
Given the realities outlined in Chapters 1 and 2 the Pensions
Commission believes that minor changes in policy, tinkering 
with the present system, will not create a pension system fit for
purpose in the twenty-first century. Major changes are therefore
required to create a sustainable pension settlement.

This Chapter describes the objectives and rationale of the reforms
we recommend, covering in turn:

1. The objectives and key elements of reform

2. Principles of a future state pension system, and the 
long-term consequences for public expenditure and the 
State Pension Age

3. The rationale for introducing a National Pension Savings
Scheme with auto-enrolment

4. The new settlement: an integrated approach

5. The new settlement: the role of the state

Principles and key features 
of required reform 3
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1. Objectives and key elements of reform

The general principles which should guide this settlement are:

■ It must create a less complex and more understandable system.

■ It must deal with major gaps which exist in the current system for 

people with interrupted careers and caring responsibilities.

■ It must overcome four barriers which undermine voluntary private 

pension provision:

– Inertia and other behavioural barriers to rational decision making;

– The high cost of provision for many middle and lower income people;

– The belief that current government indexation arrangements imply a

relentless spread of means-testing, generating uncertainty about

whether pension saving represents a good deal; and 

– Employer perceptions that there are limited self-interested reasons for

providing pensions.

■ But it must maintain the improvements in the relative standard of living of

the poorest pensioners and the reduction in pensioner poverty which the

current means-tested approach has achieved.

■ And it must be sustainable in the face of rising longevity and of uncertainty

over how fast that rise is occurring.

Achieving all these principles within acceptable public expenditure limits, and

from the starting point of today’s complex system and existing accrued rights,

will be extremely difficult. Hard trade-offs must be made between different

desirable objectives: and the merits of different routes towards those

objectives can be debated.

But the Pensions Commission believes that a new settlement which meets

these principles as best as possible and which reflects the realities outlined in

Chapters 1 and 2, must be based on two key elements:

■ A state pension system which is on average more generous, closer to

universal and less means-tested than will be possible given the current

percentage of GDP devoted to pensions and the current State Pension Age

(SPA). In the long-term this system will therefore require some mix of

higher public expenditure on state pensions and higher SPA.
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■ The introduction of a National Pension Savings Scheme (NPSS) into which

people will be automatically enrolled, but with the right to opt-out, with a

modest level of compulsory matching employer contribution, and

delivering to all people the opportunity to invest at low cost.

We set out below the rationale for these two elements.We then set out:

■ The complementary nature of these proposals.

■ The proposed role of government in a new pension settlement for the

twenty-first century.

2. A better state pension system: long-term consequences
for public expenditure and state pension ages

The UK’s state pension system is already deficient in its treatment of many

people with interrupted careers and caring responsibilities, in particular

women. And over time, if present indexation rules are continued indefinitely,

it would become steadily more means-tested. This would tend to reduce

actual or perceived incentives to private saving.

We have concluded that these problems must be overcome if the overall

pension system, state and private combined, is to work effectively. There is a

variety of ways to achieve this. In Chapter 6 we describe several alternatives

and the trade-offs which have to be made. We explain our preference for a

way forward which builds on the existing Basic State Pension (BSP) and State

Second Pension (S2P) systems, rather than combining them into one unified

flat-rate pension. But we acknowledge the merits of an alternative unified

approach. We also explicitly discuss the trade-offs involved in deciding how

soon changes are possible within public expenditure constraints and how soon

they are needed to create a more coherent system.

But the essential features of the state pension reform we are recommending

are clear. We believe that:

■ State Pay As You Go (PAYG) pension expenditure should in the long-term

be concentrated on securing as generous and as non-means-tested flat-

rate state pension provision as possible, with the state withdrawing

gradually from its role in PAYG earnings-related pension provision as the

NPSS provides a proven alternative earnings-related system. Other

countries, with different traditions, such as Sweden, have efficient and

sustainable earnings-related PAYG systems. But in Britain, the introduction

of earnings-related pensions was not accompanied by a willingness to

accept the consequences for the overall taxation burden, and led directly to

offsetting policies, such as price indexation of the BSP and the extension of

contracting-in/contracting-out choices, which have created the complexity

and need for means-testing which undermine today’s system.



■ The value of flat-rate state pension provision must in the long-term rise in

line with average earnings. The date at which this policy should

commence can be debated, but unless this principle is followed, one of two

consequences will inevitably follow:

– Either, if the Guarantee Credit is also linked to prices rather than average

earnings, the poorest pensioners will become poorer relative to the rest

of society.

– Or, if the Guarantee Credit is linked to earnings and the BSP

permanently linked to prices, the role of means-testing will grow.

We believe that the first option is unacceptable in distributional terms

since it will produce rising pensioner poverty, and that the second option

will undermine incentives to private pension provision and thus the likely

success of the NPSS.

■ Flat-rate state pension provision should become more universal. In our

specific recommendation this would be achieved by switching future BSP

accruals onto a universal residency basis, while leaving the S2P a

contributory system as now. We believe that this would make a major

contribution to cutting through the problems which the contributory

system creates for those with interrupted careers and caring responsibilities

and significantly simplify part of the state system.

■ State Pension Ages will in the long-term need to rise broadly with increases

in life expectancy so that each generation spends a roughly similar

proportion of adult life contributing to and receiving a state pension. This

principle is fair between generations, and required if a permanently rising

percentage of GDP devoted to pensions is to be avoided while maintaining

the relative value of the state provided minimum.

The inevitable consequence of the first three of these features is that average

expenditure per pensioner will be higher than it would be under current

indexation arrangements. And while the fourth feature (a proportionate rise 

in the SPA) will help to offset some of the public expenditure implications,

it will not in itself be sufficient to prevent a rise in public expenditure as a

percentage of GDP between now and 2050. As Chapter 1 Section 4 explained,

this is because the rise in the dependency ratio over the next 30 years will 

be driven not only by rising longevity but also by the delayed effect of the

fertility decline which occurred between the early 1960s and mid-1970s 

and was sustained thereafter. Proportional rises in the SPA are therefore

insufficient to stabilise this ratio. As a result we believe that it will be

impossible to create a more coherent state pension system, even one focused

solely on adequate flat-rate provision, without some increase in public pension

expenditures as a percentage of GDP, as well as some increase in SPA.
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In Chapter 5, Section 4 we propose the range of possible combinations of

increased expenditure as a percentage of GDP and increased pension ages

likely to be required to create a coherent state system. This range is illustrated

in Figure 3.1. The already planned increase in SPA for women, rising between

2010-2020 from 60 to 65, means that neither significant additional

expenditure as a percentage of GDP from current levels nor a still higher SPA

are required before 2020 to achieve the structural changes needed. But

beyond 2020 there is an unavoidable trade-off, which society now needs 

to debate.

Figure 3.1 Public expenditure and pension age increases: Pensions Commission proposed range for debate

2000 2010 2020 2030 2040 2050 2060 2070

Pensions Commission proposed range for debate 
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Source: Pensions Commission analysis using Pensim2

Note: Pensioner benefits include BSP, SERPS/S2P, Pension Credit, Housing Benefit, Council Tax Benefit, Disability Living Allowance and Attendence
Allowance and other benefits including Winter Fuel Payments.



3. Introducing a National Pension Savings Scheme with 
auto-enrolment 

The reforms to the state system proposed above will limit the future spread

of means-testing, and will create a simpler and more understandable system.

These changes will in themselves create a better basis on which private

pension provision (by individuals and/or by their employers) can build.

But we do not believe that reforms to the state system are sufficient in

themselves for two reasons:

■ First because such reform would not in itself make a purely voluntary

system of earnings-related provision effective. Means-testing will be

reduced, but behavioural barriers of inertia and irrationality would remain,

as well as cost barriers to selling private pensions to large segments of 

the market. And employers are in general retreating from their role as

voluntary private pension providers.

■ Second because focussing the PAYG resources of the state on flat-rate

provision – while logical and likely to make it easier to ensure adequate

flat-rate pensions, will gradually remove from the system the element of

earnings-related compulsion which already exists. The state will over time

cease to compel people to make earnings-related provision either in a

PAYG form (through S2P membership) or in a compulsory funded form

(via the contracted-out option).

We therefore believe it essential that policy towards private funded pension

provision goes beyond a purely voluntary approach. But the wide diversity of

people’s preferences and circumstances – particularly in relation to the

ownership and inheritance of housing assets – argues against an approach

which compels individuals or their employer to make the pension provision

which people on average will consider adequate.

Given this balance of considerations we believe that the appropriate policy 

for earnings-related pensions should be for the state strongly to encourage

people to achieve a “minimum base load” of private pension provision, while

enabling them (or their employers on their behalf) to save more than this

minimum in a cost-efficient way. The target for the minimum base load

which we propose is a replacement rate of about 45% for the median earner.

A target at this level minimises the danger that the state will encourage

people to save inappropriately, since the vast majority of people, even those

with housing or other non-pension assets, are likely to desire a pension of at

least this level. But it will significantly reduce the danger of severe under-

saving if combined with policies to facilitate additional purely voluntary

saving on top.
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To pursue these objectives, we propose the creation of a National Pension

Savings Scheme with the following features:

■ Automatic enrolment (auto-enrolment): All employees not covered by

high quality pension schemes should be auto-enrolled into the scheme, but

with the right to opt-out. This will use the power of inertia to encourage

saving, while leaving individuals ultimately free to make their own choice in

the light of individual preferences and circumstances. The self-employed,

for whom it is very difficult to design an effective auto-enrolment process,

should be able to join in an easy and cost-effective fashion.

■ A modest compulsory employer matching contribution: This, along with

the impact of tax relief, will ensure that the scheme is highly likely to

deliver attractive returns (even for those people still subject to some

means-testing). It will create a more level playing field between the many

employers who are already making pension contributions and those who

are not. And, if at a relatively modest level, it can be introduced without

serious adverse implications for total labour costs.

■ Individual accounts: Contributions would be accumulated in individual

accounts, and invested in funds chosen by individuals, but with a default

fund for those who do not choose to make an active selection. Individuals

will thus accumulate their own identifiable pension wealth.

■ Low Annual Management Charges: a target of 0.3% or less. This is

essential to ensure all people can enjoy the opportunity of cost-efficient

pension saving previously enjoyed only by employees of larger firms or of

the public sector, and by higher income individuals. It will increase the

rational incentives to save. It requires a cost-efficient payroll deduction

process, an elimination of the need for regulated advice, and the aggregation

of individual funds to allow bulk buying of fund management services.

4. The new settlement: an integrated approach

Within both of the policy elements we are recommending there are many

detailed alternatives possible. These are considered in later Chapters.

Policy choices between these alternatives must however recognise the

complementary nature of three key recommendations. Thus:

■ We are not convinced that even a radical reduction in the present level of

means-testing and the creation of a simpler and more understandable

state system would be sufficient in themselves to stimulate voluntary

private saving, since the barriers of inertia and high cost would remain.

The state should therefore encourage and enable saving via the creation of

the NPSS.



■ But a clear policy to prevent the future spread of means-testing is

essential to the success and credibility of the NPSS. The vast majority of

members should be able to secure attractive returns (unaffected by

significant means-testing) on both their own and their employer default

level contributions, and on any voluntary contributions they and their

employers choose to make.

■ Our detailed analysis of options for the state system, in Chapter 6,

suggests, however, that it will not be possible to eliminate all pensions

means-testing in the state system, without increases in public expenditure

or increases in the SPA which are unlikely to be accepted.

■ If this is true, then a modest compulsory employer matching contribution

within the NPSS is essential to ensure that all members can be certain of

achieving attractive returns on their own contributions, even if some 

of them continue to be subject to some means-testing in retirement.

This certainty removes the need for regulated advice, and thus makes

possible the low costs which the scheme aims to achieve.

5. The new settlement: the role of the state

The new settlement for pension policy we are proposing defines the role of

the state in a way which we believe is appropriate for the twenty-first century

and sustainable over the long-term given the realities of the UK’s overall

political economy. We believe that the state should:

■ Ensure a basic level of pension income for all on a flat-rate, PAYG basis,

with as little means-testing as possible, recognising and openly explaining

to society the consequences of this for long-term public expenditure and

for the State Pension Age.

■ Encourage earnings-related saving into existing funded pension schemes

and into a newly created National Pension Saving Scheme within which

members own their own individual funds.

■ Enable all citizens to enjoy the opportunity to save for a pension at the

low costs enjoyed today by employees of large companies, higher income

individuals and public sector employees.
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