
In our First Report, Pensions: Challenges and Choices, we set out our preliminary
assessment of current pension provision in the UK and of trends in that provision.
The findings of that Report have largely been confirmed by our further analysis over
the last year. They are summarised in the panel on the previous pages but many of
them are taken as read in this Chapter and in the rest of this Report.

This Chapter therefore focuses on areas of analysis where new research over the last
year has led us to reinforce or amend the detail of our conclusions, while Chapters 2
and 3 identify the implications of those conclusions for appropriate policy.

Five key conclusions have emerged from our further research:

1. Current pensioner income levels are on average high by historical standards:
and many people approaching retirement in the near future will have good
pension provision. But there are significant gaps in the current system, and
looking forward the current system of private funded pensions, combined
with the current state system, will deliver increasingly inadequate and
unequal results.

2. The problems are not solvable through changes to the state system alone,
nor by incremental measures to encourage voluntary provision. But attitudes
to further compulsion are ambivalent.

3. Savings through house purchase and inheritance of housing assets will make 
a significant contribution to pension adequacy for many people, but are not
sufficient answers to the problems with the current pension system.

4. Long-term pension policy needs to be robust in the face of rising life
expectancy and of major uncertainty about the pace of that increase. Longer
working lives are an essential but not sufficient element of the response.

5. International analysis suggests two innovative approaches to the provision of
earnings-related pensions from which the UK could learn:

(i) nationally administered but individually owned accounts; and 
(ii) automatic enrolment applied at a national level as well as in individual

employer schemes.

Assessing the current 
position: implications of 
further research 1
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1. Current state and private systems will deliver increasingly
inadequate and unequal results

Our First Report described the severe problems facing the UK’s pension

system looking forward. But it is important to recognise that for many

current pensioners and many just approaching retirement, the past system

has worked well.

The assumption behind public policy has been that this success will continue.

Indeed a fundamental proposition of UK pension policy, under both the

present and previous government, has been that public expenditure on

pensions can be contained in the face of the demographic challenge, because

voluntary private pension provision will rise to fill the gap. But this is simply

not occurring: public expenditure is likely, even with unchanged policies, to be

higher than previously assumed, private pension provision is not growing and

the combination of public and private provision will leave many people with

inadequate pensions.

Current pensioner income on average at historic high

It is important to recognise that on average current pensioner income is at 

an historic high relative to average earnings. Since 1979, most categories 

of pensioner have seen real incomes rise slightly faster than society as a

whole, with particularly large increases for higher income pensioners [Figures

1.1 and 1.2].

Many (but not all) pensioners just approaching retirement are also well

provided for. Latest results from the English Longitudinal Study of Ageing

(ELSA) analysed by the Institute for Fiscal Studies (IFS) suggest that 60% of

50-65 year olds may be on target on the basis of pension wealth alone to

enjoy pensions above the ‘adequacy’ benchmarks we proposed in the First

Report, many by a significant margin. The number adequately provided would

rise higher still if housing wealth were converted into pension income [See

Section 3 below].

These facts have major implications for pension policy in the short-term.

In particular they suggest that immediate increases in public expenditure on

non-means-tested benefits would in many cases flow to well-provided

pensioners. They provide a rationale for dealing with some of the problems

that the inherited system has left (for instance for many women with

interrupted work records and caring responsibilities) in a partially means-

tested fashion.
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Figure 1.1 Mean income of pensioners relative to average earnings
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Note: Incomes net of taxes, pension contributions and housing costs.

Figure 1.2 Percentage change in pensioner incomes relative to average earnings: 1979-2003/04
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But they should not be the basis for any complacency about the future.

Current and soon-to-be pensioners are on average the beneficiaries of three

favourable effects which will not apply to future generations:

� Pensioners retiring in 2005 with fully paid-up Basic State Pension (BSP) 

and State Earnings-Related Pension/State Second Pension (SERPS/S2P)

rights will enjoy combined state pensions far more favourable than enjoyed

30 years ago, or will be enjoyed in 30 years’ time [Figure 1.3].

� Pensioners retiring with final salary related pensions today are set to enjoy 

more valuable pensions than any previous generation has enjoyed.

This increased value reflects longer life expectancy not offset by higher

pensionable ages, and the statutory requirements for price indexation,

leavers’ and spouses’ rights, imposed during the 1980s and 1990s, which

did not apply in the 1970s.

But looking forward, as the impact of final salary scheme closures works

through, only a very small proportion of private sector workers will enjoy

pensions this valuable. Defined Benefit (DB) rights dominate the pension

wealth of those approaching retirement [Figure 1.4]. On current trends

(described below) this source of wealth will decline significantly.

� Finally as discussed further in Section 3 below, many of those about to

retire have enjoyed a uniquely favourable opportunity to accumulate

housing wealth prior to retirement.
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Figure 1.4 Mean family pension wealth in each form: by decile of total pension wealth
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Figure 1.3 State pension at point of retirement assuming full contribution record for a person who has been on

average full-time earnings throughout their working life: percentage of average earnings 
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Key aspects of current state pension provision and implications if current

indexation arrangements continue indefinitely

These were described in the First Report, and they are set out in more detail in

Chapter 4. The essential points are:

� At the time of our First Report, published projections showed public

expenditure as a percentage of GDP rising from 6.1% in 2004 to 6.9% in

2054, a rise of only 13%, despite a 45% projected rise in the number of

people aged over 65 years. This implied a 27% fall in average pensions

relative to average earnings [Figure 1.5]. The Pensions Commission’s base

case forecast [described later in this Chapter, see Figure 1.19] suggests a

slightly higher figure for public expenditure, but the overall strategy of the

government remains that state pension expenditure should not rise

significantly as a percentage of GDP with the government playing a

reduced role in earnings replacement for the average pension. [See Figure

4.1 for details of the Pensions Commission’s base case projection. This

base case assumes that “current indexation” arrangements continue

indefintely: future government policies may differ since commitments to

indexation regimes are not fixed over the long-term.]

� The Pensions Commission’s projections assume that the position of the

poorest pensioners will be protected by linking the Guarantee Credit to

average earnings. We believe that this policy is the most effective way to

ensure that pensioner poverty does not increase, but the inevitable

consequence of this, combined with reduced generosity on average, is that

the system would, if other indexation rules also remained unchanged,

become more means-tested. Non-means-tested pensions would therefore

deliver decreasing replacement rates, but with larger means-tested top-ups

for those who do not save to supplement state pensions [Figure 1.6].

� Over the long-term the system will become flat-rate, as the Upper Earnings

Limit (UEL), linked to prices, falls in average earnings terms [Figure 1.7].

Compulsory earnings-related provision will slowly disappear from the

system, both for those who select the contracted-in Pay As You Go (PAYG)

option and for those who contract-out and make compulsory earnings-

related contributions to private funded schemes.

� Given this evolution, the rapid development of private provision is essential

for two reasons:

(i) to compensate for the decline in compulsory earnings-related

provision.

(ii) to limit expenditure on means-tested benefits which people can

receive if their private saving is low.
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Figure 1.6 Gross replacement rate from the state for an employee retiring in 2005 and 2050 assuming no 

private saving
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Figure 1.5 Projected state spending per pensioner indexed in constant 2003/04 price terms: 2004 projections
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Voluntary pension saving is not growing

Rather than growing however, voluntary pension saving is in serious 

decline, and previous government initiatives to stimulate its growth have 

not succeeded.

� In 2003/04, 46% of those in work were not contributing to a private

pension. This reflects an increase in those not contributing of around

400,000 people since 2002/03 [Figures 1.8 and 1.9]. Participation rates in

schemes voluntarily provided by employers (a subset of total private

provision) have also continued a slow decline [Figure 1.10].

� A primary policy initiative that focused on increasing participation, the

Stakeholder Pension, while achieving some reduction in costs, has not

achieved any measurable increase in participation. Eighty per cent of all

employer designated Stakeholder schemes are “empty shells”: nominated

schemes but with no members.

� Where employers do provide pensions, the shift away from Defined Benefit

(DB) schemes has continued even more rapidly than we predicted in the

First Report. There are now fewer than 2 million active members of open

private sector DB schemes [Figure 1.11]. In the First Report we suggested

that the number would be unlikely to stabilise above 1.6-1.8 million: a

much lower figure now looks likely. It is difficult to see private sector DB

provision, certainly final salary in form, playing more than a minimal role in

the future UK pension system.
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Figure 1.7 State pension income at retirement for an employee retiring in 2005 or 2050: assuming no 

private saving
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Figure 1.8 Participation in private pension schemes: 2003-04, millions
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Note: Those individuals with personal pensions that are only receiving contracted-out rebates have been counted among non-contributors since
they will only accrue pension rights equivalent in value to the SERPS/S2P rights foregone (assuming that GAD calculations of appropriate
rebates are fair).
As the numbers of inactive and unemployed individuals contributing to Stakeholder Pensions are small (fewer than 0.1m in FRS) they have
been ignored for the purposes of this analysis.
Figures may not sum due to rounding.
Figures are for GB only. Working age is defined as all adults aged 16-59/64. Individuals aged 16-18 who are in full-time education are not
included in the analysis.
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Figure 1.9 Change in private pension participation: 2002-03 to 2003-04, millions

Source: FRS, 2002-03 and 2003-04

Note: Those individuals with personal pensions that are only receiving contracted-out rebates have been counted among non-contributors since
they will only accrue pension rights equivalent in value to the SERPS/S2P rights foregone (assuming that GAD calculations of appropriate
rebates are fair).
As the numbers of inactive and unemployed individuals contributing to Stakeholder Pensions in 2002/03 and 2003/04 are small (fewer 
than 0.1m in FRS) they have been ignored for the purposes of this analysis.
Figures may not sum due to rounding.
Figures are for GB only. Working age is defined as all adults aged 16-59/64. Individuals aged 16-18 who are in full-time education are not
included in the analysis.
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Figure 1.10 Trends in participation in private sector employer-sponsored pension schemes
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Note: Earnings bands are based on annual earnings for all employees who have been in post for 12 months or more.
The definition of employer-sponsored pension participation is all individuals currently contributing to either a salary-related,
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Figure 1.11 Active members of private sector Defined Benefit pension schemes by scheme status, millions 
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Figure 1.12 Employers’ attitudes to pension provision

The Employer Task Force on General employer attitudes:

Pensions (December 2004)

� “...many (employers) no longer see the short and medium-term

benefits” of providing a pension [p.4].

� “… for many companies the business rationale for providing pension

provision rests on being ‘average’, in other words, not standing out

negatively compared with competitors for recruitment and retention

reasons. And, while the benefits are not easily quantifiable, the costs 

are.” [p.18]

� “...many employees don’t place the same value on pensions that they 

do on other benefits… Put bluntly, if employees don’t value pensions

sufficiently, employers are less likely to provide them.” [p.18]

Specific smaller company attitudes:

� “Employees currently show little or no understanding of pensions and

demonstrate little demand for them. Based on this, smaller business

employers see very little incentive to provide a good pension.” [p.35]

� “The lack of confidence (in the pensions industry) is making some

employers wary of promoting pensions to their employees.” [p.20]

� “If smaller businesses are to engage in pensions more actively, additional

incentives will be required.” [p.35]

Pensions Commission Small � Virtually none of the participants believed that employers had any 

and Medium Enterprises significant responsibility for providing pensions.

Focus Groups

� Participants were almost unanimous in arguing that there is no significant

benefit in terms of recruitment and retention from providing pensions as

most employees do not perceive value in having a pension.

Note: The Employer Task Force on Pensions, chaired by Sir Peter Davis, was asked to advise the Secretary of State for Work and Pensions on
the role of employers in the pensions partnership, and to recommend any steps which might make a voluntary system better.

Representatives of 106 small businesses took part in the Pensions Commission’s SME focus groups, with most employing fewer than
50 staff. See Appendix D for further details.
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� This rapid retreat from DB provision, and slow retreat from any provision,

reflects the profound shift in employer attitudes to pension provision which

the Employer Task Force and the Pensions Commission’s focus groups of

small and medium-sized employers have highlighted [Figure 1.12].

– Increased awareness of the risks now involved in DB schemes, and

changes in the accounting rules, have led most companies to believe

that the only safe form of pension provision is Defined Contribution

(DC).1 Within the DC arena moreover, there has been a shift from

occupational trustee based provision to Group Personal Pension (GPP)

provision, with many companies increasingly wary of playing any role

other than bulk buyer and contributor.

– But an increasing number of companies also believe that they gain

limited labour market advantage from paying people via pensions rather

than cash wages, despite the considerable tax and National Insurance

(NI) advantages. Focus groups of small companies, conducted by the

Pensions Commission, reveal a strong belief that it is simply not

companies’ business to provide pensions and that they gain limited

benefits in the labour market from doing so, since employees do not

value the benefit highly.

� One favourable development of the last year is that there are some signs

of an increase in average contribution rates to DC schemes [Figure 1.13].

This may not however reflect an increase within specific individual DC

schemes, but rather the possibility that DC schemes of reasonable

generosity are now being opened by large companies which previously

provided still more generous DB schemes. This increase in contribution

rates moreover does nothing for the increasing percentage of the

workforce not participating in private pension provision at all.

1 As Chapter 2 describes, not only have companies become more aware of DB scheme risks, but
those risks have been increased over the last several decades by regulations designed to make
voluntary employer provision play a surrogate social security role e.g. compulsory indexation,
and compulsory survivor benefits. [See also First Report Chapter 3 Annex for a more detailed
description.]
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Figure 1.13 Average contribution rates to Defined Contribution schemes
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Note: Occupational DC contributions data based on GAD weighted average, based on the number of active members, across all schemes with 
12 or more members.
GPP contributions data based on ACA data for average contribution levels.
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Pension provision to remain state dominated on current trends 

The UK pension system will therefore, on present trends, remain dominated

by state provision. The government has in the past stated an objective of

shifting the balance of pension provision towards the private sector, with an

aspiration that 60% of pension income should derive from private sources

and only 40% from the state, compared with over 60% from the state today.

This will not occur unless trends change radically. Indeed the system could

well become more state dominated than at present.

� Private pension contributions increased over the last year [Figure 1.14].

But the growth is concentrated within self-administered occupational

pension schemes, primarily DB schemes which are increasing contribution

rates and making special contributions to cover existing deficits and

promises already made to existing members, while in most cases closing

the scheme to new members. With DC contribution rates typically well

below DB rates, the long-term trend, as we projected last year, is likely to

see a declining percentage of GDP flowing into private funded pension

schemes [Figure 1.15]. In terms of income flowing to pensioners, the past

growth and past funding of DB schemes together with an increase in the

number of pensioners as the baby boom generation retires, will continue to

drive an increase in non-state pension income as a percentage of GDP for

about the next 30 years, but beyond 2035, both private DB pension

income and total private pension income will fall as a percentage of GDP,

though public sector employee pensions, on present plans, will continue 

to rise. Our best estimate drawn from a variety of sources is shown in

Figure 1.16.

Figure 1.14 Components of funded pension contributions as a percentage of GDP
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Figure 1.15 Possible change in pension saving as a percentage of GDP with the maturing of the DB-DC shift
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Note: Assumes membership of private sector DB schemes will ultimately fall by 60% from 2000 level, that all are replaced with DC, that current
DB and DC average contribution rates are unchanged, that DB top-ups fall to zero and that other contributions are unchanged.

Figure 1.16 Private pension income as a percentage of GDP by source 2005-2050
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Note: Pension income based on Pensions Commission estimates from the Family Resources Survey, the Blue Book and Pensim2.
Includes income from annuities and lump sum payments.
These figures include all pension income whether flowing to people below or above State Pension Age. Other figures (e.g. Figure 1.21) 
focus solely on the income of those above SPA. About 40% of non-state pension income currently flows to early retirees.
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Figure 1.17 Percentage of the population in a second tier pension: age 20-SPA
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Note: S2P started in 2002/03 which enabled low earners and carers to accrue pension rights that they could not previously.

� The DB to DC shift will also tend to produce a shift from contracting-out

to contracting-in, improving short-term government cash flow but at the

expense of higher future liabilities. The percentage of the population

contracted-out of the State Second Pension (S2P) continues to decrease

[Figure 1.17]. And many insurance companies and financial advisers are

now advising individuals with Approved Personal Pensions (APPs), that

contracting-in is the better option [Figure 1.18]. If it were not for

consumer inertia and confusion it is likely that the trend to contract-in

would be even stronger.
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Figure 1.18 Insurance company advice on contracting-in/contracting-out for personal pensions

Pension Current opinion Approach to communication Response rate Future policy
provider

1 Almost all customers should Wrote to all contracted-out 20% contracted back in. Writing to all direct customers (i.e. not 
be contracted-in to S2P. customers to say that they should registered with an IFA) to say they will be 

only stay contracted-out if automatically contracted-in unless return  
an IFA advises. a form saying they wish to remain 

contracted-out.

2 Men over 60 and women over 54 Wrote to all customers over the 3% of IFA customers and 17% Not moving to a system of automatically 
should definitely be contracted back past two years encouraging review of direct customers contracted contracting back in, since some customers
in. In general no clear actuarial gain of decision – but information back in. may do better contracted-out if 
from contracting-out but may be not advice. investment growth strong.
appropriate for some.

3 Current rebates not large enough   Up to 2002/03: wrote to customers Up to 2003/04: less than 5%   For 2005/06 and 2006/07 will provide 
to compensate for risks of advising contracting back in of customers contracted back strong guidance that contracting back in 
contracting-out. above ‘pivotal age’. in each year. is appropriate for most: but will not use 

automatic contracting back in since 
2003/04: advice on critical pivotal ages less clear than in 2004/05.
yield pivot points.

2004/05: Automatic contract back in 10% of older age group chose 
for men over 60 and women over to stay contracted-out.
54 unless return form to stay out.
Advice to younger age groups that 10% of younger age group 
remaining contracted-out could contracted back in.
result in smaller pension.

4 Do not believe in providing Have only IFA customers not direct. Around 2% have contracted  Will repeat letter and attach information
general recommendation. Wrote to all customers with a back in. and encourage customers to seek advice.

neutral covering letter.

5 Many customers better off Until 2002 advised those below 30% of direct customers Considering automatically contracting  
contracting back in, though for pivotal age to stay contracted-out. per year contracting back in. back in all direct customers, unless return
some contracting-out could form to stay out. Alternative is 
remain beneficial. 2003/04 wrote to all direct customers encouragement to contract back in.

except men 51-55 to encourage 
contracting back in. IFA customers will receive a letter asking 

them to review options.

Source: Insurance company details provided to Pensions Commission

Note: “Critical yields” are calculated by the insurance industry as being the return required by a personal pension to match expected State Second Pension benefits
foregone through contracting-out.
The “pivotal age” is the age at which the contracting-out rebate may not be greater than the benefits from State Second Pension from contractin-in.
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� Pensions Commission modelling meanwhile suggests that state pension

expenditure, even if current indexation arrangements were continued,

would be likely to rise above last year’s published projections, reaching

7.6% of GDP in 2050 rather than the 6.9% previously forecast [Figure

1.19]. This reflects new mortality assumptions, and more realistic

modelling of future private pension income flows which, as Figure 1.16

shows are likely to grow for the next 30 years, but fall off thereafter. The

most rapidly growing element within the total would be expenditure on

the Pension Credit (and specifically on the Savings Credit element within

it). If current indexation arrangements were maintained, this would grow

rapidly both because the value of the BSP is falling relative to the

Guarantee Credit, and in the long-term because of the projected fall in

private pension income as a percentage of GDP.

� Under current arrangements government expenditure on unfunded

pensions for public sector employees, will grow significantly: from 1.5% to

at least 2.2% of GDP in 2053/54 [Figure 1.20].

Taken together these trends imply that the percentage of pension income of

pensioners aged over SPA which derives from public expenditure will increase,

not decrease, over the next 45 years [Figure 1.21].

Increasing inadequacy and inequality

The likely evolution of the pension system, public and private combined, also

however implies inadequate pensions for many and an increasingly unequal

distribution of pension rights. Last year we estimated that 9.6 million people

were on target for pensions they are likely to consider inadequate, unless

either they were willing to work significantly longer than most people

currently expect to, or unless they have significant other assets, such as

housing, on which they could draw during retirement. But three groups of

people continue to be on target for attractive pensions. These are:

� Many public sector employees, who account for about 18% of all

employees but who we estimated in the First Report account for about

36% of all accrued pension rights and funds.

� Members of private sector DB schemes, who are receiving pension

promises twice as valuable as those enjoyed in typical DC schemes. In

companies where the scheme is closed to new members but still accruing

rights for existing members, this inequality may exist between employees

doing identical jobs.
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Figure 1.20 Forecast public expenditure on unfunded public sector employee pensions under unchanged plans as a

percentage of GDP

2003/04 2013/14 2023/24   2033/34 2043/44 2053/54
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Source: Long-term public finance report, December 2004

Note: The published figures are given at 10 year intervals, it has been assumed that there are no fluctuations between these points.

Figures likely to be revised up to reflect
new GAD life expectancy assumptions

Figure 1.19 Public expenditure on pensioners as a percentage of GDP 2005-2050: Pensions Commission base 

case projections

2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
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Source: Pensions Commission analysis

Note: Other includes Winter Fuel payments and free TV licences.
The public expenditure projections quoted here and at other places in this Report and the estimates of the percentage of pensioners
covered by means-testing, reflect the complex interaction of numerous trends. Published official estimates have varied from year to year.
Figures should therefore be considered as indicating broad trends and particularly differences between options. Appendix F explains the
modelling tool Pensim2 which has been used to generate these projections. Note in particular that the projections use fixed assumptions
for flows of private pension income. In reality one might expect options entailing weaker incentives through wider means-testing to imply
smaller flows of this kind, which could increase public spending on means-tested benefits further.
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� And high income members of “top hat” DC schemes which pay far higher

contribution rates than members of ordinary schemes enjoy.

In addition, as Chapter 4 will illustrate, the lowest earners would be protected

from any pension income erosion if current indexation arrangements

continued. Indeed for low earners who do not save privately, if present

indexation arrangements were continued indefinitely, replacement rates

delivered by total state benefits would increase over time. The losers

conversely will be concentrated among people of average and low (but not

very low) earnings working for small and medium companies that typically 

do not provide employer contributions, and among the self-employed.

2. Changes to state system and incremental measures to
encourage voluntary provision insufficient to fix problems:
but attitudes to compulsion ambivalent 

Changes to the state pension system, and to plans for its future evolution,

will be essential to provide a sound base for private pension saving, but even

significant state system change would not be sufficient to solve the problems,

since there are inherent barriers to an effective voluntarist solution. But

compulsion also would have disadvantages, and attitudes towards it are

ambivalent.
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Figure 1.21 The implications of current indexation arrangements and savings behaviour for the percentage of GDP

transferred to pensioners: Pensions Commission base case projections
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Reforms to state system as a base for private saving

The UK state pension system suffers from a variety of significant deficiencies. Some

of these have always existed and relate to the treatment of people (in particular

women) who have had interrupted paid work records. These problems are

described in Chapter 4. But focusing on the implications of the state system for 

the effectiveness of voluntary private saving, there are two major problems – the

possible future growth of means-testing, and extreme complexity.

� Means-testing. If current indexation arrangements were maintained

indefinitely, the percentage of pensioner households subject to means-tested

withdrawal of state benefits at some point in retirement would rise steadily

and would be above 70% in 2050 (though the percentage subject to 100%

withdrawal rates would fall) [Figure 1.22].2 This spread of means-testing would

result both from the fact that the BSP would, under current indexation

arrangements, fall steadily in value relative to the Guarantee Credit level, and,

after about 2035, from the reduction in private pension income as a

percentage of GDP. Means-testing, as Chapter 6 of the First Report described,

reduces rational incentives to save for many people. Some financial advisers 

are therefore wary of selling pensions to low earners for fear of mis-selling:

indeed it is possible that IFAs percieve the effects of means-testing as greater

than the reality [Figure 1.23]. Significant future growth of means-testing,

would therefore, both for rational reasons and for reasons of perception,

undermine voluntary private pension saving by the very groups of people,

average and lower earners, most in danger of under-provision.

Figure 1.22 Percentage of pensioner benefit units on Pension Credit: 2005-2050, if present indexation

arrangements continued indefinitely
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Guarantee Credit only: subject to 100% withdrawal
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Source: Pensions Commission analysis

2 These estimates derive from the Pensions Commission use of the Pensim2 model, described
in Appendix F. Projections should be taken as ilustrating orders of magnitude, and differences
between options, but are subject to margins of error.
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Figure 1.23 IFA assessments of attractiveness of different earnings segments: survey results
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� Complexity and lack of understanding. In our First Report we said that

“the UK has the most complex pension system in the world.” Focus

groups of individuals which the Commission conducted over the last year

have confirmed that this complexity is a barrier to understanding and to

rational decision-making about private savings: if people do not understand

what they will receive from state compulsory provision, it is difficult for

them to make sensible decisions about how much to save on top. Nearly

half of respondents to questions the Pensions Commission placed in the

National Statistics Omnibus Survey, when asked what changes would most

improve their confidence in the pensions system, chose, “A simpler, less

complex pensions system” [See Appendix D].

The confusion is greatest in relation to the S2P. For most employees S2P

rights will be a major element of their total state pension provision: fully

paid-up S2P rights, even for someone earning £6,000 per year, will if

current indexation arrangements are continued be worth more than the

Basic State Pension (BSP) at retirement from 2036. But no-one in our

focus groups appeared to know that S2P even existed, let alone understand

the complexity of the contract-in/contract-out choice [Figure 1.24]. And

despite widespread press discussion of the desirability of contracting back

in, response rates to insurance company letters suggesting that people

should contract back in are low [See Figure 1.18].

In general therefore reform needs to create a less complex and more

understandable state system. In particular, if the S2P is to remain a part 

of the system, it needs to become a pension promise which people can

understand.

Incremental measures insufficient: inherent barriers to effectiveness of

voluntary system

Reducing the future spread of means-testing and creating a simpler, more

understandable state system are both essential. Starting from the current

position and given people’s accrued rights, there are major difficulties in

achieving these objectives, as Chapter 6 explains, and no conceivable system

will be as simple as some reformers hope nor will it remove all means-testing.

But the direction of required change is clear.

The Pensions Commission does not believe, however, that even major

progress towards a simpler and less means-tested state system will be

sufficient in itself to ensure a take-off of voluntary pension provision.

This is because there are inherent barriers to voluntarism working in those

market segments where pension provision is most inadequate. The way in

which people make long-term savings decisions, combined with the cost of

serving them on an individual basis, means that a purely free market

approach will not deliver optimal results even if built on a simpler and less

means-tested state system.
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Figure 1.24 Awareness of SERPS/S2P: focus group results

� None of the 71 participants had heard of S2P, but a minority had heard of SERPS.

� Within that minority there was minimal understanding of what SERPS was and how 

rights accrued.

� Some were under the impression that opting out of SERPS meant opting out of all state

pension provision.

� Contract-in/contract-out advice received by some confirmed their impression that pensions

were complex, changeable and subject to poor and conflicting advice.

Note: See Appendix D for details of research.



Chapter 1

68

� Customer irrationality and behavioural economics In our First Report 

we suggested that “most people do not make rational decisions about

long-term savings without encouragement and advice”. We justified this

assertion on two grounds:

– The fact that the vast majority of all pension saving in the UK derives

either from state compulsion, or from people being enrolled in pension

schemes as a by-product of an employment contract, or from the active

selling efforts of financial advisers and insurance companies. Only about

2% of personal pension policies result from “direct execution”, i.e.

individuals making a decision to invest in a pension and directly

contacting a provider. If not required by law, or provided by employers,

pensions are sold not bought.

– The findings of “behavioural economics” which challenge simple

assumptions that individual decision-making is rational in the classical

economist’s sense, and which provide explanations of real world

phenomena such as procrastination and inertia. People are far more

likely to enter a pension scheme if automatically enrolled (“auto-

enrolled”) with the right to opt-out, than if required to make a positive

decision to join. Many individuals find too much choice confusing: the

more fund options are provided, the more people choose default funds.

And inertia mechanisms such as auto-enrolment and “Save More

Tomorrow” schemes are far more effective at generating higher

participation and contribution rates than provision of generic

information and advice. The following panel reiterates the relevant

findings of behavioural economics already described in the First Report,

and refers to new evidence considered over the last year.

Behavioural economics, irrationality and inertia: further insights

In our First Report we set out the insights which
“behavioural economics” is providing on how people
make long-term saving decisions [see First Report,
“Insights from behavioural economics” on page 208].

Key points noted were:

1. Tendency to procrastinate, to put off decisions, with
empirical evidence that, for instance, people make
commitments to save but put off acting on that
decision. This common sense finding challenges a
key assumption of classical economics that discount
rates are constant over time and instead suggests
that they are “hyperbolic”.

2. The power of inertia. People often accept the
situation with which they are presented as a given.
As a result auto-enrolment increases participation
rates, and “Save More Tomorrow” plans over time
lead to an increase in saving.

3. Asset allocation decisions are often not optimal, as
individuals are influenced by the range of funds
offered. Also as the range of choices increases,
people are less likely to make an active choice and
more likely passively to accept a default fund.

Over the last year, further research of which we 
have become aware, has reinforced these insights in
three ways:
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Auto-enrolment: UK company experience
As Figure 1.25 shows participation in UK pension
schemes which operate on an auto-enrolment basis 
is significantly higher than in schemes which require
members to make a positive decision to join the
scheme. These results are in line with those we
reported last year from US studies.

Limited power of information and advice:
findings from DWP research
The DWP has conducted a number of research projects
within the Informed Choice agenda, exploring the
impact of information and advice on pension decisions.

One project looked at the impact of Combined Pension
Forecasts (CPF), which provide forecasts of an
individual’s State Pension alongside their annual private
pension statements. Of the group surveyed, who had all
received a CPF in the previous 18 months, 38% could
recall receiving the forecast. Of those who recalled
receiving the information 42% increased saving to
pensions or other forms of investment, compared to
28% who could not recall receiving the information.
Of CPF recallers who increased retirement saving, 43%
said they were unlikely to have done so without the
CPF. Therefore tailored information does appear to
increase savings, but only in a limited number of cases
(6% of the overall sample said they were prompted by
the CPF). This is significantly less than the impact

typically produced by inertia mechanisms such as 
auto-enrolment or Save More Tomorrow.

Another project piloted the provision of financial
information in workplaces where employers were not
currently making significant pension contributions. As
described in Figure 1.26 the pilots encountered difficulty
due to the lack of interest of either employers or
individual employees. The measured impact on savings
level was insignificant.

Behavioural economics, psychology and
neurosciences
Behavioural economics research has increasingly sought
to incorporate insights from neuro-science. Research on
brain activity by Colin Camerer, and Brian Knutson,
among others (see The Economist, 13 January 2005),
showed that different parts of the brain are used in
decision-making depending on the timescales involved.
Experiments show that when choices are being made
relating to the immediate future then the areas of the
brain involved in emotions showed the most activity.
By contrast where choices are made relating to longer
time periods, then brain activity is concentrated in the
“thinking regions” of the brain. This research suggests
that the phenomenon of hyperbolic discount rates may
be explained by fundamental differences in the way that
the brain processes different types of decisions.

Figure 1.25 Percentage of eligible employees who were active members of the scheme 
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Source: Occupational pension schemes 2004, GAD 

Note: Results based on open, private sector shemes with more than 12 members only.
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� The limited power of information and generic advice has also been

illustrated over the last year by the results of Department for Work and

Pensions (DWP) sponsored pension advice seminars, piloted within its

“Informed Choice” programme. These were designed to test whether

pension participation and contribution rates would rise if people better

understood the savings levels required to meet target levels of pensions

and the options available for pension savings. It proved extremely difficult

to secure employer support to hold the seminars and difficult also to

secure individual attendance. The measured impact on savings levels has

been insignificant [Figure 1.26].

� Cost barriers to serving the under-provided market. Given these barriers

to individual consumer initiative and rational decision-making, the extent

of voluntary pension saving is vitally dependent on the willingness of

employers to play a sponsorship role, and on the costs to the financial

services industry of selling and administering pension products. But the

declining interest of employers in providing pensions for self-interested,

competitive reasons in the labour market has already been illustrated 

[See Figure 1.12 above]. And further analysis of costs over the last year

confirms our preliminary conclusion in the First Report, that there is a

segment of the market which cannot profitably be served except at Annual

Management Charges (AMCs) which are in themselves significant

disincentives to rational saving.

– As the First Report set out, the cost of providing pension products varies

hugely according to the economies of scale available in money

collection, administration and fund management and according to

whether an individual interview is required to secure enrolment. Well

run state PAYG schemes have annual costs as low as 0.1% of the total

implicit value of the pension promise, but with the downside that

implicit returns are limited to those on government bonds. But large

company schemes can achieve costs only slightly higher, e.g. 0.1% to

0.3%, whether providing a range of different asset choices (in DC

schemes) or delivering Defined Benefit promises (supported by

investment in multiple asset classes). Pensions sold to people of 

modest means working for small and medium companies, or bought

individually, however, are usually sold with an Annual Management

Charge of around 1% or higher, and often at the Stakeholder cap price 

of 1.5% [Figure 1.27].
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Figure 1.26 Results of DWP workplace advice pilots

Pilot focus Employers with fewer than 250 but more than 5 employees, paying

either no contribution to Stakeholder Pension or a contribution of less

than 3%. (This segment accounts for more than half of all employees.)

Initiatives tested 1. Distribution of Pensions Information Pack 

2. Distribution of pack plus presentation 

3. Distribution of pack, presentation and one-to-one meetings 

with the Stakeholder Pension provider

4. As Option 3, but implemented by an IFA, allowing full 

regulated advice

Response achieved Only 100 out of 4,166 employers willing to participate.

Less than 10% of employees opted to participate.

Findings and impact Pilot as implemented had no significant impact on saving during the

period of evaluation.

Low levels of pre-existing knowledge and dominant lack of interest

make information provision alone minimally effective.

Source: DWP Research Report No. 294

Figure 1.27 Typical Annual Management Charge in alternative forms of pension provision
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– An AMC of 1.5% represents a significant rational disincentive to

voluntary private savings, and undermines the case for providing

earnings-related pensions in a funded rather than PAYG form. Such

costs (and indeed much higher costs) seemed reasonable against the

exceptional equity returns of the 1980s and 1990s, but against

reasonable expectations of long-term returns, for instance 2% real for

bonds, 6% real for equities, they represent a significant reduction in the

incentive to save [see Chapter 7 of First Report]. This is particularly the

case for people who prefer low-risk pension investment. If it is

impossible to invest privately in bonds except at an AMC of over 1%,

such individuals are better served by a government PAYG scheme. And

variations in AMC make a big difference to pensions in retirement: the

person who can invest through a large company scheme at an AMC of

0.3% per year could, for the same savings level, enjoy a pension nearly

30% higher than that enjoyed by an individual facing an AMC of 1.5%.

– Even at 1.5% however, much of the under-provided market remains

either uneconomic or marginally economic for insurance companies and

financial advisers to serve. Without an employer contribution indeed,

the vast majority of individuals on average earnings cannot be served

profitably; but only 29% of employees in firms with fewer than 50

employees are in an employer-sponsored pension, a proportion which is

falling slowly. The introduction of the new “basic advice” sales force

regime in April 2005, meanwhile, has made only a limited difference to

the economics and very few insurance companies or financial advisers

are making use of this new regime. Our discussions with insurance

companies and financial advisers indeed suggest that the product

market segment which the Pensions Commission is most concerned

about (the sale of regular pension saving products to individuals earning

between say £10,000 and £30,000 per year), is a very low priority for

them. Attention is focused instead on higher earners, on mortgage and

protection products, and on sophisticated decumulation products aimed

at people with significant maturing pension pots, lump sums, or capital

arising from other sources such as inheritance.
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– Our analysis has moreover convinced us that these barriers to serving

under-provided segments cost-effectively are inherent and cannot be

overcome through incremental changes in product or sales regulation nor

by voluntary industry initiatives. The panel at the end of this Chapter

sets out key points from our analysis of pension provision costs, which is

described in more detail in Appendix F. This analysis shows that while

economies of scale are important across all steps of the pension sale and

provision process, the most severe cost problems are created by the

initial costs of customer acquisition and by contract proliferation, with

individuals enrolled into new schemes, with further initial set-up costs,

on each change of employment. Contract proliferation costs could only

be reduced by either a national scheme or a “clearing house” through

which employers make payments to different isurance companies. And

initial set-up costs cannot be radically reduced unless either:

(i) employers are compelled to make contributions, thus increasing

individual participation rates and reducing the average cost of the

voluntary set-up process; and/or 

(ii) individuals are either compelled or auto-enrolled into making

contributions, thus removing the need for individual interviews 

and advice.

Our clear conclusion is therefore that the inherent barriers to serving the

under-provided market segments cost-effectively on a voluntary basis are so

severe that they will not be overcome simply by making the state pension

system less complex, more understandable and less means-tested. This

implies that policies which go beyond pure voluntarism will be required.

International analysis considered below in Section 5 makes this conclusion

unsurprising. It is the barriers to individual consumer rationality and the cost

of serving individuals of modest earnings on an individual basis, which have

led governments in almost every other developed country to go beyond pure

voluntarism in earnings-related pension policy, whether via a state PAYG

scheme or via a compulsory savings requirement.
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Attitudes towards compulsion are ambivalent 

But attitudes towards compulsion are varied and ambivalent reflecting the

diversity of individual circumstances and preferences.

� Different surveys suggest significantly different balances of opinion, perhaps

reflecting the precise way in which questions were posed. But most reveal

a significant proportion of people who want to be compelled to save, and a

significant proportion who are strongly opposed [Figure 1.28].

� Our focus groups indeed suggest that not only do attitudes differ between

people, but that individuals are often ambivalent within themselves. Many

expressed a desire to “have to” save for retirement, while subsequently

reacting strongly against the word “compulsion”. This may imply that

auto-enrolment schemes, which make pension scheme membership the

default option, but which allow the possibility of opt-out for those who

positively choose it, may go with the grain of many people’s preferences.

It is clear from the figures that auto-enrolment schemes strongly influence

participation rates but there is no evidence to suggest that this strong

influence is resented.

This diversity and ambivalence may in part reflect varying intrinsic attitudes

to the importance of individual choice, but it may also be rooted in different

preferences and circumstances. For while compulsory earnings-related

provision would in many cases serve people’s underlying self-interest, in some

cases it would not. Individual preferences as between saving and working

longer vary: and as Section 3 below describes, some people will achieve

adequate resources to support consumption in retirement through home

ownership, while others will not. Compulsory pension saving therefore creates

the risk that some people are forced to over save. This may also provide a

strong argument for preferring auto-enrolment to compulsion.

The appropriate policy response to the shortcomings of a voluntary system

therefore needs careful consideration. One possibility which should not be

dismissed out of hand is that the government, while noting the inherent

limitations of a voluntary approach, should still limit its role to providing a

simple, easily understandable, flat-rate state pension generous enough to

prevent poverty in old age, and with the role of means-testing sufficiently

limited to leave most people with good incentives to save. Such a policy

could be justified on the philosophical grounds that governments cannot solve

all problems, that tax capacity is finite, and that compulsion will be regarded

as equivalent to tax. The pros and cons of that philosophy and the

appropriate limits of a government’s role can be debated. But the empirical

facts of what will happen if the government limits itself to this role are clear.

A purely voluntary, free market approach to earnings-related pension provision

will leave many people making what they will subsequently perceive to be,

and what they should logically perceive to be, inadequate pension provision.
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Figure 1.28 Diverse attitudes towards compulsion
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3. House purchase and inheritance: implications for required
replacement rates but not complete solution

In Chapter 5 of our First Report we analysed the total stock and the

distribution of household non-pension assets and the implications for the

adequacy of pension provision. In response to that Report, several

commentators argued that an analysis of overall national savings

(incorporating saving by the government and by the corporate sector) might

lead to different conclusions: some argued that this would reveal a bigger

problem of "inadequate savings", others a smaller problem. Over the last year

we have therefore conducted an analysis of all categories of household and

national savings, as well as updating our analysis of household wealth stocks.

This analysis has led us to the following conclusions:

(i) Latest analysis of individual stocks of wealth confirms the finding that for

most people non-pension financial assets are modest but that housing

assets are far more important.

(ii) Analysis of aggregate household and national savings does not contradict

the conclusion that for many people pension provision is inadequate.

(iii) That analysis reveals, however, the growing importance of housing wealth

and the potential for housing accumulation and decumulation to play a

significant role in the provision of consumption in retirement resources.

(iv) Housing wealth therefore has major implications for appropriate pension

system design. But it is not in itself a sufficient solution to problems of

pension adequacy.

(i) Individual stocks of wealth: confirmation of First Report findings

In our First Report we concluded that:

� For the majority of people the stock of non-pension financial assets held at

the onset of retirement is small relative to the value of pension rights and

thus makes only a limited difference to the adequacy of resources available

to support consumption during retirement. This reflects the fact that,

while total non-pension financial assets amount to about £1 trillion, the

ownership of these is very unequally distributed. Median holdings of non-

pension financial assets among non-retired 55-59 year olds with median

full-time earnings are around £33,000: once annunitised this would deliver

an annual income of about £1,700.
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� Housing assets are more important, both because they are larger in total

value and more equally distributed. A 55-59 year old with an income of

between £17,500-£24,999 owned housing assets (net of mortgage debt)

with a median value of around £150,000 in mid 2002. And while today

only a very small proportion of these are used to fund retirement via

equity release or trading down, with home ownership now reaching over

60% among those aged over 80, there will be an increasing flow of

inheritance of housing assets, often by people who already own 

one house.

� For many people therefore, housing assets (either accumulated or

inherited) could play a significant part in the provision of resources for

consumption in retirement. But the ownership of these housing assets is

not negatively correlated with pension rights: i.e. there is no significant

tendency for those with inadequate pension rights to own larger houses.

Home ownership therefore, while clearly relevant to pension provision for

many people, cannot be seen as providing a total substitute for earnings-

related pension provision.

Data that have become available over the last year have confirmed these

conclusions confirming in particular the importance of housing wealth to

estimates of pension adequacy.

� Most surveys of wealth holding continue to suffer from the deficiency that

declared individual holdings do not aggregate well to National Accounts

estimates and that it is very difficult to develop quantitative measures of

pension wealth and thus a comprehensive picture of the total wealth of

different groups of people. Analysis by the IFS of data arising from the

ELSA survey, however, is now for the first time allowing us to develop that

comprehensive quantitative picture, though only for people aged over 50.
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This analysis reveals that:

– For the vast majority of people the dominant forms of wealth as they

approach retirement are housing wealth and pension wealth (both state

and private). Only for the richest 10% of 50-65 year olds are non-

pension financial assets a major form of wealth and therefore a major

potential resource to support consumption in retirement [Figure 1.29].

– Estimates of the number of people who might have inadequate income

in retirement are strongly influenced by whether it is assumed that they

can and will liquidate housing assets during retirement. The IFS

estimates that about 40% of 50-65 year olds might on the basis of

pension rights alone have retirement income below the benchmarks 

we proposed in the First Report. This is similar to our own estimate in

that report.

But if individuals were to liquidate during their retirement all of their

non-pension financial assets, all of any inheritance received, and 50% of

their housing wealth, this figure could fall to 16% [Figure 1.30]. The

assumption that people can and will liquidate 50% of their housing is a

very strong one: our analysis in the First Report implied that it would be

difficult for many people to achieve this via “trading down”, and the

equity release market remains small and relatively high priced.

Furthermore, if all housing wealth were liquidated, people would require

higher replacement rates to cover the rent they would then have to pay.

But the potential importance of housing wealth is clear.

– The IFS analysis has confirmed however the important distributional

finding we reported in our First Report. On average pension wealth and

non-pension wealth do not act as substitutes for each other. Those with

higher levels of non-pension wealth also tend to have higher levels of

pension wealth, and vice versa.



A New Pension Settlement for the Twenty-First Century

79

Figure 1.29 Composition of wealth holdings by decile group of total wealth: aged 50-SPA
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Note: Sample size = 4,687. One observation per individual aged between 50 and the SPA. Because the richest decile contains some very wealthy
individuals, the mean levels of each form of wealth (and particularly financial and physical wealth) are inflated by a small number of
extremely wealthy individuals (about the top 1% of the whole distribution). However, excluding these individuals does not dramatically alter
the overall picture and so we include all individuals.

Figure 1.30 Percentage of 50-65 year olds in danger of having replacement rates below benchmarks of adequacy
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� House prices meanwhile continued to rise during 2004 and housing 

wealth continued to grow as a percentage of GDP [Figure 1.31]. Home

ownership rates have continued to grow rapidly for people aged over 65

and particularly for people aged over 75, while falling for those under 45 

[Figure 1.32].

For the vast majority of people therefore housing assets dominate non-

pension wealth: and as home-ownership grows most rapidly in the oldest age

groups, an increasing percentage of the population is likely in the future not

only to have accumulated capital in their own house before retirement, but

also to inherit housing assets.

(ii) Aggregate national and household savings 

Appendix C (“Sectoral and National Savings”) sets out a detailed analysis of

national savings aggregates (covering the household, corporate and

government sectors), and considers what implications aggregate levels and

trends might carry for the adequacy of resources to fund consumption in

retirement. As the Appendix explains there are several complex theoretical

issues involved in drawing any implications. For instance:

� There is no clear and straightforward relationship between the rate of

national savings and the adequacy of pension provision, even “on average”.

An adequate pension system in a no-growth economy could exist

alongside nil national savings: and the national savings rate compatible

with an adequate pension system in a growing economy is a function of

several debatable factors.

� And the accumulation of resources for consumption in retirement 

could appear “adequate" in aggregate even if clearly inadequate for the

majority of individuals, if the distribution of accumulated pension rights

was highly unequal.

For these reasons the Pensions Commission believes that the only robust way

to assess the adequacy of saving for retirement is “bottom-up” looking as best

as one can at the current wealth stocks and savings flows, pension and non-

pension, of different groups of individuals. Analysis of the national savings rate

can however be a useful check on the credibility of such bottom-up analysis.

If, for instance, bottom-up analysis suggested widespread inadequacy, but the

national savings rate was on a clear upward trend, this would be a useful

stimulus to check whether some not immediately apparent form of household

saving was growing, since as Appendix C explains, all national savings in some

way or other accrue to the benefit of the household sector.
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Figure 1.31 Residential housing wealth as a percentage of GDP
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Figure 1.32 Home ownership by age
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Note: Age refers to the age of the Household Reference Person (HRP).
The HRP is defined as follows: in households with a sole householder that person is the household reference person;
in households with joint householders the person with the highest income is taken as the household reference person;
if both householders have exactly the same income, the older is taken as the household reference person.
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Analysis of trends in the national savings rate is complex because of the need

to separate cyclical effects from underlying tendency. The analysis does not

however suggest an upward trend but a broadly flat one: over the last 12

years, for instance a fall in the household savings rate has been offset by a rise

in corporate sector savings [Figure 1.33].

Some commentators have suggested that this flat trend is inadequate in the

face of the demographic challenge and that a rise is required: others have

suggested that adjusting for hidden forms of national saving (e.g. research and

development spend) would reveal a more dynamic picture [See Appendix C].

The Pensions Commission’s judgement is a neutral one. We believe there is no

evidence in the available figures to suggest that any apparent deficiency of

pension saving is offset by some other more dynamic category of saving. But

the UK’s national savings rate, unlike that of the US, does not show a clear and

sustained fall. Concerns about the national savings rate should not therefore

play a major role in decisions on appropriate pension strategy, whereas they

are considered central to US debates about social security reform.

Focusing more narrowly on household savings flows meanwhile confirms the

relative unimportance of non-pension long-term financial saving, but also

reveals the large and growing role of both household sector borrowing and of

household sector cash deposits.

� Analysis of the flow of new household savings shows that for the last 

15 years the vast majority of household net financial savings has been 

via occupational pension funds, and that more than 100% of net 

financial saving has been in either pension funds or life policies [Figure

1.34]. Outside of pension funds and life policies, the household sector 

has been a net dissaver of financial assets. This is despite the growth of

PEP/ISA accounts.

� When looking at the stock of wealth figures, this effect was, until 2000,

offset by rapid share price appreciation, with the personal sector’s stock of

securities held outside pension and life policies growing rapidly as a

percentage of GDP despite net sales of securities [Figure 1.35]. But realistic

expectations of equity returns for the future suggest that this effect will

not be repeated. A combination of past rates of non-pension financial

saving together with realistic rate of return expectations will not therefore

result in non-pension financial wealth rising to change our conclusions.

It is possible of course that savings flows into long-term assets will rise

automatically in response to a lower expected rate of return and to capital

losses of existing wealth holdings, and there is some sign of this occurring

in the last 3 years as Figure 1.34 suggests.3 But this effect would need to

go far further (and to be widespread across the population rather than

concentrated) for it to make a major difference to the adequacy of

resources for consumption in retirement.

3 The rational relationship between expected rates of return and levels of saving is a complex
theoretical issue. Lower expected returns reduce the benefit gained from saving but increase
the level of saving needed to achieve any given level of pension in retirement. One-off capital
losses should however certainly stimulate saving since only the latter effect applies.
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Figure 1.33 Gross saving by sector as a percentage of gross national disposable income: 1980-2004
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Note: National figures prior to 1987 have been estimated.
Financial corporations not shown.
NPISH – Non-profit institutions serving households.

Figure 1.34 Household net acquisition of financial assets as a percentage of GDP

-10%

-8%

-6%

-4%

-2%

0%

2%

4%

6%

Occupational pension Personal pension and life policy savings

1987 1989 1991 1993 1995 1997 1999 2001 2003

Total shares and other equities All other

Source: ONS Blue Book

Note: Pension and life policy savings include the impact of reinvested dividends. They also allow for the major changes in National Account
estimates of pension savings discussed in our First Report.
Total shares and other equities include mutual funds, unit trusts and shares held via PEPs and ISAs.
Other is primarily explained by the net balance of increased borrowing and increased accumulation of cash and deposits.
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� What are, however, growing steadily are cash and deposit assets held by

some segments of the household sector, offset by increased borrowing by

other segments. Household holdings of cash and deposits are now 60% of

GDP versus 55% in 1992 and 37% in 1980 [Figure 1.35]. Household

borrowing has increased faster: in net terms the household sector has been

a dissaver of financial assets. But if the borrowing occurs early in life, offset

by cash accumulation at later ages, resources available for consumption in

retirement could still be created.

(iii) Housing wealth and household sector financial flows

The precise drivers of the simultaneous growth of household cash deposits

and household borrowing merit further investigation. But it is clearly linked

to rising house prices. Appendix C considers the theory in more detail, but 

in brief:

� Aggregate saving by the household sector overall must take the form of

the accumulation of household sector claims on other sectors (the

corporate sector, government and overseas). But for specific sub-sectors of

the household sector it can take the form of the accumulation of claims

against other sub-sectors via financial institutions (e.g. some individuals

owning deposits at banks and building societies which lend these to other

individuals) [Figure 1.36].

� The higher the value of houses relative to GDP, the greater is the debt

(relative to average earnings) which individuals need to incur in order to

accumulate a housing asset: but the larger also are the cash sums (relative

to average earnings) which individuals selling houses receive. Depending

on the asset preferences of house sellers these cash receipts may be held

as cash deposits or used to buy non-deposit assets. There seems at

present to be a strong preference to hold cash deposits, driving the

simultaneous growth of household sector cash deposits alongside

household sector borrowing.

� Whatever the asset preferences of those selling houses, however, the higher

the value of houses relative to GDP, the greater is the extent of inter-

generational resource transfer which occurs not via the pension system but

through the accumulation and decumulation of housing assets. The

decumulation can be through trading down or equity release during

retirement: but it can also increasingly be through the sale of inherited

housing assets leaving the individual's own accumulated housing assets

untouched until they in turn are bequeathed.
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Figure 1.35 Household non-pension financial assets and non-mortgage debt as a percentage of GDP
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Note: Data on consumer credit for individuals (excluding sole proprietor businesses and non-profit making bodies) are only available back to 1987.
Data for previous years are not on a comparable basis; data was available for the personal sector, which additionally covered partnerships
and sole proprietorships. In addition, the personal sector series of UK bank lending included lending by offshore banks.

Figure 1.36 Wealth holdings in a closed economy in equilibrium
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(iv) Implications of housing wealth for pensions system

The rise of home ownership over the last several decades and the rising value of

houses relative to GDP do therefore have implications for the optimal design of

any earnings-related element of public pension policy. But the increased

importance of housing is not a sufficient basis on which to reject any earnings-

related objective.

� Over the last 20 years the value of residential housing relative to GDP has

increased [Figure 1.31] and the percentage of the housing stock owned by

the household sector has also steadily grown [Figure 1.37].

� Many individuals have therefore been accumulating assets through house

purchase. And an increasing number are also now inheriting housing assets,

enabling them to support consumption in retirement through the sale of one

house without losing the benefit of rent-free living in retirement.

� This effect has important consequences for the size of pension as a

percentage of lifetime earnings for which individuals will rationally aim. The

greater is the flow of resources from young workers to retirees occurring

through the purchase and sale of houses, the lower the need to transfer

resources via either PAYG or funded pensions. Because houses are now more

important forms of individual wealth than was the case 40 years ago,

therefore target income replacement rates achieved though the pensions

system should on average be lower.

But there remain good reasons not to go to the other extreme and argue that

housing wealth accumulation entirely removes the need for earnings-related

objectives in pension policy. In particular:

� Future returns on investment in housing are highly uncertain. Appendix C

sets out some reasons why the pattern of the past 25 years (house prices

rising faster than average earnings), may have been justified by underlying

economic factors. But there is no science on which to determine whether

the current level of prices is “reasonable” and thus what the future trend will

be. People relying on housing assets to fund retirement are investing in a

highly specific non-diversified asset portfolio.

� The current generation of people just approaching retirement has

accumulated housing wealth in what may turn out to be uniquely favourable

circumstances. Not only have prices increased substantially relative to

average earnings over the last 35 years, but for some of that period (in

particular the 1970s) the combination of inflation rates, nominal interest

rates, and tax relief resulted in post-tax real interest rates which were

substantially negative. With tax relief removed, and high inflation no longer

eroding the real value of mortgage debt, the pace at which an individual’s

mortgage debt falls relative to house value may well be much slower in

future. Combined with the fall in home ownership among under 45 year olds

(which may well continue with e.g. the growth of student debt) this suggests
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Figure 1.37 Share of residential housing stock owned by household sector
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that an increasing percentage of people may enter retirement still owing

substantial mortgage debt. The first claim on an inheritance may be to pay

off the mortgage.

� Housing assets may well be used by many people to fund care home

expenses in the final years of life, rather than pensions throughout retirement.

� The distribution of housing assets and the lack of correlation between good

housing assets and inadequate pension assets (outlined in Chapter 5 of the

First Report) means that while housing assets will provide a partial pension

substitute for many people, for many others they will not.

The Pensions Commission’s judgement on the implications of increasing housing

wealth for pension system design balances these considerations.

� Given the scale of housing assets, and the wide spread of individual

circumstances, it is clear that any mandatory earnings-related pension system

which compels all people to achieve the income replacement rate which

people on average desire would force some people to over save.

� But the risks involved in relying on house ownership and the diversity of

individual circumstances, also suggest that abandoning any earnings-related

objective would leave many people with inadequate resources.

� An earnings-related objective which aims to secure or strongly encourage a

“base-load” of earnings-replacement, without compelling all people to

achieve the average desired level, would therefore make sense.

Chapter 5 Section 1 sets out the Pensions Commission’s judgement on what

this should imply in terms of quantitative targets and the means by which they

are pursued.



4. Making pension policy robust in the face of demographic
change: later retirement and higher pension ages essential
but not sufficient

Since our First Report, the official principal projection of life expectancy has

been further increased, and Pensions Commission analysis has illustrated the

huge uncertainty involved in any projection. Pension policy must therefore be

designed to be equitable and affordable in the face of whatever rise in life

expectancy actually occurs. Longer working lives and higher pension ages are

an essential but not sufficient part of the response. Deciding the precise

balance of responses poses major and difficult issues which must be at the

heart of the debate about state pension policy. These points are covered in

turn below.

New data on life expectancy: significant rises, wide range of uncertainty

Key developments over the last year are (i) a new and higher principal

projection for life expectancy, (ii) a better understanding of the wide range of

uncertainty, (iii) confirmation that differences in life expectancy by socio-

economic class remain significant and (iv) evidence that individuals

systematically tend to underestimate their life expectancy.

(i) Increased principal projection. In Chapter 1 of our First Report we

used a base case forecast for future life expectancy in line with the

Government Actuary’s Department’s (GAD) “principal projection” from

the 2002-based forecast. We illustrated how different the figures would

be if we extrapolated past trends or if the GAD constant mortality

improvement assumption were used. But we based our overall

modelling of pension system adequacy on the principal projection.

GAD has now produced a new set of projections. The principal

projection has changed for two reasons. First, because of further rapid

decreases in mortality among older age groups over the last few years,

which increase estimates of life expectancy for someone aged 65 today.

Second, and more significantly, because of a shift away from the

previous “limit to life” hypothesis. Whereas previously the pace of

mortality rate declines was assumed to halve every 25 years, it now falls

to 1% and then stays constant thereafter. Even 1% would be a

significant deceleration from the present rate of mortality decline.

The new principal projections are compared with the 2002-based and

2001-based principal projections in Figure 1.38. The average man aged

65 in 2050 is now projected to live a further 23.6 years beyond that

date, compared with the 2002-based estimate of 21.7 years. The figure

for the average woman has increased from 24.4 to 25.9 years. The

expected figures for 2020 have increased from 20.3 to 20.9 for men and

23.1 to 23.4 for women.
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Figure 1.38 Cohort life expectancy at age 65
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Note: See First Report Appendix E for the important distinction between “Cohort” and “Period” definitions of life expectancy. “Cohort” is a
better measure of true life expectancy. “Period” measures are sometimes the only data available (e.g. in relation to the differences in
life expectancy by socio-economic class shown in Figure 1.41). They can be used to judge differences between different groups of
people but underestimate the absolute levels for all groups.
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(ii) Wide range of uncertainty in estimates of future life expectancy.

The significant change in the principal projection illustrates the

uncertainty in any projection of life expectancy. In the First Report 

we showed that previous forecasts had significantly understated

subsequent reality: in the early 1980s public pension policy and private

pension provision decisions were based on the assumption that average

male life expectancy at 65 in 2010 would be 15.1 years: the best

estimate is now 20.1 years [Figure 1.39]. Since the First Report we 

have therefore investigated in detail the issue of uncertainty in life

expectancy forecasts in two ways:

– We have looked at the range of points of view among

demographers, medical experts and biologists.

– And we have worked with GAD to model how uncertain projections

could be if future errors are as large, but no larger, than those which

have emerged in the past.

This analysis is set out in detail in Appendix E. It suggests that around

the 2003-based GAD principal projection of life expectancy for a man

aged 65 in 2050 of 21.7 there was a wide and asymmetric range of

uncertainty stretching at least from 20.0 to 29.0, but with small

probabilities of still wider divergence [Figure 1.40].4 The 2004-based

projection is now closer to the middle of our range of uncertainty than

the previous projection. It is therefore essential that both state pension

policy and occupational pension provision, in both the public and private

sectors, is designed to be robust not just in the face of increasing life

expectancy but of major uncertainty about how fast that increase 

will proceed.

(iii) Socio-economic differences are not narrowing. In the First Report 

we illustrated the major gap in life expectancy between socio-economic

classes, which appeared to have widened between 1977 and 1991,

but with improvements now being achieved broadly in parallel. Further

analysis of the methodology of the Office for National Statistics (ONS)

estimates suggests that some of the apparent widening during the 1980s

may reflect measurement difficulties. But there is no sign of a sustained

narrowing of the gap, either for men or women. All socio-economic

classes appear to be enjoying steady increases in life expectancy, but

socio-economic classes IV and V trail around three years behind class

IIIN, and four to five years behind socio-economic class I [Figure 1.41].

(iv)  Individuals underestimate their own life expectancy. Further evidence

analysed by the Pensions Commission over the last year illustrates,

however, that individuals on average are unaware of or do not believe

the projected increases in life expectancy, or even the best estimates of

life expectancy today. On average, as research by a team at
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4 The GAD 2003-based principal projection was issued just after publication of our First Report.
It was not significantly different from the 2002-based projection.
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Figure 1.39 Male cohort life expectancy at 65
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Figure 1.40 Male cohort life expectancy at 65: range of possible uncertainty around 2004-based principal projection
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Figure 1.41 Trends in Period life expectancy at 65: by sex and social class
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Class Description Examples of occupations

Social class I Professional Doctors, chartered accountants, professionally qualified engineers
Social class II Managerial & technical/ intermediate Managers, school teachers, journalists
Social class IIIN Skilled non-manual Clerks, cashiers, retail staff

Social class IIIM Skilled manual Supervisor of manual workers, plumbers, electricians, goods vehicle drivers
Social class IV Partly skilled Warehousemen, security guards, machine tool operators, care assistants, waiting staff
Social class V Unskilled Labourers, cleaners and messengers

Source: Trends in Life Expectancy by Social Class 1972-2001, ONS Longitudinal Study, England and Wales.

Note: For women social class I results are very volatile as a result of small sample size and therefore not shown. In 1997-2001 life expectancy for
social class I is estimated at 0.5 years behind social class II.

Life expectancy is calculated on a Period basis with social class assigned in 1971 maintained throughout. The use of Period life expectancy
underestimates true life expectancy (best measured by the Cohort measure) for all the classes, but the relative positions would be similar if
Cohort figures were available.
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Figure 1.42 Individual underestimates of life expectancy, by age
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Note: People were asked the number of years that they still expected to live. The average self-estimated life expectancy for each age 
group was compared with the GAD forecast life expectancy for each age group. The data presented show the number of years by 
which individuals underestimated their life expectancy.



Nottingham University has indicated, 30 to 39 year olds estimate their

own life expectancy at about six years below the 2003-based GAD

principal projection, which, as suggested above, could itself be an

underestimate [Figure 1.42]. Our National Statistics Omnibus survey

results confirm these findings [see Appendix D]. And focus groups

conducted by the Institute of Public Policy Research revealed that some

people disbelieve the official projections even when the evidence is

presented to them. This systematic tendency to underestimate may be

based on an apparently logical response to the data available to

individuals – the ages at which their own parents or grandparents have

died. But it creates major problems for the pension system. It

undermines the political acceptability of unavoidable rises in state

pension ages, and it makes it difficult for people to think rationally about

the savings rate/retirement age/pension level trade-off which they face.

Unavoidable choices: higher savings, higher taxes, later retirement

Increasing life expectancy and continued lower fertility will drive a substantial

rise in the old-age dependency ratio. Individuals and society must choose

between the four possible responses: higher taxes devoted to pensions, later

average retirement ages, higher savings, and/or pensioners poorer relative to

average earnings.

� Latest dependency ratio forecasts. The new projections for increased life

expectancy will tend to increase the old-age dependency ratio when it is

measured at any given “normal retirement age” such as 65. In fact in the

latest GAD projections this effect is offset by a higher assumption for long-

term net migration, leaving the forecast dependency ratio similar to that

presented in the First Report [Figure 1.43]. The principal projection

estimate is that the ratio of people aged over 65 to those aged 20 to 64

will increase from 27% today to 47% in 2050, with the great majority of

the increase occurring by 2035. The new principal projection assumption

that mortality rate declines continue indefinitely will however imply a

steady increase in this ratio after 2050. And given the range of uncertainty

in life expectancy forecasts shown in Figure 1.40 a significantly higher ratio

by 2050 is possible.

� Unavoidable choices: but no single solution. As the First Report stressed,

when the old-age dependency ratio (measured at any given retirement

age) rises some mix of four responses is unavoidable. Either:

– Pensioners will become poorer relative to average earnings;

or

– Taxes/National Insurance devoted to state pensions must rise;

or

– Private funded pension savings must rise;

or

– Average retirement ages and pension ages must rise.

Chapter 1

94



A New Pension Settlement for the Twenty-First Century

95

Figure 1.43 Old-age dependency ratio: all 65+ : 20-64, UK
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ONS Population estimates unit, UK



The First Report also suggested that no single solution is likely to be

sensible, given the scale of change required on any one dimension alone

[See First Report Chapter 1]. In particular it was argued that while an

increase in average retirement age was an essential part of the response,

it could not be the sole one. The percentage of the adult life spent in

retirement increased relentlessly from 1950 to 1995 for both men and

women [Figure 1.44]. It is unsustainable for this increase to continue: it

must at least remain stable. But for an increase in retirement age to be

the sole response to the demographic challenge, the average age of

retirement would have to rise from the current male average of 64.0 to

69.6, in addition to the current female average of 61.9 rising to equal the

male level. This would be a rise slightly faster than the projected increase

in life expectancy, and therefore would reduce not only the percentage of

adult life spent in retirement but the actual number of years spent in

retirement. It is therefore highly likely that the desired solution will

include some role for the other levers – lower retirement income, higher

savings and higher taxes/NI contributions.

� Unavoidable choice: individual decisions. The choice between the

different levers is partly a decision for individuals and partly for society,

collectively. Insofar as the trade-off is between additional savings, longer

working life, and the level of income in retirement, different people will

wish to make different decisions, and should be free to do so. The

challenge is to ensure that the choice is well informed, and that people are

empowered to make sensible decisions. This requires overcoming cost

efficiency barriers to private savings. It may also require measures to

overcome individual inertia and irrationality. The need to enable this

individual choice has implications for the design of any funded element of

the pension system, whether compulsory, auto-enrolled or voluntary, which

will be considered in Chapters 5 and 10.

� Unavoidable choice: the social decision. The choice becomes an issue for

society, however, in the design of the state system, where a trade-off has

to be struck between the generosity of the state pension, the level of

taxation, and the age at which pensions can be received. The one

adjustment which the Pensions Commission believes that society will not

find acceptable, as responses to our First Report overwhelmingly concurred,

is a fall in the income (relative to average earnings) of the poorest

pensioners: for this reason the Guarantee Credit is currently linked to

average earnings. But the inevitable consequence of maintaining this

indexation indefinitely would be is that the trade-off for the state pension

system becomes one between more means-testing, higher taxes, and

higher state pension ages. Since the Pensions Commission believes it is

essential to reduce the extent of means-testing which would result over

the long-term if existing indexation arrangements were continued

indefinitely, this implies that state pension system reform involves some

mix of the latter two options: higher taxes devoted to state pensions and

higher state pension ages.
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Figure 1.44 Percentage of adult life spent in retirement

Average age Life expectancy at

of exit from age of exit from Percentage of adult life

workforce workforce spent in retirement

1950 Men 67.2 10.8
Women 63.9 16.2

1960 Men 66.2 11.5
Women 62.7 18.1

1970 Men 65.4 12.5
Women 62.4 19.4

1980 Men 64.6 14.3
Women 62.0 20.6

1990 Men 63.5 17.2
Women 60.9 23.2

1995 Men 63.1 18.9
Women 60.7 24.7

2000 Men 63.3 20.2
Women 61.1 25.2

2005 Men 64.0 20.4
Women 61.9 25.1

Source: Blöndal and Scarpetta (1999)
Pensions Commission estimates from 1990 onwards

Note: Percentage of adult life spent in retirement is given by life expectancy at retirement/(retirement age plus life expectancy at retirement 
minus 18).
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The taxation/pension age trade-off

The appropriate balance between increased taxation and increased state

pension ages depends on an assessment of the fair allocation between different

generations of the adjustment burden created by demographic change. This

needs to reflect the reasons why the dependency ratio has increased:

� Drivers of dependency ratio increase. The UK’s old-age dependency ratio,

measured at any given retirement age, is increasing for two reasons:5

– Because of a steady and probably permanently continuing increase in

life expectancy of those who reach 65. If this were the only factor at

work, the dependency ratio would rise in a steady fashion, and would

have been doing so over the past 25 years as well as being forecast to

do so in future.

– But also because of the decline in the fertility rate which occurred in the

early 1960s and mid 1970s. The GAD’s principal projection assumption

is that this decline is a one-off but permanent shift and will neither be

reversed nor continued. This produces a one-off increase in the

dependency ratio, reversing the one-off decline which the rise in the

birth rate after the Second World War (“the baby boom”) would in itself

have produced (i.e. would have produced if there had been no rising

longevity effect).

The actual pattern of past and future dependency ratios reflects the

interaction of these two factors. There is a steady underlying increase

driven by life expectancy increases, but with fertility rate fluctuations

flattening the pace of increase from about 1980 to 2005, driving a 

period of above trend increases from about 2005 to 2030 [Figure 1.45].

[See Appendix E of the First Report for a detailed disaggregation of

demographic trends].

� Coping with rising life expectancy: proportional rises in retirement and

pension ages. In respect to that element of the dependency ratio increase

which is driven by rising life expectancy, it is a reasonable proposition that

each generation should enjoy the same proportions of adult life spent

contributing taxes to support state pensions and spent receiving state

pensions. There is therefore a strong case that state pension ages should

rise over time at least proportionately in line with life expectancy. This

would mean, for instance, that if the ratio of working years to retirement

years is 2:1 and if life expectancy rises three years, state pension ages

should increase by two years.
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5 Note that the ratio of people paying taxes to people receiving state benefits is also affected by
the age of entry into the labour market, and thus by participation rates in 16-19 education and
higher education. Trends in these have tended in the past 25 years to reduce labour market
participation. The effect of this on public expenditure will however be now offset by increasing
private fee payments for higher education.
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Figure 1.45 Impact of the 1940s-1960s baby boom on the old-age dependency ratio 
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Source: Pensions Commission analysis based on a synthetic model of the England and Wales population
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� Coping with lower fertility: a debatable social choice. In respect to the

fertility decline it is more debatable who should bear the burden. A lower

fertility rate means even a PAYG scheme in which the pension age is fully

adjusted for life expectancy, will become either less generous or more

expensive. This is illustrated in Figure 1.46 using the simplified assumption

that society would ideally like to ensure that everyone in retirement

received a state pension equal to the current minimum set by the state

(the Guarantee Credit):

– If this were provided for every individual at 65 from 2020 the cost

would then be 5.3% of GDP, with an increase to 7.7% by 2050.

– Even if, after 2020, pension ages rose by the whole of any increase in life

expectancy, the cost would still rise as a percentage of GDP (from 5.3%

to 6.6%) because of the delayed effect of the fall in fertility between

1960 and the mid-1970s.

– To keep both the cost as a percentage of GDP and generosity of such a

state pension stable, the pension age would have to rise from 65 to 

72.6 in 2050.

The precise choice to be made on this trade-off entails a political

judgement on how the economic costs of lower fertility should be

allocated between generations. That choice is considered in Chapter 5,

Section 4 which presents a range of possible combinations of increased

public expenditure on state pensions and increased State Pension Ages.

Whatever choice is made on that trade-off, however, it is clearly essential to

enable people to work later, both to make increases in State Pension Age

feasible without cutting incomes, and to make it possible for individuals to

make their own trade-offs between savings and retirement age. Measures

required to remove barriers to working later are discussed in Chapter 8.
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Figure 1.46 The pension level, pension age and tax trade-off: simplified illustration

Pension equal to Guarantee Credit (£109 in 2005 terms), rising in line with average earnings.

Case 1: stable pension age

2020 2030 2040 2050

Pension value in 2005 earnings terms £109 £109 £109 £109

Pension age 65 65 65 65

Number of people over pension age (millions) 12.5 15.0 16.8 17.3

Cost as percentage of GDP 5.3 6.5 7.5 7.7

Case 2: pension age rises with life expectancy after 2020

2020 2030 2040 2050

Pension value in 2005 earnings terms £109 £109 £109 £109

Pension age 65 66.8 67.6 68.3

Number of people over pension age (millions) 12.5 13.5 14.9 14.8

Cost as percentage of GDP 5.3 5.9 6.6 6.6

Case 3: cost held constant: pension age varied

2020 2030 2040 2050

Pension value in 2005 earnings terms £109 £109 £109 £109

Pension age 65 68.3 71.4 72.6

Number of people over pension age (millions) 12.5 12.2 12.0 11.8

Cost as percentage of GDP 5.3 5.3 5.3 5.3

Case 4: cost and pension age held constant: pension level varied

2020 2030 2040 2050

Pension value in 2005 earnings terms £109 £89 £77 £75

Pension age 65 65 65 65

Number of people over pension age (millions) 12.5 15.0 16.8 17.3

Cost as percentage of GDP 5.3 5.3 5.3 5.3

Source: Pensions Commission analysis

Note: Does not include costs of Housing and Council Tax Benefit or other benefits including disability benefits which amount to 1.2% of GDP 
in 2020 or SERPS/S2P which in 2020 amounts to approximately 1% of GDP.
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5. International analysis; lessons for the UK

The First Report included a summary of pension system features and reform

programmes in several developed countries [See Appendix D of the First

Report]. Since the First Report we have focused on understanding recent or

now planned reforms which seem likely to carry implications for the UK.

One finding of that analysis is relevant to the question posed at the end of

Section 2 above: whether government should play a role in compelling

earnings-related pension provision, or instead focus entirely on providing 

an adequate flat-rate state pension to prevent poverty in retirement. It is

noticeable that almost all developed country pension systems do include 

an element of earnings-related compulsion, and that no reform programme

has proposed moving from an earnings-related to a wholly flat-rate system.

But several reform programmes aim to pursue earnings-related objectives in

innovative ways which may have lessons for the UK.

Figure 1.47 summarises the information presented in the First Report on the

extent of earnings-related pension provision resulting from different countries’

mandatory systems, whether the systems be PAYG or compulsory savings in

form. It shows that many continental systems are strongly earnings-related:

that the US and Australia occupy an intermediate position; and that there are

only a few wholly flat-rate systems for example New Zealand (Ireland is also

in this category). The UK system today is less earnings-related than the US,

but not entirely flat-rate: accruals to it would become fully flat-rate over the

next 50 years if present indexation arrangements were continued indefinitely.

All developed countries have either already implemented or are now debating

significant pension reform. Often this takes the form of changing the balance

between PAYG and funded approaches. But no country which currently has

an earnings-related system is considering moving entirely away from it. Thus

for instance:

� The Bush administration proposals for Social Security reform would allow

American citizens some of the flexibility provided by the UK “contracting-

in/contracting-out” system, choosing between membership of the state

PAYG scheme and compulsory savings in individual accounts. Some

proposals to reduce the degree of earnings-relation in the system have also

been tentatively proposed. But the basic concept of a system which

includes significant earnings-related compulsion has not been challenged

[Figure 1.48].
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Figure 1.47 Gross mandatory pension system values
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Source: Monitoring Pension Policies, Annex: Country Chapters

Note: Netherland’s figures reflect the impact of the quasi-mandatory private savings systems as well as the PAYG pension.
The Australian figures reflect the impact of the mandatory private pension savings system as well as the PAYG pension.

Figure 1.48 US Social Security: President’s Commission on strengthening Social Security and creating 

wealth for all Americans

Starting point: � All employees and self-employed are members of the state PAYG scheme

“Social Security”, which imposes employer and employee contributions

(6.2% each) on an income band from $3,6801 to $90,000.

� The scheme pays pensions which rise with the level of contributions paid

but less than proportionately.

Commission proposals: � Members should be free to “carve out” part of their “Social Security”

contributions into nationally administered individual accounts.

� Contributions still collected via Social Security contributions.

� Personal accounts organised in two tiers:

– First tier: three to five bulk-bought indexed funds similar to those

offered by Federal Thrift Savings Plan (see Figure 10.11).

– Second tier: free market of funds offering greater choice but also 

higher charges (available to those with more than a minimum amount

in their account).

� On claiming “Social Security” pension, the benefit entitlement for those

who had chosen to “carve out” would be reduced accordingly using an

assumed rate of return.

Source: www.ssa.gov and President’s Commission (2001)

Note: 1 The lower earnings threshold is slightly higher for the self-employed at $4,000 (£2,101).

Strong eranings related
systems – Netherlands
on quasi-compulsory
savings basis

Intermediate systems –
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� New Zealand, meanwhile, one of the few countries which previously chose

a wholly flat-rate approach, is now concerned about the adequacy of

earnings-related provision and the low level of household and national

savings. It is therefore now committed to introducing a national auto-

enrolment savings scheme (“Kiwisaver”) chiefly intended for retirement

saving but with an option to use the fund to purchase a first property.

While, however, there has been only limited change in the extent of earnings-

related objectives, innovations in the means by which these objectives are

pursued may provide lessons from which the UK can learn. In particular we

have noted three major policy innovations, two of which we believe are

particularly relevant to the UK environment.

(i)  Notional Defined Contribution schemes 

Section 4 suggested that, as a principle of inter-generational fairness and in

order to make public pension expenditure affordable over the long term,

effective pension ages within state PAYG schemes should rise at least

proportionately with life expectancy. This principle can be implemented by

increasing the formal State Pension Age from which pensions become

payable. But it can also be implemented by moving to a Notional Defined

Contribution (NDC) scheme, in which individual state pension rights are

expressed as a capital sum, which at retirement is converted to an annuity in

line with life expectancies and annuity rates at that time.

NDC schemes thus shift the life expectancy element of the demographic

challenge onto pensioners rather than future workers and tax payers. They

may also make high contributions to support PAYG pensions politically more

acceptable by giving people an individual account within which their own

contributions can be seen accumulating. And they can be designed to ensure

that the fertility element of the demographic challenge is shared between

pensioners and future workers in a predetermined fashion which keeps

contributions and payments in balance over the long term. The panel

opposite explains how these objectives are achieved within the Swedish NDC

system: Italy and several eastern European countries have also introduced

NDC schemes.

This NDC approach has major attractions for any country which starts with a

generous and expensive system of PAYG earnings-related provision. For

reasons discussed in Chapter 5 Section 3, we believe that the more direct way

of dealing with life expectancy changes, through changes in the state pension

age, is more likely to be appropriate in the UK. But the NDC approach is a

possible alternative.
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Notional Defined Contribution (NDC) systems are PAYG
systems, in which individual pension accruals are
expressed as funds with a defined capital value, earning
a defined rate of return. The accumulated capital buys
an annuity at the point of retirement.

This achieves three objectives:

� It creates a sense of personal ownership of state
pension rights and thereby, its proponents argue,
improves work incentives.

� It shifts pre-retirement longevity risk from the state
to individuals: if life expectancy goes up then annuity
rates, at any given age, go down. Individuals need to
make their own decision as to how to respond;
accepting either later retirement or lower income in
retirement.

� The definition of the rate of return paid on the capital
balance can be used to ensure sustainable system
finances in the face of uncertain national economic
performance and uncertain fertility rates.

Countries with NDC schemes now include:
� Sweden (1999)
� Poland (1999)
� Italy (1995)
� Latvia (1996)

The Swedish system
Until the 1990s Sweden had a classic continental style
earnings-related PAYG system with explicitly stated
pensionable ages. Following the recommendations of
the Parliamentary Working Group on Pensions in 1994,
the decision was made to switch to a NDC system with
a small actual funded DC system (the Premium Pension
System) on top.

Key features of the NDC element of the system are:

� Contribution rates of 16% (shared between
employers and employees) on all income above
SEK16,600 (6% of median earnings) and below
SEK317,250 (120% of median earnings).

� Each person’s contributions accumulate in explicitly
identified individual accounts.

� The rate of return on the accumulated funds is
normally the growth of average earnings but this can

be varied subject to the “automatic balancing
mechanism” referred to below.

� The system itself is non-redistributive. Each person
receives the full benefit of their contributions and
each person earns the same rate of return. There is
however a separate poverty prevention “Guaranteed
Pension” funded out of general taxation and
dependent on residence. Credits for years in
education and child rearing, funded via general
taxation, are paid into the NDC system.

� Individuals receive annually an “Orange Envelope”
which sets out their capital sum so far accumulated
and an indication of what annuity this might buy
them at a variety of different retirement ages.

� The actual annuity rate received depends on the 
life expectancy tables applying when each 
individual reaches 65. Individuals are free however 
to annuitise at any age from age 61, making their
own trade-off between income in retirement and 
age of benefit receipt.

The shift in pre-retirement longevity risk to the
individual makes the system financially sustainable and
fair between generations in the face of rising life
expectancy. In addition, there is an “Automatic
Balancing Mechanism” (ABM), which aims to ensure
that the contribution rate as a percentage of earnings
can be held stable in the face of fluctuating national
economic performance and of a fluctuating fertility rate.
This ABM would for instance share the negative impact
of a falling working population and a lower growth rate
between workers and pensioners by adjusting both the
rate of return on accumulating funds and the indexation
treatment of annuities. It operates as follows:

� The system is cushioned by large buffer funds worth
approximately a quarter of Sweden’s GDP, which the
country established in 1960.

� The total estimated Net Present Value (NPV) of
future contributions flowing into the NDC system
plus the value of the buffer funds is compared with
the total estimated NPV of the system’s liabilities.

� If the ratio is less than 1, then the rate of return
received by contributors and the value of the
pensions in payment is reduced proportionately until
the system goes back into balance.

Notional Defined Contribution systems



(ii)  National administration of individual accounts 

Section 2 of this Chapter identified high costs of distribution and

administration as one of the inherent barriers to the success of a purely

voluntary system of funded pension savings. Insurance companies and banks,

whether selling directly or via financial advisers, cannot profitably serve

substantial segments of the market except at Annual Management Charges

above, and for some segments well above 1%. AMCs this high are a logical

disincentive to voluntary saving, and substantially reduce income in retirement.

The drivers of these high costs, compared with the levels of 0.1% to 0.3%

attainable by large occupational schemes, include:

� The high cost per successful sale arising from the need for individual advice

and persuasion, and from the low success rates achieved.

� The proliferation of separate contracts for the same individual, arising from

the existence of separate employer schemes into which the individual

must enroll to receive an employer contribution.

� The lack of economy of scale buying power in the purchase of fund

management services.

The first of these cost drivers could in theory be overcome by compulsion,

which would remove the need for expensive advice on the save/do not save

decision. But the experience of Australia indicates that compulsion is not

sufficient to achieve a radical reduction in costs. AMCs within compulsory

Australian pension accounts, range between 0.4% and 0.8% for “Industry

Trusts” (multiple employer schemes achieving some economies of scale and

buying power) but are between 0.4-1.8% for “Master Trusts” (individual

accounts held directly with a financial institution) [Figure 1.49]. High

marketing costs to attract individuals to specific institutions and asset

allocation choices have offset the cost saving resulting from compulsion:

and significant contract proliferation has remained a problem.

The Swedish and Danish examples illustrate however that significantly lower

costs can be achieved through a nationally administered scheme, in which the

government collects money through the tax/PAYE system, administers

individual accounts centrally, and purchases fund management services in

bulk from the wholesale industry. This approach cuts out the costs of

contract proliferation and achieves economies of scale while still leaving

individuals significant choice in asset allocation.
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Figure 1.49 Typical Annual Management Charges within the Australian compulsory savings system

0.0% 0.5% 1.0% 1.5% 2.0%

Typical “master”
(i.e. retail) trust

Typical industry fund

1.10%

0.60%

Source: Bateman, Kingston and Piggott, Forced Saving, 2001

Note: Master or retail trusts are schemes run by banks or life insurance companies.
Industry trusts are multi-employer schemes which achieve significant economies of scale.
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The Swedish system is targeting by 2020 average costs and thus AMCs of

about 0.33% for those who choose non-default funds, and of below 0.2% for

those who choose the default fund. In the US, the President’s “Commission

on Social Security Reform” has set a target of 0.3% AMC for individuals’ “carve

out” accounts. This reflects the experience of the Federal Thrift Savings Plan, a

compulsory Defined Contribution scheme for all Federal employees, which by

restricting choice to only six indexed funds, and by buying from the wholesale

fund management industry through a competitive bidding process, achieves

fund management costs of about 0.06% and total costs of about 0.1%. The

President’s Commission believes that total costs of 0.3% will allow a wider

range of asset allocation choices (including some actively managed funds) to

be provided.

The Pensions Commission believe that nationally administered but individually

owned accounts could and, as Chapter Five argues, should play a role in the

UK pension system. Chapter 10 Section 10 considers in more detail the costs

that are achieved in other countries and possible target costs in the UK.

(iii)  National auto-enrolment

Section 2 above described the behavioural barriers to the success of a purely

voluntary system: these might provide a rationale for compulsion. But it also

described the diversity and ambivalence of attitudes towards compulsion,

which in part reflects differences in individual preferences and individual

circumstances. Compulsion may help some individuals by preventing under-

saving, but could harm others by requiring over-saving.

Automatic enrolment may be an attractive intermediate option. It has been

applied for many years by some employer schemes, where (as Figure 1.25

illustrated) it has achieved significant success in increasing participation rates

while leaving those who want to opt-out free to do so. If auto-enrolment

were applied more extensively at employer level it would usefully increase

participation rates in those cases where the employer already provides a

scheme. But it would have no impact in the market segment where the

greatest problems lie, among those small and medium companies where there

is no employer-supported scheme within which to apply auto-enrolment.

New Zealand is however now planning to introduce auto-enrolment at

national level. All employees will be auto-enrolled into a national savings

scheme, but with the right to opt-out, with contributions collected through

the PAYE tax collection system and then directed to individual accounts

[Figure 1.50].

We believe that this principle of national auto-enrolment could and as

Chapter 5 argues, should be applied in the UK.
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Figure 1.50 New Zealand’s planned “KiwiSaver” scheme 

Starting point: � Savings Product Working Group (August 2004) proposed a

national auto-enrolment scheme to address a perceived problem

of low individual and aggregate national household savings.

� 2005 budget committed the government to introducing the

scheme in April 2007.

Scheme outline: � All employees aged 18 and over auto-enrolled into KiwiSaver but

with the right to opt-out.

� Contributions likely to be 4% as default with option to pay 8%.

� Contributions collected through the PAYE system.

� Money invested with provider of individual’s choice but with

default providers for those not making an election.

� Funds not easily accessible until pension age except for permitted

withdrawal for first house purchase.

Source: www.securingyourfuture.govt.nz 
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Reducing the high cost of personal pension provision

As Figure 1.27 showed, the costs involved in providing
different types of pensions to different categories of
people vary widely. A well-run state PAYG system can be
run at costs of less than 0.1% of the accumulated value
of the pension rights. Large scale occupational schemes
can be run for Annual Management Charges (AMCs) as
low as 0.1%-0.3%. But individuals purchasing pensions
on an individual basis, or through Group Personal
Pensions (GPP) promoted by small companies, typically
pay AMCs of 1% or higher. As Chapter 6 of the First
Report described, AMCs at this level, along with means-
testing, significantly reduce the net rate of return and
thus the incentive to save for many individuals. They
also significantly reduce pension pots accumulated as a
result of any given savings rate. A key aim of public
policy should therefore be to create the opportunity for
all people to save at the low costs currently enjoyed by
higher income individuals, employees in larger
companies, and public sector employees.

The Sandler Report (published in July 2002) argued that
cost reductions could be achieved if pensions (and other
saving products) could be simplified so that they could
be sold with less intensive advice. It recommended a
price cap of 1% per year as an appropriate starting
point. The insurance industry argued, however, that

even given a simplified sales and advice process, a 1%
price cap would make it impossible to serve much of
the market profitably, and persuaded the government
that a higher price cap of 1.5% declining to 1.0% after
10 years of a policy (equal to about 1.3% for a policy
maintained over 25 years) was required. Even at this
price, however, industry cost models suggest that much
of the key target market – people of average income
and below working in small and medium firms, plus the
self-employed - is unprofitable or marginally profitable.
They also suggest that profitability, when selling to
employees of a small company, depends crucially on the
existence of an employer contribution, since only if
employers contribute will participation rates be high
enough to spread fixed scheme costs across sufficient
participants to reduce per person costs to profitable
levels.

The Pensions Commission concurs with the conclusion
that at the present price cap much of the market
segment about which we are most concerned remains
unprofitable or marginally profitable. Figure 1.51 sets
out our estimates of the combination of income levels
and ages required for adequate profitability. The
illustration assumes that people work for a small
company with 23 employees, that there is an employer

Figure 1.51 Profitable individuals under present Stakeholder charge cap regime: Group Personal Pension case
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Note: Assumes contributions of 8% of earnings between the Primary Threshold and the Upper Earnings Limit, and 60% participation.
More details in Appendix F.
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contribution, that 60% of employees participate, and that
combined employer and employee contributions amount
to 8% of gross earnings above the Primary Threshold.
This Figure and the sensitivity analysis presented in
Appendix F show that at incomes below £20,000 it is
difficult to sell pension policies profitability at the
present price cap, even where there is an employer
contribution and, as a result, a reasonable participation
rate. Even less of the market is profitable at the price 
cap when pensions are sold individually, or via a GPP 
with no employer contribution. This is despite the fact
that the present price cap is far above the costs achieved
in large occupational schemes, and sufficiently high to 
be a significant rational disincentive to long-term 
pension saving.

Radical change to the existing mechanism for providing
personal pensions is therefore required to deliver low cost
saving opportunities to those at or below median
earnings, the key target market segment. The changes
required reflect the drivers of today’s high costs of
pension provision. Appendix F sets out our analysis of
costs, drawing on data provided by different industry
participants and considered by the government as part of
the stakeholder price cap review. Figure 1.52 shows the
estimated costs involved in selling to the “just profitable”
person in Figure 1.51, i.e. a 40 year old median earner
working for a 23 employee company which makes a
contribution, and with combined contributions of 8% of

gross earnings above the Primary Threshold. Two cost
drivers dominate:

� Up-front costs involved in setting up the company
scheme, and in conducting advice interviews with
individuals. These costs would be significantly
reduced if high participation rates were achieved by
making either employer or employee contributions
compulsory. But they cannot be radically reduced
unless the need for regulated advice is eliminated,
and the costs of initial scheme set-up reduced.

� The costs created by lack of persistency. Assuming
present persistency rates published by the Financial
Services Authority (FSA) continue, then of the
personal pensions started today, only 40% will still
be receiving contributions in 10 years time. One of
the drivers of this cost is that if people move to a
new employer who makes employer’s contributions,
individuals can typically only receive those
contributions if they join the employers own specific
scheme, rather than receiving contributions into an
scheme of which they are already a member. This
generates a proliferation of account maintenance
costs, but more crucially of the account set-up cost.

Ongoing account maintenance costs and fund
management costs are by contrast smaller elements 
of the total cost.

Figure 1.52 Sources of costs for the median earner aged 40 in the present Stakeholder Pension system:

assuming Group Personal Pension at 23 employee company
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Note: More details in Appendix F.
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The total costs indicated in Figure 1.52 – equivalent to an
AMC of 1.3% – would be even higher for pensions sold
individually to people of lower or middle income, or for
group schemes where the employer makes no
contribution, and where employee participation rates are
therefore low. Since costs for these types of sale would
be above the regulated price cap, very few are sold.

To reduce costs significantly, a new system therefore
needs both radically to cut the up-front distribution 
and administration costs, and radically reduce non-
persistency. We have considered, and have had suggested
to us, a number of models by which such cost reduction
could be achieved.

These models vary in respect to the locations at which
individual accounts would be held, the way in which
individuals would select funds in which to invest, and the
payment collection mechanism. All the models however
involve auto-enrolling individuals into making
contributions (but with the right to opt-out) and involve
a modest compulsory employer matching contribution.
All of them also assume an evolution of the state system
which would avoid the spread of means-testing which
would occur if current indexation arrangements were
continued indefinitely. These common features are
essential to the reduction of up-front costs for two
reasons: first because they make it possible to dispense
with a heavily regulated individual advice process, by
making it highly likely that almost all individuals will

benefit from saving: second because auto-enrolment
and a matching employer contribution will improve
participation rates, and thus economies of scale in
scheme set-up costs.

These common features could be combined with a large
number of different account set-up and holding
systems. We have considered 4 options which span the
range from minimal to radical change. (See Appendix F
for details.)

1. Auto-enrolment into existing Stakeholder accounts.
This approach would produce higher participation
rates and would thus spread scheme set-up costs
across a larger number of participants. It would thus
ensure that a wider range of individuals, in particular
in small companies, would have costs as low as the
1.3% AMC illustrated in Figure 1.52, thus becoming
profitable within the existing price cap. It would also
remove the need for individual advice interviews,
which are sometimes currently required when an
individual joins a GPP. But initial scheme set-up costs
would not be reduced. Nor would non-persistency
costs be cut, since people would still need to join a
new scheme when they joined a new employer.
We estimate that if this approach increased the
participation rate in the case shown in Figure 1.52
from 60% to 80%, and reduced some initial interview
costs, then total costs could fall, from 1.3% to about
1.0% for the median earner in the small company
illustrated in Figure 1.52.

Figure 1.53 Sources of costs for the median earner aged 40 in an auto-enrolled nationally administered scheme 
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2 and 3. Auto-enrolment into personal accounts 
with a clearing house to reduce non-persistency costs.
In the second and third options employers would be
required to auto-enrol individuals into making pension
contributions and required to make a matching
employer contribution but with the contributions then
sent via a “clearing house” to the different individual
insurance companies at which different individuals hold
their accounts. This would help reduce non-persistency
costs, since an individual joining a new employer could
continue to make contributions to a pre-existing policy,
and could have a right to have employer contributions
sent to that policy. Two variations of this approach 
are possible.

2. In the first individuals would still initially join a GPP
(or Personal Pension) sold in the current fashion (i.e.
via IFAs or insurance company sales forces in direct
contact with companies or individuals). But when an
individual moved employer, they could continue to
make contributions (and to receive employer
contributions) into the initial account. The “clearing
house” would be essentially an electronic pension
payment processing system. This would not radically
reduce initial up-front costs, but it would significantly
reduce non-persistency. We estimate that this model
might cut costs – for the median earner in the small
company illustrated in Figure 1.52 – to about 0.7%.

3. In the second, the “clearing house” would play a
more important organising role, and the process of
initial account set-up would be radically changed.
Individuals would be auto-enrolled into making
contributions which (together with the employer’s
contribution) would be sent to the “clearing house”,
which would then contact individuals and ask them
to specify the insurance company at which they
wished to open an account. Marketing information
from each of the providers might be provided
through the “clearing house”, and insurance
companies would attempt to influence the choice via
general advertising. But there would be no sales
force or IFA direct contact with the employer or the
individual. This model is similar to that which we
believe New Zealand is now considering. In theory it
should be able to achieve significant cost reductions,
perhaps to around 0.5% for the case illustrated in
Figure 1.52.

Clearing house mechanisms thus seem likely to be able
to reduce costs significantly (though not to the level
achieved by option 4 below) while leaving individual

accounts still held with individual insurance companies.
But to achieve these reductions, price regulation would
almost certainly be needed. The experience of Australia
suggests that in the absence of a price cap, competition
between providers is more likely to take the form of
higher marketing costs than low charges. Australia has 
a fully compulsory pension savings system, thus
theoretically eliminating the need for an expensive
distribution system to persuade people to save.
However average costs for individual accounts are
around 1.1% [See Figure 1.49].

4. Auto-enrolment into individual accounts nationally
administered. In the fourth model, individuals would
be auto-enrolled into making contributions into
individual accounts held within a nationally
administered system. The national system would
then invest the individual’s money, at the individual’s
instructions, in funds which had been bulk-bought at
low fund management fees from the wholesale fund
management industry.

The Swedish Premium Pension Scheme (PPM) is an
example of this type of system (though in Sweden
membership is compulsory rather than auto-enrolled).
And in the US, the President’s Commission on Social
Security (2001) recommended that a similar
approach should be used to manage the accounts of
people who choose to have some of their Social
Security contributions invested in funded accounts 
(so called “carve out” accounts). Our cost model
suggests that such a scheme, by radically reducing 
up-front costs and non-persistency costs, could
operate with costs of around 0.3% [Figure 1.53]. The
Swedish scheme is aiming for costs of 0.3% or lower
once mature: the US President’s Commission advised
that a cost target of 0.3% was appropriate.

The Pensions Commission’s conclusion is therefore that
a nationally administered system with individual
accounts will be the most cost-effective solution.

A crucial driver of the low costs of such a system is 
the elimination of regulated advice. The success of 
the system therefore requires a high degree of
confidence that the vast majority of people would 
be better off as a result of saving. As Chapter 5 and
Chapter 6 describe this would be achieved by a
reduction in the scope of means-testing which would
result if present state pension system indexation
polices were continued indefinitely, and a modest
compulsory matching employer contribution.
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