those on Incapacity Benefit back to work.

■ The NAPF suggests that the SPA would need to

increase to 67 by 2030 and 70 by 2045 to meet

the longer term costs of their Citizen’s Pension.

■ Several respondents including the CBI think that

increasing the SPA should give the right signal to

people about working longer and reflects longer

and healthier lives. The PPI also suggests that

increasing the SPA would be of immense

significance as an indicator that the government

expects people to work longer.

■ It was also noted the government needs to 

allow greater flexibility about when to draw 

state pension.

■ One submission notes that you could adjust the

SPA with life expectancy by pursuing a “cash

balance” approach to the state pension promise,

allowing people to annuitise the implicit value of

their accumulated state pension rights. This

approach is also known as Notional Defined

Contribution.

■ The TUC, amongst others, thinks that a higher SPA

will have a distributional effect and the greatest

impact will be felt by the low paid.

■ It is also thought that a higher SPA will have a

disproportionate affect on manual workers.

■ Age Concern opposes increases to the SPA on the

grounds that reform should not be at the expense of

the most disadvantaged.

■ Help the Aged fears that a higher SPA will have an

adverse affect on the most disadvantaged whose life

expectancies have not increased at the rate of the

general population and who may be employed in

manual jobs which they cannot physically continue

past 65.
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Figure B.5 Respondents’ views on raising retirement ages

For Against

A significant number of respondents are in favour of

raising the retirement age voluntarily and making it

easier for those who want to, to continue to work late

in life.

■ One person tells us that later retirement is a

reasonable if the trade-off is earning a decent

pension.

■ Professor Nicholas Barr writes that higher and

more flexible retirement ages should be a core part

of the solution, both to stabilise the long-run fiscal

costs of pensions and to  increase security by

giving people the opportunity to work longer.

■ Some think that average retirement ages will rise

naturally as longevity increases. One view is that

the first aim of government should be to keep

people in work in their 50s. Another that a flexible

approach to working during your 60s and 70s

should be pursued and government should

encourage and enable part-time work for older

workers. The concept of a flexible decade of

retirement features in some discussion.

■ The BBA says that those who want to work beyond

retirement ages should be able to do so.

■ Help the Aged says that the government should

abolish mandatory retirement ages so that people

have the choice to work longer if they wish to and

take a more vigorous approach to training and

employing older workers.

■ The TUC and others agree that government should

seek to remove barriers to working after 65 and

default retirement ages. The TUC also advocate

incentivising flexible retirement by allowing people

to work and draw part of their state pension.

Comparatively few arguments were made against

increasing retirement ages.

■ A couple of respondents believe that aging is not

healthy enough to allow for increased retirement

ages and one person notes that working late in

manufacturing could be dangerous.

■ Some are concerned about where the jobs will come

from to enable people to work longer and we were

told that we need to consider the effect of raising

retirement ages on economy/ employment levels.

■ One submission notes that later retirement should

not be the solution as life expectancy differs

according to career and it could increase age

discrimination.
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Figure B.5 Respondents’ views on raising retirement ages (continued)

For Against

■ The Third Age Employment Network recommended

a series of measures by employers, government and

employees to achieve a longer working life which

will be rewarding for all parties, rather than just a

forced response to declining pensions. They believe

that as well as abolishing default retirement ages,

the government should have ambitious targets for

the employment rate for people aged 50-SPA

and/or for the contribution to the workforce made

by those above SPA. They also observe that issues

of occupational health, flexibility and choice and

work conditions need to be addressed so that

longer working life generates better health.

■ One person writes that government should compel

employers to employ older workers.

■ Dr Ros Altmann says that we should rethink the

concept of retirement so that it becomes a process

of gradually reducing working hours later in life

rather than an “event.”
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iv) Equity between different groups of people

Respondents clearly think that ensuring equity is important. There is fairly

significant support for a universal BSP, paid on grounds of residency rather

than contribution record, to ensure that all pensioners receive at least an

element of the state pension. Age Concern proposes that the government

should use indexation to ensure that all pensioners benefit from the

increasing prosperity of the nation. They also say that pensions should meet

the needs of all, including women, carers and low income earners and that

everyone should be able to build up a second pension.

There is particular concern about protecting and supporting those who have

been traditionally disadvantaged by the pensions system although some

responses also note that gender inequalities in pension provision are linked to

labour market inequalities and the state should also aim to reduce gender

inequalities in income. We were told that, to a certain extent, the problems

faced by women are generational and will work out of the system.

We were reminded, however, of the need to consider the position of women

carefully with any proposed changes to state or private provision. The EOC

says that the pensions system must ensure parents, carers, the low paid and

those in part time employment have the opportunity to build up additional

pension rights. The Parents and Carers Coalition calls for better recognition of

carers at all ages and a new Carers Allowance for carers aged over the SPA.

It is argued by some that the system should fully include the self-employed

and those outside the labour market. Standard Life suggests that the

government could cover payments into private pensions whilst carers are

outside the labour market to compensate those with caring responsibilities.

We were also asked to look at the uprating policies for pensions in payment

to UK nationals residing abroad.

v) Accrual: independent or couple based: universal or contributory

How people accrue pension rights is a significant concern. There is strong

consensus on the need for individuals to accrue a pension in their own right,

which is supported by the TUC, the ABI, the ACA, Aegon and Lloyds TSB

amongst many others. Aegon also says that S2P should be extended to the

self-employed. There is less agreement about what should happen to spouse

benefits. Age Concern says that survivor’s benefits should be protected

throughout any transition to a new individualised system. Legal & General is

in favour of continuing to allow spousal rights and one submission argued that

private pensions should be restructured so that each spouse benefits from all

contributions made during a marriage. Others note however that households

would benefit more than single pensioners from a push for a greater level of

individual rights. It was noted that taxation could be used to redress this

effect. The Women’s Budget Group says that when we have reached a position

that all women and carer have accrued their own substantive pension rights

then spousal and survivor benefits should be phased out.
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There is a fairly strong, but by no means dominant, group in favour of a move

to a universal pension which includes the ABI, who would like to see improved

eligibility for the BSP by either basing it on residency or a shorter working life

and/ or rewarding periods of caring as if they were paid employment, Help

the Aged, the NAPF and Norwich Union who would all like to see a universal

state pension at the level of the Guarantee Credit, the Citizen’s Pension

model. Age Concern would like to see a system where both men and women

are entitled to a full basic pension in their own right at the level of the

Guarantee Credit through either major reform to the contributory system or

the introduction of a residence based pension. There are various arguments,

however, both for and against a universal, residency based pension [Figure B.6].
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Figure B.6 Respondents’ views on universal state pensions

For Against

■ The major argument in favour of universality is 

that it will benefit those disadvantaged groups 

who are unable to build up a full work record, in

particular women.

■ A move to universality could also pave the way for

the abolition of the NI system.

■ It was also noted that high income pensioners

would not benefit overly from a higher, universal

BSP as they will return 40% to HM Treasury in tax.

■ Although they saw the merits of the Universal

system, several respondents think that a Citizen’s

Pension is too expensive.

■ It was also argued that universality should not 

be introduced at the cost of supplementary state

provision which is designed to benefit the at 

risk groups.

■ Another view is that moving to a universal pension

will change the incentives to work and could

increase the tax burden on those in work as others

exit the labour force.

■ One response also notes that a universal BSP 

will give as much money to those who have not

contributed to the system as to those who have 

and questions whether this is fair.

■ The ACA note that it could be difficult to identify a

“fair” residency requirement for the state pension

within the European Union.
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Most of those who are in favour of the contributory system, however, suggest

changes to enhance the current contributory system. Several specific changes

to the current contributory system to benefit women, carers and part-time

workers have been suggested, including:

■ Revitalising the credit system and recognising caring more thoroughly;

■ Moving to weekly rather than annual credits;

■ Simplifying Home Responsibilities Protection (HRP) or converting HRP to a

credit system;

■ Abolishing the 25% rule on entitlement to the BSP so that the system

provides some benefit for just 1 year of contributions;

■ Reducing the number of hours of employment required to contribute to

the NI system; and 

■ Allowing people with several part time jobs to combine their earnings for

NI purposes.

We also received numerous letters commentating on the increasing

inequalities in the pension system between private sector pensions and 

the scheme provisions for public sector employees, MPs and Senior 

Executive schemes and a large number of these called for reform of 

these “top-hat” schemes.

vi) Governance of the state system

Several responses comment on the governance of the state system and those

that do mostly call for a depoliticised state system. Proposals range from a

new non-political organisation to implement pension policy, to a new

governance body modelled on the Monetary Policy Committee to a more

permanent Pensions Commission which could monitor the long-term trends,

assess progress to reduce under-saving or even be required to set the level of

the state pension and the SPA.
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4. The complexities of the UK state system: contracting-out,
funding and means-testing

The debate over contracting-out of the S2P is probably one of the most

contentious with a set of strong arguments on either side [Figure B.7].
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Figure B.7  Respondents’ views on contracting-out

For Against

The TUC, the ABI, the Prudential, Legal & General,

Aegon, Standard Life, HSBC Actuaries and Consultants

Limited and the CBI amongst others are in favour of

the continuation of the contracting-out option. Many,

however, would like to see reform of the system to

simplify the system and increase the incentive to

contract-out.

■ The ABI is strongly in favour of contracting-out.

They argue that abolishing contracting-out will

reduce the level of pre-funding in the system which

will make it more difficult to meet future needs

more difficult. They also believe that reforming

contracting-out with clear incentives to contract

out will kick start private pension saving and make

small pension pots more attractive to pension

providers. They argue that abolishing contracting-

out is likely to cause more occupational schemes,

particularly Defined Benefit (DB) schemes, to close.

■ The CBI want to retain contracting-out to maintain

incentives for employers to retain DB provision and

the contributory principle.

■ Standard Life argues that abolishing contracting-

out to increase expenditure in the short-term

would simply imply further increase of the burden 

on later generations.

■ The Prudential advocate higher contracting-out

rebates.

■ A couple of organisations argue for abolishing the

S2P but maintaining a contracting-out system to

allow people to opt out of the top slice of BSP.

Those who would like to see contracting-out abolished

include the NAPF, the Women’s Budget Group,Watson

Wyatt and the ACA.

■ The NAPF argues that the complexity which

contracting-out creates is a barrier to voluntarism as

it adds costs and complexity to workplace pension

provision: it is little understood by scheme members

and advisors will not provide financial advice to

consumers on contracting-out. They argue that DB

schemes would actually welcome the abolition of

contracting-out as the loss of the rebate would allow

them to re-evaluate their DB promise.

■ Dr Ros Altmann argues that phasing-out contracting-

out is essential to unwind the confusion between

state and private pensions and the money spent on

contracting-out could pay for a universal residency

based pension.

■ The ACA thinks that the level of the rebate currently

provides no incentive to opt-out.

■ Watson Wyatt says that contracting-out is now so

complex that if it were abolished pension provision

in the state and private would not suffer.

■ Others argues that contracting-out should be

restricted and should only be allowed into DB

schemes.

■ The Women’s Budget group thinks that contracting-

out should be abolished. The S2P, however, should

be strengthened and extended to provide a good

second pension for women, the low paid and carers.
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There is also some debate over whether the pensions system should be

funded or unfunded/ Pay As You Go. The largest body of opinions argue for a

mixed funding/ PAYG strategy [Figure B.8].
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Figure B.9 Respondents’ views on whether the pension system should be PAYG or funded

PAYG Mixed Funded

■ Watson Wyatt calls for the

abolition of the NI system, saying

that pensions should be paid for

out of basic taxation

■ Age Concern says that we should

preserve the current balance of

funding and PAYG systems so

that no one scheme takes on all

of the risk.

■ The Pension Reform Group

advocates a Universal Protected

Pension which would combine

the BSP and a new funded

element to reduce the demands

on future tax payers and create

property rights. Additional

contributions could be made to

the existing NI system but then

would flow into funded savings.

This funded part should have its

own independent governance

structure administered by

trustees who would select private

sector professional fund

managers to manage the fund.

■ Another submission argues that

saving to pre-fund the system

will only contribute to solving the

problem if the savings promote

future economic growth.

■ Some argue that the NI 

system should become a real

funded system.

■ Some respondents propose 

the introduction of a Government-

run pension fund to provide

“private” savings.

■ The London Stock Exchange writes

that investment in equities has

given the best return over time.
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One area where there is significant consensus is around means-testing with

the large majority calling for at least a halt to the spread of means-testing in

the system [Figure B.9].

Figure B.9 Respondents’ views on means-testing

For Against

■ Legal & General, despite being against means-

testing in general, note that means-testing is

inevitable and that the current tapered withdrawal

of benefits is better than previous Minimum

Income Guarantee system.

■ We were also reminded of the need to strike

balance between cost of abolishing means-testing

and the disincentive effect which it creates.

■ The ABI believe that means-testing acts as a

disincentive to save, but acknowledge that it is not

possible to remove it all together.

■ Around 50 submissions to us say that the

government should either reduce the spread of

means-testing in the system or remove it all

together. This groups included Professor Nicholas

Barr, Lawrence Churchill, Standard Life, the NAPF,

Legal & General, the CBI, the ABI, Dr Ros Altmann,

the Pensions Reform Group, the ACA, Aegon, Lloyds

TSB, Age Concern, Norwich Union,Watson Wyatt,

HSBC Actuaries and Consultants Limited, the

Institute of Actuaries, the Prudential, and Help 

the Aged.

■ The NAPF believe that the current high level of

means-testing is a disincentive to save and is

unsustainable in the longer term.

■ Age Concern says the need for means-testing 

should be reduced through improvements to 

the pension system.

Disincentive effects:

■ The main argument against means-testing is that it

disincentvises saving and increases the complexity

of the pensions system.

■ We are told that means-testing puts those who

save a modest amount at a disadvantage

compared to those who do not and so means-

testing incentivises individuals to spend now.

One more specific view was that means-testing

disincentivises saving for people over 50 who 

have not saved before.

■ Help the Aged say that means-testing confuses

those of working age as to whether it is worth their

while to save or not.
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Complexity:

■ Financial services companies and actuaries told us

that means-testing makes giving financial advice

difficult and expensive and creates a fear of mis-

selling. The NAPF believes that there is a fear of

mis-selling for those earning below £15,000 as it is

unclear (until the point of retirement) that it was

worth savings in a private pension. The BBA believes

that advisors are particularly at risk of mis-selling to

those on incomes below £28,000 owing to the

current complexity of the system.

■ Aegon says that the FSA needs to provide clear

advice on when personal pensions should be sold to

low earners. They also said that people need clear

information on the impact of not saving and the

complexity which means-testing introduces to the

system makes this difficult to provide.

■ It has also been noted that individuals need clear

advice about the level at which savings will

compromise entitlement to benefits.

■ We have been told that means-testing is

inappropriate as a long-term solution, its cost will be

unsustainable over the long term and it should only

be a safety net for a few people.

■ The Prudential state that the government should 

set out a planned reduction in means-testing

consistent with providing a higher BSP worth 25% 

of average earnings.

■ The Pensions Reform Group argues that their reform

proposal (the Universal Protected Pension) will allow

the government to place a time limit on means-

testing in the pension system and eventually remove

it altogether.

■ The BBA call for further evaluation of the economic

costs of means-testing as the population ages.

Figure B.9 Respondents’ views on means-testing (continued)

For Against
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5. Opinions on compulsion

The Pensions Commission was set up to recommend to government whether

there was the need to move beyond the current voluntary approach to

private pension saving towards a more compulsory system. In our First

Report we noted that the state pension system did in fact contain an element

of earnings-related compulsion in the S2P. The key question which we posed,

therefore, at the end of our First Report was whether respondents believed it

appropriate to introduce further compulsion above that which already exists

in the system. In response we heard numerous arguments both before and

against varying degrees of compulsion as well as comments on auto-

enrolment as a viable alternative to a fully compulsory system [Figure B.10].
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Figure B.10 Respondents’ views on compulsion

For Against

■ We are told that compulsion is inevitable if there is

no clear case for voluntarism.

■ Compulsion has also been described to us as the

only option which addresses the issue of moral

hazard with advice.

■ The EOC is in favour of compulsion if necessary to

achieve adequacy for all.

■ The Prudential thinks compulsory matching up to a

given level could be a viable option.

■ The Small Business Council is in favour of some

element of compulsion or inducement so people can

be encouraged not to chose to rely on the state

safety net as long as it does not take the freedom of

individual choice away. They suggest that one

approach might be increasing NI contributions and

paying these into personal accounts and warn of the

burden on SMEs of compulsion on employers.

The various proposals included:

■ Compulsory minimum pension contributions.

■ Increased compulsion through the state collection of

NI and tax to improve the BSP and the S2P.

■ Compulsion with age-related contributions.

Many respondents and organisations are wary of

compulsion, including Lawrence Churchill, Standard Life,

the NAPF, the CBI, the ABI, the BBA, the ACA, Aegon,

Lloyds, HSBC Actuaries and Consultants Limited, the

Prudential, Help the Aged and the Institute of Actuaries.

The NAPF, the CBI and the Institute of Actuaries and

Watson Wyatt specifically say that there should be no

further compulsion above the level which already exists in

the system. Age Concern and the Prudential are wary of

compulsion into private pensions.

We were warned that compulsion is unpopular, inequitable

and unfair on low earners. The PPI doubts that a practical

system of compulsion into private pension saving can be

designed that will achieve the objectives of good pensions

for all.

And there are numerous, more specific arguments 

against compulsion:

■ Age Concern says that lifecycle issues mean that saving

is not always the best option and their submission is

one of several which note that compulsion limits choice

and could lead to an increase in the level of debt.

■ The ABI argues that rather than introduce a further

compulsory system we should make the S2P more

generous (which will in turn reduce means-testing and

remove a disincentive to save). They add that it would

be better to reduce the level of borrowing than

introduce compulsion.
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Figure B.10 Respondents’ views on compulsion (continued)

For Against

■ One individual proposes that we should move to a

system of compulsory wealth accumulation when

individuals have an income above a set minimum

and decumulation when they do not, with no

distinction between asset class.

We were also given various provisos for compulsion

[See below].

Opinions on compulsion also depend on who

compulsion should apply to.

On employers:

■ Standard Life and HSBC Actuaries and Consultants

Limited say we could allow companies to make

scheme membership a condition of employment.

■ Norwich Union suggests compelling employers to

auto-enrol people into pension schemes which meet

minimum requirements.

■ Help the Aged says employers should be obliged 

to provide schemes or contribute to second 

tier pensions.

■ Legal & General tells us to compel employers to

provide pensions or match employees contributions

into a scheme of their choice.

■ One individual suggests that rather than introduce a

compulsory system we should penalise employers

who do not provide a good scheme.

■ The NAPF, the CBI, the ABI, the ACA, amongst several

others, are concerned that compulsion could level

provision down to a minimum. The CBI says that

compulsion may not lead to an overall rise in the

savings rate.

■ Others are concerned with the potential to mis-sell

with compulsion.

■ We are told that low income earners should not be

compelled to save in risky products and that investment

risk should not be transferred to individuals.

■ The CBI thinks that compulsion is not in the interests 

of the very low paid who will find themselves no 

better off.

■ The ABI notes that there is a political risk for

government in setting the level of compulsion and

Standard Life say that there is a political risk if

compulsion does not deliver adequacy.

■ Some respondents think that compulsion could be seen

as a payroll tax and could reduce employment.

■ The Prudential thinks that it could destroy employer-

based schemes.

■ The ABI, the CBI and the NAPF are also concerned that

tax incentives for saving could be removed if savings

were made compulsory.

■ There is a strong belief that compulsion will place a

burden on small and medium sized employers which is

supported by the CBI and the SBC. The CBI says that

compulsion will place an unacceptable burden on SMEs

who are ill-equipped to help employees make key

decisions. The BBA say that wholesale employer

compulsion will have a negative impact on small and

medium sized employers. The SBC emphasise that any

solution should avoid placing extra burden on small and

micro-sized businesses.
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Figure B.10 Respondents’ views on compulsion (continued)

For Against

For employees/individuals:

For both:

■ The TUC advocates compulsion on 15% of earnings

above £6,000. They want to split contributions on a

ratio of 2:1 employer: employee and pay these into a

2nd tier scheme of the individual’s choice: either a

private scheme or a revitalised S2P.

■ The EEF proposes that a compulsory national

scheme funded initially by 2% employer: 2%

employee contributions, rising to 4% each over 10

years with an exemption for those already paying

into good quality provision.3

■ One individual proposes compelling employers to

contribute to pensions for all their employees and

compelling employees to contribute when they are

over 35. Individual contribution levels should be

phased in so they pay full rate by age 40. The

Government should credit the low paid and limit

investment choice to reduce risk.

■ The CBI believes that compulsion could distort

economic activity and make firms reluctant to grow.

■ The ABI believe that any increase in savings achieved via

compulsion will come primarily from low earners and

those not contributing to a pension or contributing very

little. They say that the later have higher debt to

income ratios so need to be able to opt out of saving if

it is not appropriate for them.

3 The EEF proposes that this compulsory system be introduced on top of an enhanced basic
state pension paying 21% of average earnings at 65 and 25% of average earnings at 75.
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Provisos for compulsion

We were also able to use responses to compile a list of proposed conditions

for compulsion if it were to be introduced: many of which were proposed by

organisations and individuals who were against compulsory private savings 

in principle.

■ The ABI says that if the government introduces compulsion then the level

should be adequate, the system must be transparent and durable, the

administration must be secure and efficient, individuals should be able to

chose the level of risk for their investment and the decumulation phase

should balance flexibility with security and retain choice via the open

market option. The risk of levelling down should be mitigated with

additional incentives.

■ Help the Aged warns that compulsion should not be introduced only 

on employees.

■ Lawrence Churchill says that if necessary we should compel individuals to

save a certain amount but not prescribe the method of saving. If we do

chose to recommend compulsion we should also consider assisting

individuals through compulsion on employers.

■ There was the view that compulsion would be welcomed by many as long

as it would benefit savers rather than financial institutions.

Other provisos include:

■ Any compulsion should be spread across individuals, employers (who

should be compelled to make a certain level of contributions), the state

(who should be compelled to stand by the promises made), and the

financial services industry (who should be compelled to be prudent 

with funds).

■ People should only be compelled to save into very safe products. One

individual also says that compulsion would be fair only if the government

underwrites the risk.

■ Even in a compulsory scheme where government collects contributions to

pass on to providers, consumers should be allowed to choose between

regulated products.

■ People with access to a decent DB scheme should be exempt from any

national compulsion.

■ If government compels individuals to save then it needs to subsidise 

those at low incomes.
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■ Any compulsory system also needs to limit investment choice to 

reduce risk.

■ A compulsory system would need large collective investment vehicles as

default in order to keep costs down.

■ A compulsory system needs to protect SMEs and the self-employed.

Auto-enrolment:

Several respondents to the Report also commented on the policy of auto-

enrolment: automatically enrolling individuals into pension schemes but

allowing them to opt-out if they so choose. The CBI and Norwich Union say

that they are in favour of applying the principle of auto-enrolment to pension

schemes. Auto-enrolment has also featured heavily in much of the public

media debate and has many supporters. The ABI are also in favour of

encouraging auto-enrolment. The Prudential is in favour of auto-enrolment

where employers make contributions.

6. Barriers to voluntary saving

Our First Report highlighted several barriers to saving: savings behaviour; the

costs of saving and the complexity of the system. Responses to our

consultation indicate that many employers do not want the responsibility of a

company pension scheme and that the lack of security puts respondents off

saving in a pension. And several submissions describe the removal of tax

credits on pensions as a raid on pension fund dividend income by the

government and now, as a reason not to save. One submission notes that in

order to solve the pensions problem, government has to overcome the

unrealistic expectations and widespread scepticism of the public.

The fact that people have seen their pensions decrease in value is described as

a reason not to save. Standard Life believes that the costs of saving in the UK

are very competitive given the distribution model and advice rules that apply.

However cost savings could be made by adopting a new distributions model

and the lighter touch sales regime. Others think that financial services

professionals charge too much for the return they achieve and one individual

suggests that performance related management charges should be introduced

for schemes. The TUC thinks that establishing multi-employer/industry wide

schemes will reduce costs.
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Trust is a significant problem, with organisations and individuals noting a lack

of trust in the government, the financial services industry and employers

[Figure B.11].

Figure B.11 Lack of trust in various bodies

Government Financial Services Employers

■ We heard that the government

does not address risks or stand by

its promises.

■ One individual writes that people

will not save until the

government helps those who

have previously lost out in

pension scheme collapses.

■ Another says that the problem is

partly caused by the government

giving out mixed messages.

■ We also heard that the

government needs to guarantee

that it will not change its 

plans again.

■ One individual thinks that

restoring the tax credits on

pension fund dividend income

will restore trust.

■ We have been told that the

financial services do not provide a

good return and are not prudent

with funds.

■ Another says that we need to

encourage the industry to

communicate clearly to

overcome issues with trust.

■ We have been warned that

individuals do not trust employer

schemes and this lack of trust is in

part due to employers changing the

level of contributions.

DWP_Appendix_B.qxd  18/11/05  8:05 pm  Page 51



7. Revitalising the voluntary system

A large number of submissions state that they are in favour of revitalising the

voluntary system including those from the NAPF, Legal & General, the ABI,

the CBI, the BBA, Aegon, Lloyds TSB, Norwich Union, Age Concern, HSBC

Actuaries and Consultants Limited and the Prudential. Their ideas about how

to revitalise the system, however, vary widely and some respondents propose

ways forward which involve more compulsory measures than others.

We asked respondents specifically to indicate whether they thought the

voluntary system could work for low income earners and here there was

considerable disagreement [Figure B.12].
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Figure B.12 Respondents’ views on whether voluntarism can work for low income earners

Yes No

■ Aegon believes that it is viable for the industry to

serve low income groups through the employer.

■ HSBC Actuaries and Consultants Limited thinks that

it will become possible to serve low income earners

as the lighter touch sales process and higher charge

cap take effect.

■ Lloyds TSB thinks that Reduction in Yields could 

fall if contributions (voluntary and NI rebates) were

collected and handled at a national level.

■ Another submission suggests that if employers set

up multi-employer schemes it would be possible to

serve low income earners.

■ Watson Wyatt says that the workplace can be an

efficient route to facilitate pension saving by people

on low incomes.

■ We have also been told that it would only be

possible if the government met the cost of advice 

or if pay levels increase at the bottom of the 

income distribution.

■ Legal & General believe that it is commercially 

viable to market to low income groups through 

the workplace.

■ The CBI believes that some low income people will 

be better off relying on state provision. The CBI would

like to see a voluntary “pension partnership” for low

earners where employees and employers each make a

minimum of 3% contributions which is matched at 

3% by government for first 5 years.

■ We heard that it was not possible to serve low income

earners in employer-sponsored pensions in small and

medium firms. One submission argued that low

persistency and low premiums mean that it is not

possible to serve low income earners and that this will

always be the case. We were also told that charges are

too high for low income earners and the market ignores

the lowest income earners.

■ Lloyds TSB says that low income earners are focussed

on subsistence and have nothing spare to save.

■ The BBA says that individuals earning less than 

£20-25,000 do not want to take risks with their saving.

■ The Prudential says that stakeholder pensions are not

economically viable for some market segments.
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Making voluntarism work

Although many organisations come out in favour of voluntarism, they 

suggest a broad range of ways to revitalise the voluntary system. Legal &

General says that we need to stimulate the demand for saving. Another

respondent suggests that we use insights into behavioural economics to

encourage more people to save in pensions. Most organisations suggest a

package of measures which would be necessary. Watson Wyatt, for example,

says that the system needs better, more rational incentives for saving, less

regulation, and better financial education.

In this Section, however, we have split the suggestions by the 

following themes:

i) Advice, information, education;

ii) Incentives;

iii) Employers and the labour market;

iv) Regulation; and

v) Products and scheme design.

i) Making voluntarism work: Through advice and information

A large group of respondents argues for better advice and information on

pensions and a drive to improve financial capability. Several responses

suggest that improving information and advice on saving will kick start

voluntary saving. Others argue for improved information and advice even

though they do not believe that this would have a significant impact on the

level of saving. We have been told to increase levels of information and

communicate the need to save to create a new savings culture.
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Norwich Union says that the government need to make it easier to give

financial advice. Several respondents think that there should be generic

advice separate from the sales process, particularly for low earners. One

person suggests that the government should fund, but not operate,

independent, face to face advice. Others think that information and advice

should come through the work-place, by, for example, improving information

to help employees understand the value of employer contributions. A few

respondents, including Legal & General, think that providing comprehensive

pension statements could help.

The CBI, the ABI, the ACA and Age Concern and several others all think better

education would go at least some way to improving the level of voluntary

saving. Aegon suggests that the industry, with government encouragement,

needs to run a campaign of education and information to change consumer

attitudes on the importance of saving. The Institute of Actuaries also believes

that financial literacy is important and that we need a simple information

campaign to communicate the need for individuals to provide for their own

retirement. Several submissions suggest that better financial education will

improve the situation but not solve the problem and most people will still

need professional advice. It was suggested that better education should be a

long term goal but it will not be the short-term answer.

ii) Making voluntarism work: Through incentives

Several respondents note that there should be good rational incentives for

people to save and the government should increase these. We have been

reminded that incentives need to be simple and stable. It is suggested by

some that incentives should be focused on those with low incomes or on

individuals approaching retirement. Dr Ros Altmann says that both individuals

and employers need better, fairer incentives, targeted at those who need

them most. The London Stock Exchange notes that removing stamp duty 

on equities will increase pension values and incentivise saving.

Tax relief is the most contentious form of incentivising saving, Figure B.13

studies respondents’ views on tax relief.
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Figure B.13 Respondents’ views on tax relief

For Against

■ A few respondents suggest that we should leave the

current system as it is but the majority of those in

favour of tax relief thought that the current system

needs revising or remarketing.

■ Several respondents think tax relief should be

simplified and/or used to incentivise long-term

saving. Lawrence Churchill suggests that tax could

be used to enhance rates of return.

■ The CBI says the government should increase

awareness of tax relief.

■ The ABI says tax relief should be rebranded with a

clear message.

■ Age Concern and Help the Aged, amongst others,

think that tax relief should favour low to middle

income earners.

■ Several responses argue for a reduction in higher rate

tax relief or a single rate of tax relief.

■ The Small Business Council suggests using tax 

relief to support employers who contribute to

employee pensions.

■ The CBI, and others, suggest using tax relief or credits

to help businesses contributing to pensions.

Several responses criticise the current system of tax relief

and cite the following reasons:

■ Tax relief favours the rich;

■ Tax incentives are not generally understood; and

■ The annual payment of tax allowance is inefficient 

and unfair.

Several other responses argue for the abolition of tax relief:

■ One individual suggests that the government should

abolish tax relief and put money saved towards

benefits.

■ Another thinks that no tax relief is necessary above

£30,000 annual earnings.

■ The Women’s Budget Group proposes limiting tax relief

to 22% and then phasing it out.

■ One respondent suggests that it would be better to not

give tax relief during the accumulation phase and to not

tax pensions in payment.
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iii) Making voluntarism work: Through employers/ labour market

Legal & General, Aegon and the Prudential amongst several others think that

work place/employer provision is key to revitalising the voluntary sector.

Several organisations, including Age Concern, think that employer

contributions are key and that government should encourage and incentivise

higher contribution levels:

■ The CBI and the Norwich Union, amongst others, would like the

government to incentivise employers to contribute to schemes. HSBC

Actuaries and Consultants Limited would also like to reward employers for

sharing risk with employees. The ACA thinks that there should be incentives

for those employers whose schemes meet certain requirements. The

Prudential would like the government to incentivise smaller employers to

contribute to schemes.

■ The CBI believes that a tight labour market will make employers provide

better benefits and that employers should match employees contributions

where they can afford to. They call for the introduction of a Pensions

Contribution Tax Credit and they are particularly in favour of

incentivisation for SMEs and suggest a range of methods: seed-corn

funding, industry wide schemes, subsidised IFA advice and incentives for

contributions for low earners.

■ The ABI also calls for a Pension Contribution Tax Credit which could be

targeted at SMEs to encourage employer contributions to pensions. They

also suggest incentivised financial advice in the workplace.

■ There was also a call for the government to introduce lower taxes on

employers and employees to encourage private provision and increase

incentives for pension funds.

■ Other suggestions include making one to one advice at work mandatory,

incentivising employer provision through the NI system and encouraging

salary sacrifice and taxing those companies who do not provide DB

schemes and using this money to fund protection for those who do. The

TUC think that we should look at creating multi-employer schemes and

the NAPF argue that there is a clear role for multi-employer schemes in

which economies of scale could be generated to the benefit of sponsoring

employers and scheme members.

iv) Making voluntarism work: Changes to regulation

Some respondents, including the ACA, suggest that radical simplification and

reduction of regulation or making regulation more proportionate could help

revitalise the voluntary system. The NAPF says that the volume, cost and

prescriptiveness of the regulatory system are a major cause of the decline of

occupational pensions and the government should simplify regulation to

allow the private sector to flourish. More specifically, one submission says
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that the government need to rewrite FRS17 to make it more realistic for DB

schemes. HSBC Consultants and Actuaries Limited call for genuine

simplification of the pensions regulatory regime.

v) Making voluntarism work: with products and scheme design

Several respondents have written to us with proposals about scheme design

in the private saving sector. The greatest call was for increased flexibility and

portability of products. The ABI argues that pot proliferation and lack of

persistency in saving are significant problems and we should look at ways to

enable employers to pay contributions into an individual’s pension pot and

make transferring funds easier. The CBI, amongst others, would support a

system of pension pots owned by individuals into which employers could pay

pensions contributions. The BBA believe that the introduction of

individualised long-term savings pots into which specific retirement

contributions could be made would reinvigorate saving and provide more

flexible ways of doing so. Standard Life suggests establishing a means

through which employer contributions could be collected and channelled into

an individual’s pot to encourage persistency. Aegon is sceptical as to the

overall benefits of establishing a central clearing house by which to do this.

HSBC Actuaries and Consultants Limited say there should be flexibility in

relation to retirement patterns, for example, final salary schemes should be

able to convert pensions into a pot of money so as to facilitate staggered

vesting. The ACA says employers should be able to change scheme rules

retrospectively to reduce unexpected costs due to longer life expectancy

including raising the normal retirement age. They would also like to see the

promotion of lower cost DB schemes offering “foundation level” benefits.

The second most frequent set of demands is for simpler, more transparent

products. Professor Nicholas Barr writes that we need simple reliable savings

products to facilitate voluntary pension saving. One submission told us

specifically that people want a no-risk, modest-return, tax-free product with 

a guarantee that it will pay out. Another suggests launching simple ISA like

products for pension saving which will not require a sales process. And yet

another says that we should introduce a Personal Savings account for all

based on a compulsory 10% contribution which could be collected through

the NI system.

Other proposals include introducing schemes where the value of the pension

is affected by the average life expectancy at time of retirement or schemes

that operate like bank accounts and allow people to access assets. We have

been warned that pension fund design must lock a certain amount of the

fund into bonds. Help the Aged also says that pensions should be designed 

to be split on divorce.

Life-cycle issues are also important to some respondents. One individual

proposes investing at birth for a pension pot. More respondents say that

people should be able to bequeath pensions wealth or bequeath their estates

into pension-type savings for the recipient.
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8. Risk

Achieving the appropriate risk-sharing balance between the state, employers,

the financial services industry and individuals will be a key in any pension

reform. In our First Report, the Pensions Commission highlighted the shift in

pension provision from DB to DC and asked whether the large shift of risk to

individuals which is currently occurring is acceptable and/or avoidable. No

respondent said that this shift in risk is acceptable. Many, however, including

the ABI, think that it is unavoidable. Watson Wyatt notes that high levels of

regulation, required benefits and recent changes to pension legislation such as

the set up of the PPF have encouraged the shift to DC pension provision and

the consequent shift in risk holding. Legal & General, however, thinks that risk

has shifted to individuals because they do not appreciate others taking it on

their behalf or understand the consequences of risk.

Looking ahead, there was a range of opinion about who should bear risk [Figure

B.14].
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Figure B.14 Who should bear risk in pension provision?

State Employer Individual

■ We were told that the

government should guarantee risk

in any compulsory system up to

a stated level of income.

■ Standard Life thinks that the

state should take on more of the

risk for low earners.

■ One submission argues that the

state should take on longevity

and inflation risk and another

says that risk should be borne by

society through the state.

■ The ACA and the Prudential,

amongst others, say that the

Government should issue ultra

long-dated or longevity bonds.

■ The NAPF also says that the

government should consider the

merits of issuing long-dated or

longevity bonds to help schemes

manage longevity risk.

■ The Institute of Actuaries,

however, would welcome ultra-

long gilts but is not convinced

that government should issue

longevity bonds.

■ The ACA notes that employers

are unwilling to take on 

mortality risk.

■ Amicus says that we need to 

look at ways to encourage

employers to provide DB

schemes. Another respondent 

said that we need to protect DB

schemes from employer raids,

and should consider a move to

career average schemes.

■ One individual warned that we

need to reassure individuals that the

factors on which they calculate risk

will not be changed by government.

■ The Prudential and the London

Stock Exchange say that we need 

to improve consumer understanding

of risk and reward.
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Figure B.14 Who should bear risk in pension provision? (continued)

Most respondents argue for some sort of risk sharing arrangement:

■ Age Concern thinks that we should seek to preserve the current balance of risk sharing, and the CBI, the

ABI and Help the Aged all believe that we need a clear, comprehensible division of risk between

individuals, employers, financial institutions and state.

■ HSBC Actuaries and Consultants Limited argue that employers should take investment risk and individuals

should take on mortality risk and that employers should be rewarded for sharing risk.

■ The TUC suggests introducing industry wide schemes to pool risk between small and medium employers.

■ The NAPF, the TUC, the CBI and Age Concern, amongst others, say we should encourage risk-sharing

pensions and hybrid schemes such as cash balance or career average schemes. The CBI and the NAPF

note that in order to do this, the government should not apply the regulations for DB schemes to hybrid

schemes. The NAPF also say that government should give encouragement to pension arrangements

where risks are shared between employers and members such as cash balance or career average schemes

and the regulation of such schemes needs careful consideration.

■ One submission argues that government should spread risk in DB by allowing companies to change

employee contribution levels and allow pensions to be partially funded on a PAYG basis where companies

have large deficits. Government should also underwrite DB schemes and meet the cost of this through a

charge on those employers not providing DB pensions.

■ The EOC feels that individuals should not have to take on investment risk for their subsistence income.
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Investment risk is also a significant issue in funded pension saving. We have

been told that there should be no investment risk in basic pension provision

and that above this asset allocation should be as diverse as possible. We were

warned that a policy based mainly on private saving could result in cohorts of

poor and rich pensioners because of the volatility of the stock market.

Annuities

The Pensions Commission has noted that the public debate has a tendency to

focus on the accumulation phase of pension saving and the issues surrounding

the decumulation phase are less well discussed.Yet any policy designed to

increase savings in DC schemes will place increased demand on the annuities

market which the insurance industry will have to absorb. The ABI tells us that

there is some concern about the capacity of market which would be eased by

a wider base of supporting investments including new and innovative

instruments. It is also noted that consumers want a guaranteed income in

retirement but also want return of unused capital when they die. It is this

desire for a pot to bequeath which seems to turn the issue of annuities, and

particularly compulsory annuitisation at age 75, into a contentious one.

We have heard various arguments both for and against annuities [Figure B.15].
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Figure B.15 Respondents’ views on annuities

For Against

■ Legal & General tells us that the annuities market 

is robust but the government should back it with

long-dated or longevity bonds.

■ The Prudential says that annuities are the most

financially efficient way of converting retirement

funds into an income for life..

■ One submission proposes a government backed

standard retirement annuity. Another calls for the

introduction of a flexible, deferred annuity which is

underwritten by the State.

■ Aegon says it should be possible to pool pension pots

at retirement to enable couples to purchase a joint

life annuity

■ The ACA says we should consider alternatives to

annuities.

■ Standard Life warns that the annuity rate risk is

significant for people with DC pension arrangements.

■ Watson Wyatt writes that there is a risk associated with

individuals preferences for single life flat annuities given

the growth in DC schemes.

Change:

■ Six responses call on us to abolish the requirement to

purchase an annuity at 75.

■ Age Concern argues that it should be compulsory to

disclose the purchase of a single life annuity.
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9. Non-pensions savings and housing wealth

In our First Report we concluded that non-pensions assets and housing assets

in particular, are significant and could play a significant role in pension

provision on average but that they do not provide a sufficient solution to the

pension problem because of the uneven distribution of assets.We asked

respondents whether they agreed with our assessment and received a range

of responses [Figure B.16].

Figure B.17 Respondents views on non-pension savings and housing wealth

More significant than the Commission thinks… Not the whole solution…

■ Professor Tim Congdon writes that all saving within

the UK should be considered relevant. Overall

national savings are about at the level to produce

60% of earnings in retirement. The problem to tackle

is unequal distribution of assets.

■ The ABI, the ACA and the Prudential think that non-

pension assets and housing are more important than

the Commission states. The ACA thinks that the

market for equity release is likely to grow. The BBA

also say that housing assets are increasingly a key

consideration when providing for retirement.

■ Lawrence Churchill writes that housing wealth 

could be more important if asset prices rise faster

either because of a shortage of supply or driven 

by fiscal incentives.

■ One submission notes that non-pensions assets are

important for the self-employed.

■ Another individual writes that the housing market 

is easier to understand and value of asset easier 

to determine.

■ The NAPF and the CBI both agree with our conclusion

that non-pension assets and housing will not provide a

total solution.

■ One individual notes that some people are in theory

keen to use some assets for retirement but also that

the Commission is right to be cautious about the extent

to which people on low incomes will be able to

liquidate assets. Inheritance is least likely to go to

those who need it.

■ Age Concern think that inheritance will increase the

unequal distribution of wealth.
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