
To achieve the principles and objectives set out in Chapter 3, we need
to consider the whole pension system, flat-rate and earnings-related,
state and private, in an integrated fashion, since we start with a system
in which the elements are closely interlinked. For while the core
question handed to the Pensions Commission was “Should the UK
introduce compulsory private pension savings?”, the UK already has a
system in which about a sixth of all private pension saving is in a sense
compulsory. All employees have to be covered by some earnings-
related pension provision. This provision can be through participation
in the State Second Pension (S2P), or through contributions to pension
schemes funded in part by the contracted-out rebate. Any
recommendations on the appropriate approach to earnings-related
pensions therefore entail recommendations on the evolution of the
S2P. And the evolution of the S2P cannot be considered in isolation
from the Basic State Pension (BSP), since it is the relationship between
these two elements of state provision which would drive the spread of
means-testing if current indexation arrangements continued
indefinitely, a spread which in turn would carry implications for the
effectiveness of any earnings-related system, compulsory or voluntary.

The crucial starting point for any policy recommendations is therefore
a clear understanding of how the present state and compulsory 
saving system works and how it will evolve in future if policy does 
not change.

The existing state and compulsory
savings system: problems and
objectives for reform 4
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This chapter therefore sets out:

1. Key features of the current state and compulsory savings system and of 

its possible evolution if current indexation arrangements were continued

indefinitely

2. Problems with the current system and possible evolution: objectives 

for change 

1. Key features of state and compulsory savings system and
its possible evolution 

The UK state pension system for someone retiring today consists of the 

flat-rate BSP and an earnings-related pension, both payable at 65 for men 

and 60 for women, plus means-tested additions. But if present indexation

arrangements remained unchanged [Figure 4.1] this system would change in

three important ways:

i)  It would become effectively flat-rate, but with the flat-rate pension

delivered in two separate elements;

ii)  It would become more means-tested over time;

iii)  And it would adjust to limit the impact of rising life expectancy increases

on public expenditure, increasing the “effective” pension age for the BSP,

but in a way which is complex, sub-optimal and not widely understood.

i)  The evolution to a flat-rate system

Figures 4.2-4.11 explain key features of the present position and of its

evolution if current indexation arrangements were continued.

■ Figure 4.2 illustrates the state pension and benefit income which a man

retiring in 2005 aged 65, and with a fairly full contributory record but no

private pension, would receive at the point of retirement given different

levels of income during working life.1 There is a basic flat-rate pension 

(the BSP) whose value reflects the number of years in which someone has

earned above the Lower Earnings Limit (LEL) of £4,264 (in 2005/06); the

State Second Pension (S2P) (previously the State Earnings Related Pension

(SERPS)) which pays out partly earnings-related benefits in return for

earnings-related contributions as earnings rise above the LEL; and there are

two categories of means-tested top-ups: the Guarantee Credit to ensure

that everyone can receive at least £109.45 per week and a Savings Credit

to smooth withdrawal of the means-tested top-up, so that for most people

the withdrawal rate is 40%. (The Guarantee Credit and the Savings Credit

are together referred to as the Pension Credit).

1 In this Chapter we use highly simplified examples to illustrate the key features of the system:
Chapter 6 uses more realistic profiles reflecting for example the impact of interrupted work
records and of variable income levels during working life.
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Figure 4.2 State pension income at the point of retirement in 2005 assuming no private saving
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Source: Pensions Commission analysis

Note: Assumes individual earnings grow in line with average earnings throughout working life.Working life is from 21-65.

Figure 4.1 Assumptions in the “current indexation arrangements” scenarios

In this Chapter we show how state pension income received by different individuals would evolve “if current

indexation arrangements continued indefinitely”. In Figure 4.6 we show how the income range covered by 

Savings Credit would grow under the same scenario. This scenario is also reflected in estimates of future public

expenditure on state pensions shown in Chapter 1 and in several places in Chapter 6.

As the title suggests this scenario describes what would occur if the indexation arrangements followed in recent

years continued unchanged. In particular it shows the result of the combination of:

■ Keeping the BSP linked to prices;

■ Maintaining SPA at 65;

■ Raising the level of the Guarantee Credit in line with earnings; and

■ Raising the lower threshold for the Savings Credit in line with the BSP (and thus in line with prices).

These were the assumptions used in the government’s published long-term expenditure forecasts to which we

referred in the First Report. They are not however defined government policy for the long-term since, for example,

the government has only made firm commitments to the Pension Credit indexation regime till 2007/08. Long-term

forecasts of public expenditure and of the extent of means-testing are highly sensitive to different assumptions

about these indexation regimes.



■ This system was however significantly reformed in 2002, making newly

accrued rights flat-rate up to the Lower Earnings Threshold (LET), which at

£12,100 (in 2005/06) is significantly above the LEL. This was achieved by

changing the accrual rules of S2P so that anyone who earns above the LEL

is treated as if they were earning at the LET. (The reforms also doubled the

accrual rate achieved at the LET.)  Figure 4.3 represents what the system

would look like for a hypothetical single person if the current rules,

relative to income, stayed in place for the whole of their working life.

This system is best understood as a three-tiered system consisting of:

(i) the BSP;

(ii) the flat-rate element of the S2P; and 

(iii) an earnings-related system with earnings-related contributions and

benefits between the LET and the Upper Earnings Limit (UEL).

■ Within this three-tiered system, the two flat-rate elements have many

similarities but also some important differences:

– They both create contributory flat-rate benefits for anyone earning

above the LEL, but not for those earning below.

– They both provide flat-rate credits for some people doing non-

remunerated work such as caring (though on slightly different terms 

with less generous credits in S2P) and for the disabled.

– But the BSP covers the unemployed and self-employed: the S2P 

does not.

– And the S2P is indexed to earnings during working life and to prices in

retirement, while the BSP at present is indexed to prices both before

and during retirement.

– Finally the BSP has been in place for many decades, so that people

retiring today can be fully paid-up members receiving the full BSP of

£82.05 per week: but since the S2P flat-rate element only came into

being in 2002, the first fully paid-up beneficiaries with 49 years of

contributions will not retire until 2051 (at which date they will receive 

£67 per week in current earnings terms if they earn above the LEL 

but below the LET throughout their 49 years).
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Figure 4.3 Hypothetical case: future state pension income at the point of retirement if the present accrual

structure were maintained indefinitely, and all values and thresholds were linked to average earnings:

assuming no private saving
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Source: Pensions Commission analysis

Note: Assumes individual earnings grow in line with average earnings throughout working life. Working life is from 21-65. Assumes all state
pension thresholds remain constant in earnings terms from 2005.

This hypothetical case shows what would happen if the present system stayed constant relative to average earnings, i.e. with all relevant
thresholds rising in line with average earnings.
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■ The case illustrated in Figure 4.3 is however hypothetical, because it 

shows what the system would look like if all the parameters in the system

moved with average earnings over time. If, instead, present indexation

arrangements were continued, the system would change over time in four

key respects as illustrated in Figure 4.4:

i) The earnings-related element of the system would gradually disappear.

This is because, if the LET is linked to earnings and the UEL to prices 

(as currently planned) the band of earnings between the LET and the

UEL will eventually dwindle to zero. This would occur on unchanged

indexation arrangements by around 2055: thereafter no earnings-related

rights would be accrued (though already accrued earnings-related

benefits would of course go on being paid out well into the late 

21st century).

ii) Within the flat-rate element of the system, the S2P will grow in relative

importance as accruals slowly build up, while the BSP, linked to prices,

will fall in value relative to average earnings.

iii) The LEL and the start point for the Savings Credit, both of which 

are currently linked to the value of the BSP, will fall relative to 

average earnings.

iv) With the consequence that the area of the Savings Credit payment 

and withdrawal expands.

The long-term result of these changes in the system is shown in Figure 4.5.
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Figure 4.4 Evolution of state pensions: consequences of current indexation arrangements
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Note: Assumes individual earnings grow in line with average earnings throughout working life. Working life is from 21-65. Assumes all state
pension thresholds remain constant in earnings terms from 2005.

Figure 4.5 Evolution of state pensions: the result by 2050 for someone who does no private saving
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Note: Assumes individual earnings grow in line with average earnings throughout working life. Working life is from 21-65.



ii) Spread of means-testing

The changing balance of the flat-rate system between the BSP and S2P

meanwhile drives the spread of means-testing. This is because:

■ The level of income at which Savings Credit first becomes payable would

fall in relative income terms if, as at present, it is linked to the BSP and the

BSP is linked to prices.

■ And because the S2P income is treated as “income brought to account”

for the purposes of Savings Credit calculations. [See the panel on Pension

Credit in Chapter 6 of the First Report for an explanation of why these

arrangements drive the spread of means-testing.]

As a result, as Figure 4.6 demonstrates, present indexation rules if continued

indefinitely would produce a steady spread of the range of income affected

by means-testing. This in turn implies that by 2050 over 70% of all

pensioners would be subject to means-tested withdrawal of either S2P or

private pension income at some time during their retirement. As a result also,

on present arrangements, people in the lowest income groups would not only

be protected against any of erosion of income relative to average earnings,

but would actually enjoy a rising replacement rate from the state, but only if

they make little or no private saving on top of the two compulsory elements

of the flat-rate pension [Figure 4.7 – see following page].

This effect is an unintended consequence of the present design of the Savings

Credit system, and of the changing balance of flat-rate pension provision 

(i.e. the declining value of the BSP but increasing value of S2P). The Savings

Credit was designed to reward voluntary private savings, but as Figure 4.8

shows, the changing balance between the two compulsory tiers of the system

automatically drives increasing Savings Credit expenditure even for the person

who makes no private saving.

By contrast, for someone who does accumulate private pension rights through

their working life, this evolution of the system would implies much lower

state pension income than they would receive at present. Figure 4.9 shows

pension income for someone retiring in 2050 under this system who had

saved 10% of their earnings (over £5,000) from age 30. Figure 4.10 shows

the state element of this. As can be seen, except at incomes below about

£5,000, the level of state support would be significantly lower than the

amounts people with no saving would receive in 2005 under the current

arrangements shown in Figure 4.7.
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Figure 4.6 Evolution of Pension Credit thresholds
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Figure 4.8 Increasing Savings Credit payments as balance of compulsory system changes

Possible combinations of BSP and SERPS/S2P in 2005 2050

(In 2005 earnings terms)

BSP £74.59 £33.62

SERPS/S2P £19.71 £61.10

Total contributory pensions £94.30 £94.72

Guarantee Credit £15.15 £14.77

Savings Credit £7.35 £36.66

Total income £116.80 £146.15

Source: Pensions Commission analysis

Note: This example would apply for someone with a 44 year working life with constant earnings of £8,000 in 2004 earnings terms and no private
saving. Assumes BSP continues to be price-linked and Guarantee Credit continues to be earnings-linked.

Source: Pensions Commission analysis
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Figure 4.7 State pension income at retirement for someone retiring in 2005 and 2050: assuming no private savings

0%

10%

20%

30%

40%

50%

60%

Pe
ns

io
n

as
pe

rc
en

ta
ge

of
m

ed
ia

n
ea

rn
in

gs

£0 £10,000 £20,000 £30,000 £40,000 £50,000

Earnings (in 2004 equivalent terms)

Replacement rate at LET: 54%

2005

0%

10%

20%

30%

40%

50%

60%

Pe
ns

io
n

as
pe

rc
en

ta
ge

of
m

ed
ia

n
ea

rn
in

gs

£0 £10,000 £20,000 £30,000 £40,000 £50,000

Replacement rate at LET: 60%

Earnings (in 2004 equivalent terms) 

Savings CreditGuarantee Credit

SERPS/S2PBSP

Source: Pensions Commission analysis

Note: Assumes individual earnings grow in line with average earnings throughout working life.Working life is from 21-65.
Assumes current indexation arrangements continue indefinitely.
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Figure 4.9 Total retirement income at 65 assuming some private saving in 2050
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Note: Assuming saving 10% of earnings above £5,000 (in 2004 earnings terms) 3.5% real rate of return and 0.3% AMC.

Figure 4.10 Income from the state at 65 assuming some private saving in 2050
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iii)  Effective state pension age: the complex adjustment

Despite rising life expectancy, government long-term public expenditure

projections assume little rise in public expenditure as a percentage of GDP.

This is achieved by indexing the BSP to prices. This is equivalent to an

increase in the “effective” state pension age for BSP, but in a way which few

people understand.

Both elements of the flat-rate system presently pay pensions at a State

Pension Age (SPA) of 60 for women and 65 for men today, harmonising to 

65 for both men and women by 2020. The present policy assumption is 

that no change will occur thereafter. But the underlying reality is that there 

is an important difference between the evolution of the effective pension age

under the two systems:

■ The BSP under present current indexation arrangements will only pay at

the unchanging age of 65 a pension which, because linked to prices not

earnings, falls relentlessly relative to the average level of earnings. People

will have the option of receiving a higher pension but only if they delay

taking it to a later age. We can therefore work out the future evolution of

the effective state pension age for BSP, the age at which, at different future

dates, people will be able to enjoy a BSP worth the same percentage of

average earnings as today. Figure 4.11 illustrates this calculation, showing

that the effective state pension age for BSP will rise to 71 by 2030. This

rapid rise in the effective state pension age for BSP makes possible the

decline in the cost of the BSP relative to GDP.

■ For the S2P however there is no difference between the effective 

and nominal State Pension Age. The S2P promise is to pay a benefit rising

in line with earnings up to the age of retirement, with no present plans to

increase that age. The inevitable consequence of this over 

time is a relentless increase in the public expenditure cost of S2P,

which will continue even after the recent changes to the accrual 

system (introduced in 2002) have worked their way through.
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Figure 4.11 Effective state pension age for the BSP: given price indexation and formal SPA remaining at

65: value of pension receivable at different ages in current earnings terms

Age of  

first claim 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

65 82 74 67 61 55 50 45 40 37 33

66 91 82 74 67 60 55 49 45 40 36

67 99 90 81 73 66 60 54 49 44 40

68 108 97 88 80 72 65 59 53 48 43

69 116 105 95 86 78 70 63 57 52 47

70 125 113 102 92 83 75 68 61 56 50

71 133 120 109 98 89 80 73 66 59 54

72 142 128 116 105 95 86 77 70 63 57

73 150 136 123 111 100 91 82 74 67 61

74 159 144 130 117 106 96 87 78 71 64

75 167 151 137 124 112 101 91 83 75 67

76 176 159 144 130 117 106 96 87 78 71

77 184 167 151 136 123 111 101 91 82 74

78 193 174 158 143 129 116 105 95 86 78

79 202 182 165 149 135 122 110 99 90 81

80 210 190 172 155 140 127 115 104 94 85

81 219 198 179 161 146 132 119 108 97 88

82 227 205 186 168 152 137 124 112 101 91

83 236 213 193 174 157 142 129 116 105 95

84 244 221 200 180 163 147 133 120 109 98

85 253 228 206 187 169 153 138 125 113 102

Source: Pensions Commission analysis

Note: Under the present deferral option, pensioners can delay their claim and receive a pension 10.4% higher for each year of delay.
The table illustrates the age to which the pension has to be deferred to receive a pension at retirement with same value as
today relative to average earnings.

Falling
earnings
equivalent
pension
receivable
at 65

Constant
earnings
equivalent
pension
receivable
at a rising
age



2. Problems with present plans and objectives for reform 

The present system is bewilderingly complex. It also suffers from four sets of

problems, one of which exists today and three which would develop over time

if present indexation arrangements were continued indefinitely:

■ The key problem which has existed for many years and which affects

people retiring today, is that the contributory system disadvantages many

people (particularly women) who have interrupted careers, caring

responsibilities, or multiple part-time jobs. The system was originally

designed around the assumption that most women would gain state

pension rights through full-time working husbands. Over the years it has

been adjusted ad hoc to cope with the realities of periodic unemployment,

female employment, increases in the number of part-time workers and

higher divorce rates. Around one third of all rights accrued within the BSP

system now arise not from paid NI contributions but from various types of

credit (related to unemployment, certain types of training, ill health and

Home Responsibilities Protection). Today however, only around a third of

newly retired women pensioners are receiving a full BSP [Figure 4.12] and

the vast majority of pensioners dependent on means-tested state benefits

are women. Over time the percentage of women with full BSP and

significant S2P rights will improve, but even in the long-term a small

percentage of women (and an increasing percentage of men) will fall short

of full BSP rights [Figure 4.13].

■ The three problems which would develop over time if current indexation

arrangements were maintained indefinitely are:

i) There is a decreasing element of earnings-related compulsion. This is

occurring at the same time that voluntary earnings-related provision is

declining due to a retreat of employer involvement and a declining

propensity to join employer schemes even where these are provided.

This is concerning given our finding that there is a segment of the

market (middle and lower earners working for small and medium firms)

where pure voluntarism does not and will not produce optimal results.

ii) There is an increasing degree of means-testing over time. This is a

major impediment to effective voluntary personal saving, which (as

above) is increasingly important if both state and employer provided

earnings-related pensions are in decline.

iii) The way the system will adjust to increasing life expectancy is

confusing, has adverse distributional consequences and does not send

clear signals to individuals about the choices they must make:

– The system combines an effective pensionable age for the BSP which

is increasing much more rapidly than required to compensate for life

expectancy increases, with an effective S2P pensionable age which is

not increasing at all. While the combined effect partly protects public
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Figure 4.12 Percentage of BSP received by 65-69 year olds: 2005
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Source: Retirement Pension and Widows Benefit Administrative Data, March 2005, DWP

Note: Category A entitlement is based only on the individual’s contributions.
The “all recipients” women is a larger group than women “Category A” recipients as many women will receive 51-75% of BSP as wives of
fully paid-up men and some will receive 100% as widows.

Figure 4.13 Projected average entitlement to BSP
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expenditure against the impact of life expectancy increases, there is

no logic to this way of doing so, and it disadvantages people with

interrupted paid work records and caring responsibilities (since BSP

credits are more generous than S2P credits).

– And since the long-term impact of price indexation is understood by

few people, raising the effective SPA for the BSP in this indirect

manner fails to signal clearly to people the increase in retirement

age likely to be required to secure an adequate retirement pension.

While the system provides options for individuals to defer pension

receipt in return for an increased pension, only a small proportion of

the population appear to know about this option or use it.

Given these problems reform should be designed to deliver a simpler and

more understandable system, and to achieve four specific objectives:

■ A fairer and more effective treatment of people with interrupted paid work

records and caring responsibilities (in particular women).

■ A higher degree of earnings-related pension provision than is likely to

emerge from the combination of the present state system and the present

voluntary system.

■ A limit to the spread of means-testing which would cover if currenet

indexation arrangements contined indefinitely.

■ A better approach to the management of life expectancy increases and of

uncertainty about how large those increases will be.

Alongside these objectives for change, however, there is one feature of the

current system which it is important to preserve. This is that the current

system, through means-tested targeting, has delivered over recent years a

significant increase in the pension income of some lower income people,

ensuring that total income from the state (provided people claim their

Pension Credit entitlement) is at least equal to, and in some cases above, the

level of the Guarantee Credit. Any reform should therefore ensure that there

are no adverse distributional impacts on low income people currently

benefiting from these improvements in state provision. As we will see in

Chapter 6, this commitment has consequences for the feasibility of some of

the radical simplification options often proposed.
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