
The objectives outlined above could be pursued in a number of different
ways. To decide between those ways forward we need first to debate and
resolve eight key choices:

1. Should earnings-related pension provision be compulsory, and if so,
should that mean compulsory on the individual, the employer, or both?
And to what level? 

2. Should either the earnings-related element or the flat-rate element 
of the pension system be funded or Pay As You Go (PAYG)?

3. How to manage the costs and risks of increasing life expectancy?
What consequences will this have for pension ages and the 
annuity market?

4. What public expenditure path is required for a coherent system 
and/or is acceptable in terms of economic efficiency and inter-
generational fairness?  

5. How should investment return risk be managed in a compulsory 
or government-encouraged pension saving scheme? 

6. Should the flat-rate pension (or pensions) be contributory or universal?

7. Should the two elements of the UK state pension system be unified?

8. Should the existing contracting-out rebate system be maintained 
or abolished? 

These choices overlap: alternative specific policy options, viewed in the light
of different key choices, are therefore discussed in several different sections.
Figure 5.1 pulls together the conclusions we have reached on each issue and
Section 9 sets out the integrated policy options which logically follow.

Redesigning the state and 
compulsory savings systems: choices
and alternative policy options 5
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Figure 5.1 Summary of conclusions on key issues

Long-term model should be that individuals are

auto-enrolled into earnings-related provision with

compulsory matching employer contributions at a

modest level.

Flat-rate state provision should be PAYG.

Earnings-related provision (via auto-enrolment

scheme) should be funded.

State pensionable ages within the PAYG flat-rate

system should rise over time with increasing life

expectancy to keep stable the percentage of adult

life covered by state pensions.

Individuals should face pre-retirement longevity risk

i.e. the trade-off between retirement age and

annuity rate. But post-retirement longevity risk

should be absorbed by annuity market.

No fundamental barriers to supply rising to 

meet demand, but government should facilitate

supply/demand balance by:

– Measures to encourage and facilitate later

annuitisation;

– Ensuring debt issuance strategy is as supportive 

as compatible with cost minimisation.

It will not be possible to design a coherent state

pension system (as a sound base for auto-enrolled

and voluntary private saving) without some increase

in pension spend as a percentage of GDP after 2020.

But to contain this rise to acceptable levels, State

Pension Ages must rise at least in proportion to 

life expectancy.

Compared with pension expenditure of 6.2% of GDP

today, a range of 7.5%-8.0% seems likely to be

required for a coherent system in 2050: but limiting

the rise to that implies SPA rising to 67 or higher 

by then.

1. Should earnings-related pension

provision be compulsory, on either

the individual or the employer?

2. Should the mandatory pension

system be PAYG or funded?

3. How to manage the risks of rising

life expectancy:

– PAYG system

– Funded earnings-related provision

– The annuity market

4. What public expenditure path is

required/acceptable?
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Figure 5.1 Continued

If the government auto-enrols people into funded

savings, it must provide:

– A default fund which partially mitigates investment

return risk i.e. a ‘lifestyle’ smoothing fund.

– A guaranteed real government bond fund.

Moving rapidly to a fully universal flat-rate pension

(either unified or two-tier BSP and S2P) would be

too expensive and distributionally inefficient.

But future accruals to the BSP element of the

system should move onto a universal residency base.

Immediate unification into an ‘Enhanced State

Pension’ (i.e. a “Citizen’s Pension”) equal in value 

to the Guarantee Credit is too costly and

distributionally inefficient.

If the ESP route were chosen, some combination of 

(i) introduction at a later age than 65 and,

(ii) phased introduction over time, would be required.

The alternative of maintaining BSP and S2P as 

a permanent two-tier, flat-rate system has

attractions, allowing:

– Different approach to contributory/

universal decision;

– Different retirement ages; and

– Different indexation regimes.

The contracting-in/contracting-out system has

major disadvantages and if designing a system from

scratch we would not recommend this feature.

But:

– Rapid elimination will further undermine 

voluntary pension provision;

– Elimination of the contracting-out rebate 

should not be seen as providing funds to 

support current pension expenditure.

Phase-out is preferable to immediate abolition.

5. How to manage investment

return risk?

6. Should the flat-rate pension 

(or pensions) be contributory 

or universal?

7. Should the two elements of 

the UK state system, BSP and S2P,

be unified?

8. Should the contracting-out rebate

be maintained or abolished?
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1. Should earnings-related provision be compulsory,
voluntary, or auto-enrolled? 

The fundamental issue on which the Pensions Commission was asked to

recommend was whether earnings-related pension provision should be

compulsory or voluntary. The starting point, already outlined, is that the UK’s

present system includes an element of compulsion for earnings-related

pensions. But this is in decline and if current indexation arrangements are

continued this will disappear over time with compulsory earnings-related

accruals ceasing after about 2055.

A case can be made that this future evolution should not only be accepted

but accelerated and that public policy should focus solely on ensuring a good

flat-rate basic pension, preventing poverty in retirement, and leaving it entirely

to individuals to decide what earnings-related provision they choose to make

on top (either via their choice of employer or via their individual pension

saving). The arguments for this are that:

■ People’s preferences and circumstances differ.

■ People are quite capable of making rational individual decisions as to

earnings-related pension provision.

■ Taxable capacity is finite and should be concentrated on achieving the

most important objective, which is poverty prevention, particularly in a

period when the retirement of the baby boom generation will put the

system under strain.

■ People will consider compulsory savings contributions as equivalent to tax.

A purely laissez-faire approach to earnings-related pension provision would be

appropriate on these arguments.

The Pensions Commission believes however that there are compelling

arguments against this purely voluntary approach: these arguments have

already been set out in Chapter 1. In brief they are:

■ The overwhelming evidence is that many people do not make rational

long-term decisions in their own self-interest without encouragement 

and advice. Most people do not make adequate pension provision 

unless either: (i) the state compels them; (ii) their employer enrols them in

a pension scheme as a by-product of employment; or (iii) a financial

adviser persuades them to join a pension policy.

■ But the willingness of companies voluntarily to provide pensions for self-

interested business reasons (i.e. to gain recruitment and retention benefits

in the labour market) has irreversibly declined.
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■ And there is a segment of the market (individuals of middle and lower

income working for small and medium sized companies) which cannot be

served profitably by the financial services industry except at Annual

Management Charges (AMCs) which are in themselves impediments to

pension saving.

■ These problems are inherent and cannot be fixed by a combination of

better information, better regulation of the financial services industry,

encouragement to good practice, or consumer education.

■ The inherent nature of these problems explains why almost all developed

countries have developed pension policies which either mandate or

strongly encourage earnings-related provision.

■ The reality must therefore be faced that if policy is unchanged many

people will end up with what they will regard as inadequate pension

provision. Faced with this reality it is still possible to argue that it is not

the government's job to fix this inadequacy: governments cannot solve all

problems. But the argument for a flat-rate policy focus can only be based

on such philosophical grounds. The empirical fact is that the present

voluntary system combined with the present state system will deliver

inadequate results for many people.

These arguments have led us to believe that there should continue to be an

earnings-related objective within public policy. This could be pursued either by

the state compelling individuals or their employers to make pension provision,

or strongly encouraging them to do so.

Compulsion or strong encouragement?

Since the UK's current pension system includes an element of compulsory

earnings-related pension provision (the State Second Pension (S2P) with its

contracted-in and contracted-out alternatives) the straightforward policy, if

we wish to have a compulsory system, would be to keep this in place and

build on the current system. This would be achieved by indexing the Upper

Earnings Limit (UEL) to earnings rather than prices, maintaining compulsory

earnings-related provision across the same range of the income distribution as

it applies today. It would be possible, in addition, to add a further layer of

compulsory savings (whether compulsory on employers, employees or both)

on top.

There are however three strong arguments against this approach:

■ First, it seems likely that permanently maintaining an earnings-related

element within the PAYG system is untenable within acceptable public

expenditure limits and will therefore tend (as it did in the 1980s and

1990s) to crowd out adequate flat-rate provision, with means-tested

benefits growing to fill the gaps. The alternative approach of a separate

compulsory funded saving scheme may be seen by many people as

taxation by another name and therefore might have the same effect.
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■ Second, individual preferences differ and should be allowed expression.

In particular different people will have different preferences between 

saving more and retiring later.

■ Third, individual circumstances differ. In particular an increasing number of

people will be able to use housing assets (either accumulated themselves

or inherited) to fund at least part of their consumption in retirement, while

others will not. These diverse circumstances and preferences imply that

straightforward compulsion on a significance scale could be against some

people’s interest, forcing them to over save.

Balancing the arguments against a purely laissez-faire approach with these

arguments against full and extensive compulsion, our judgment is that:

■ While it is not an appropriate aim of public policy to ensure that all people

achieve the replacement rates to which research suggests people on

average will aspire (e.g. two-thirds of earnings during life);

■ And while the tax resources of the state should be focused on the primary

objective of ensuring as generous and as non-means-tested a flat-rate

pension as possible, minimising pensioner poverty;

■ It is an appropriate objective strongly to encourage people to achieve

replacement rates of say 40-50% of earnings, and to enable them to do so

in a cost-effective fashion, while leaving it to individuals to decide their

own trade-off between pension income, retirement age and savings levels

once this replacement rate is achieved.

The best way to pursue this objective would, we believe, be through the

introduction of a National Pension Savings Scheme (NPSS) into which people

would be automatically enrolled but with the right to opt-out. Figure 5.2 sets

out the key features and rationale for such a scheme.We believe such a

scheme can overcome the barriers to rational decision-making, cost-efficiency

and the declining employer provision which undermine a purely voluntary

system, while leaving individuals ultimately free to make their own decisions

in the light of their own preferences and circumstances. It will therefore be

both a better solution in principle than pure compulsion and more capable of

generating consensus and lasting support.

Evolution of S2P to flat-rate system: appropriate pace

The introduction of this scheme could be combined with one of three

approaches to the existing compulsory earnings-related system, i.e. to the 

S2P and its contracted-out alternatives:

■ In Option 1, new accruals to S2P would cease immediately, with an

earnings-related national auto-enrolment scheme taking its place.
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Figure 5.2 Features of an auto-enrolment scheme

Key concept

Employees auto-enrolled in

scheme but with right to 

opt-out.

Modest compulsory matching

contributions by employers for

those who enrol.

Contribution collection via

payroll deductions, with money

attributed by individual unique

identifier (eg. National Insurance

Number).

Individual accounts invested in

specific funds as directed by

individuals.

Central aggregation for

investment in specific 

investment funds.

Default fund for those who

express no preference (as in

many DC schemes).

Rationale

Uses the power of inertia strongly

to encourage pensions saving,

while leaving individuals free to

decide in the light of their

preferences and circumstances.

Will greatly increase 

participation rates.

Creates level playing field between

companies presently making

pension contributions and those

who are not.

If at modest level, the impact on

total wage bill is small and over

time may be offset by lower

increases in cash wages.

Minimises collection costs and

administrative burden on business.

Incentives to save maximised by

clear ownership of accounts.

Minimises fund 

management charges.

Essential given that many will not

return asset selection forms and

many will welcome having the

decision made for them.

Detailed design options

(discussed in Chapter 10)

When to auto-enrol:

■ At a given age?

■ At a given income?

■ At regular intervals 

(e.g. every 5 years)?

■ On first and new employment?

What contribution rate and over

what band of income?

What contribution rate?

PAYE or newly created Pension

Payment System?

Rules on annuitisation during

retirement.

Range of funds and charge setting

process e.g.

■ Bulk buying of small range

of funds.

■ Open access to all fund

providers.

Design of default fund: appropriate

risk/return trade-off.
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■ In Option 2 we would accept the very gradual elimination of earnings-

related compulsion which the present indexation of the UEL to prices

would imply (as Chapter 4 explained, this would eliminate earnings-related

accruals within the S2P system in around 2055).

■ Option 3 would accelerate this elimination, but still maintain some

earnings-related compulsion for a transition period. This would be achieved

by freezing the UEL for S2P accruals in cash terms. Under this plan,

earnings-related accruals within S2P would cease in around 2030.

Figure 5.3 sets out the details, and the relative merits of these approaches.

The choice between these three options is in part determined by

considerations discussed in Section 7 and Section 8 of this chapter. Some of

the key arguments for our preferred approach will therefore be made in detail

in those sections. In brief we believe that Option 3 is the best way forward as:

■ It accelerates progress of the state system towards a focus on flat-rate

provision, and thus makes possible by 2050 more generous flat-rate

provision than would otherwise be possible.

■ But it maintains some element of earnings-related compulsion in the

system until the National Pension Savings Scheme is well established and

proven, preserving freedom to maintain the existing S2P system if auto-

enrolment is less successful than we anticipate.

■ And it gradually rather than immediately eliminates contracted-out rebates.

For reasons discussed in Section 8 we believe this gradual elimination is

appropriate, but that immediate abolition would unnecessarily accelerate

closure of private sector Defined Benefit (DB) schemes.

Whatever the precise policy followed in relation to the state pension system,

however, our clear recommendation is that a National Pension Savings

Scheme, working on an auto-enrolment principle, should be introduced.

Compulsory matching employer contribution?

Within a national auto-enrolment scheme, however, it would be possible to

include an element of compulsion on employers, with employers required to

make contributions when an employee accepts auto-enrolment and makes

contributions themselves.

■ There are three arguments in favour of such compulsion:

– First, employer contributions contingent on employee enrolment, even if

relatively small, would be likely to produce a major increase in employee

participation rates. Several UK insurance companies have told the

Commission that the sale of Group Personal Pensions (GPP) to small and

medium-size companies is only economic when the employer makes a

contribution, because an employer contribution increases the
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Figure 5.3 Focusing state pension capacity on flat-rate provision: three options

Option 1:

Immediate

Option 2:

As with current indexation

arrangements

Option 3:

Accelerated

Cease current S2P accruals and

unify BSP and S2P into one

“Enhanced State Pension”.

Leave the UEL (for S2P accruals)

linked to prices, while the Lower

Earnings Threshold is linked to

earnings.

Earnings-related accruals above the

UEL would cease when the LET

equals the UEL in around 2055.

Freeze the UEL (for S2P accruals)

in cash terms, while the LET is

linked to earnings.

Earnings-related accruals above

the LET will cease when the LET

equals the UEL in around 2030.

Attractiveness reflects wider issue

of whether flat-rate provision

should be unified or two-tier 

[see Section 7].

More risky than Options 2 and 3;

requires certain and immediate

success of NPSS auto-enrolment.

Would entail immediate abolition

of contracting-out rebate: would

probably accelerate closure of DB

schemes [see Section 8].

Maintains compulsory earnings-

related provision until NPSS up

and running and proven success;

avoids immediate shock to private

sector DB schemes.

Public PAYG expenditure includes

significant earnings-related

element until well into late 

21st Century.

As per Option 2, maintains

earnings-related compulsion 

until NPSS a proven success.

Accelerates focus of public

expenditure on flat-rate pension,

making possible by 2050 less

means-testing within any given

public expenditure limit.

Pensions Commission’s preferred Option

Source: Pensions Commission analysis



Chapter 5

160

participation rate and thus spreads the cost of the plan set-up over a

larger number of contributors. Evidence from the US meanwhile

illustrates that even relatively small matching contributions produce

significant increases in participation rates and in the contribution rates

which employees choose [Figure 5.4].

– Second, a compulsory matching contribution may be required to ensure

that all members of the scheme can achieve a reasonable return on

investment, even if subject to some means-testing. It will thus make it

safe to auto-enroll people without the expensive cost of regulated

advice. If means-testing could be eliminated entirely from the state

system, this argument for compulsory employer contributions would

disappear. But as Section 4 of this chapter will argue, while the future

spread of means-testing can and should be prevented, total elimination

of means-testing would be very expensive or would involve an increase

in pensioner poverty.

– Third, it could also be argued that a compulsory employer contribution

would be justified as creating a more "level playing field" between those

employers who already make pension contributions and those who do

not. Some employers, e.g. members of the EEF, have argued in favour of

this approach.

■ The key argument against such compulsion is obviously that compulsory

employer contributions would impose additional costs on companies not

currently making contributions. Economic theory suggests that over time

some or all of these costs would be offset by reductions in cash wages

offered to employees. But there would clearly be at least a transitional

burden, and this would fall more heavily on smaller businesses, simply

because these are less likely already to be making pension contributions.

We estimate that with 100% take-up each 1% of compulsory employer

contribution above the Primary Threshold and below the UEL could add

about 0.24% to private sector labour costs, but 0.37% to the labour costs

of companies with less than 50 employees [Figure 5.5]. There may also be

some danger that employers faced with this additional burden may

attempt to persuade individuals to opt out, perhaps offering increments to

cash wages as an inducement.
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Figure 5.4 Effect of employer matching on participant behaviour: evidence from the US

On employee   On employee  

Impact of participation rate contribution levels

Introducing a match for first time +10% to +25% +10% to +25%

Increasing the rate of match 0% to +15% 0% to +15%

Source: How America Saves,Vanguard 2004

Note: Figures show the range of effects on different pension plans analysed. The size of the match (or the increase in match)
varied by plan.

Figure 5.5 Impact on total labour costs in the private sector per 1% employer contribution:

assuming 100% participation

Firm size Percentage of employer 

no. of employees labour costs

1 – 4 0.41

5 – 49 0.35

50 – 249 0.25

250+ 0.16

All 0.24

Source: Pensions Commission analysis of ASHE 2004

Note: Employer labour costs include total salaries paid and 12.8% National Insurance on earnings above the 
Primary Threshold.
Employer contribution is based on a 1% contribution on gross earnings between the Primary Threshold and 
UEL for employees aged 21 and over.
It has been assumed that there is 100% participation for all employees aged 21 and over with gross earnings 
above the Primary Threshold.
Analysis assumes that all people who are already members of employer-sponsored pensions receive at least a 3%
employer contribution, so that the introduction of the NPSS requires no additional employer contributions in these
cases. It also assumes that there is no 'levelling down' of existing provision. As a result, figures could be under or over-
estimates of costs.
Chapter 6 sets out the contribution rate we propose and Chapter 10 sets out reasonable participation assumptions.
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Balancing these arguments, we believe that there should be compulsion on

employers to make matching contributions when an employee stays enrolled

but that:

■ These contributions should be relatively modest, to minimise the burden 

on business and to minimise the dangers of pressure on employees to opt

out. In Chapter 6 we have assumed for modelling purposes compulsory

matching employer contributions of 3% of earnings between the Primary

Threshold and the UEL.

■ These contributions could be phased in.

Government should consider whether there are other policies which could

ameliorate the cost impact of these additional contributions. These are

considered in Chapter 10.

2. Should either the earnings-related element of the system
or the flat-rate element be funded or unfunded?

The second issue to resolve is whether future pension provision should be

funded or unfunded. This issue is often in practice linked to decisions about

who should bear investment return and longevity risk, but it is important to

understand that in theory almost any combination of arrangements is

possible [Figure 5.6].

■ Governments can pre-fund retirement systems through national

investment funds (“buffer funds”), while continuing to provide individuals

with classic PAYG benefits payable at fixed retirement ages.

■ Individuals conversely can be made responsible for individually funded

pension savings accounts but they can avoid investment return risk, and

gain the close equivalent of a PAYG promise, if they invest their funds in

real-indexed government bonds.

■ And while governments can shift life expectancy risk to individuals by

requiring investment in individual funded accounts, they can achieve

exactly the same effects by moving a PAYG system onto a Notional

Defined Contribution (NDC) basis system, or by linking pensionable ages 

to increases in life expectancy. [See the panel “Notional Defined

Contributions systems” in Chapter 1 for a description of NDC systems.]
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Figure 5.6 Characteristics of pension systems: possible combinations

Individual exposed to:

Neither pre-retirement longevity

risk nor investment return risk1

Pre-retirement longevity risk but

not investment return risk

Pre-retirement longevity risk and:

■ Economic growth risk

■ All investment return risk

Pay As You Go 

Classical state system with preset

retirement ages

State system with pension ages

formula linked to life expectancy

Notional Defined Contribution

(NDC) system with preset rate 

of return3

NDC system with rate of return

varying in line with growth

Not existing

Pre-funded

State system backed by national

investment fund

Private Defined Benefit scheme

with preset retirement ages2

Private “cash balance” scheme4

NDC system backed by national

investment fund

Defined Contribution (DC) system

where the individuals invest

entirely in real government bonds

NDC system backed by national

investment fund

Classical DC system

1 See Figure 5.13 for the definition of “pre-retirement longevity risk”.
2 If DB schemes are under-funded they are effectively part PAYG for the company sponsor.
3 See the Chapter 1 Panel “Notional Defined Contribution Systems” for a description of NDC schemes.
4 Private “cash balance” schemes provide a guaranteed minimum investment return, and thus cash balance accumulated, but with the
pension which this balance will buy dependent on annuity rates at retirement. The same risk-sharing could also be achieved through a
classic DB salary-related scheme, but with pensionable ages formula linked to life expectancy.



It is, moreover, theoretically possible to obtain the key macroeconomic

benefits of pre-funding (an increase in the national savings rate and a

reduction in the future level of taxation required to support future PAYG

liabilities) simply by using current PAYG surpluses to reduce government

borrowing [Figure 5.7]. Conversely it is quite possible to introduce a shift 

to a funded system without achieving the macroeconomic benefits of 

pre-funding, e.g. if PAYG contributions are diverted to funded accounts, but

the government cash flow shortfall is covered by increased borrowing.

These different ways to achieve the same objectives reflect the fact that the

differences between PAYG and funded schemes are less fundamental than

often supposed.

■ All pension systems, PAYG or funded, entail a transfer of resources from

future workers to future pensioners. In a PAYG system workers pay taxes

to provide pensions. In a funded scheme future workers buy accumulated

assets from retirees.

■ As a result all pension systems are exposed to demographic risks. In a PAYG

system, if the ratio of workers to pensioners declines, the implicit rate of

return within the system (which determines the pensions affordable given

any level of contributions) falls and either taxes/contribution rates must

rise or pensions relative to average earnings must be reduced. In a funded

system, at least within a closed economy, a falling ratio of workers to

pensioners must tend to drive a falling rate of return on the assets

pensioners have accumulated and/or a fall in the price at which those

assets can be sold.1

But despite these underlying common features, a funded approach may have

four significant advantages:

■ Even if the degree of compulsion is the same, a funded system may be

more acceptable. People may be more willing to accept compulsory

savings into an account which is legally theirs, and the value of which is

defined in clear capital value terms, than to accept taxation to support a

PAYG system.

■ Even if the funding occurs at national level, via a national buffer fund, and

even if the government could in theory simply have borrowed less, the

creation of a buffer fund may create greater discipline on governments.

A buffer fund may be a more effective mechanism than reduced borrowing

for ensuring that the government does in fact achieve the smoothing of

the taxation cost of PAYG commitments over time.
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1 See Appendix C of the First Report and "The Macro-economics of Pensions,” lecture to the
Actuarial Profession, September 2003, available on the Pensions Commission website for
further discussion of these issues.
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Figure 5.7 The macroeconomics of pre-funding

Objective

“Pre-funding” of pensions

reduces the future PAYG

burden on tax payers and 

can be used to smooth the

burden of an increasing

dependency ratio across

generations.

It achieves this effect if 

and only if the national

aggregate savings rate is

increased; this requires 

the sacrifice of current

consumption by some

individuals.

Means to achieve

Reduce future PAYG promises

and require/encourage

individuals to save in individual

funded accounts.

Leave PAYG promises

unchanged, but increase

taxation to create national

investment fund, which can be

drawn on to help pay future

pensions.

Leave PAYG promises

unchanged but increase

taxation and reduce

government debt issuance/pay

back government debt, thus

reducing future debt interest

claims on future revenues.

National savings increase

because current workers must

save as well as paying taxes to

support pensions of retirees

today.

National savings increase:

current consumption cut 

by increased taxation.



■ While a PAYG system is equivalent to a forced investment in domestic

government bonds, explicit funding allows individual funds to be invested 

in alternative assets, earning higher expected returns but with higher

expected risk. For some but not all individual savers this wider choice will

be advantageous [see the panel “Risk and return in pension fund

investment” later in this Chapter].

■ Explicit funding, if invested at least in part overseas, can enable a society in

aggregate to build up pension claims on other countries, providing some

escape from the otherwise unavoidable challenge of a rising dependency

ratio. For this reason national buffer funds have been particularly favoured

by small countries and typically invest a significant proportion of their

funds overseas [Figure 5.8]. The same effect can be achieved by individual

Defined Contribution (DC) funds or private DB funds, investing some of

their assets overseas.

Given these theoretical considerations, what should be the balance of funded

versus PAYG for:

(i) The flat-rate element of the system? 

(ii)The earnings-related element of the system? 
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Figure 5.8 Buffer funds of selected countries

Size of Fund Percentage of Contribution rates Investment

Country UK £bn Country’s GDP1 and uses balance

Ireland 8.4bn2 8.1% 1% of GDP per year 76% equities 

Decumulation allowed primarily invested

only after 2025 overseas3

New Zealand 2.6bn4 4.6% 1.6% of GDP per year 65% equities,

of which  

92% overseas

Norway 91.7bn5 64.4% Contributions vary with 40% equities, all

oil revenues. Wide range of which invested

of uses possible not just overseas

to support pensions

Sweden 51.5bn6 26.1% Receives surpluses from 57% equities,

the Notional Defined of which 65% 

Contribution system: overseas

Used is as required 

by Automatic Balancing 

Mechanism (see panel  

on Notional Defined 

Contribution schemes

in Chapter 1)

Source: http://www.norges-bank.no/english/petroleum_fund; www.nzsuperfund.nz; www.nprf.ie; www.forsakringskassan.se

1 GDP for 2004 at 2004 prices and currency exchanges. Taken from OECD Gross National Product Monthly Update 
August 2005.

2 As at 31st March 2005 �12.3bn.
3 As at 31st December 2004.
4 As at 30th June 2005 NZ$6.6bn.
5 As at 31st March 2005 NOK1091.1 bn. In addition to the general oil fund, Norway is now legislating to establish a dedicated
pension buffer fund.

6 As at 31st December 2004 SKR655 bn.



(i)  The flat-rate element of the system  

All developed countries have significant PAYG pension liabilities, and all

deliver at least a basic flat-rate pension via a PAYG rather than funded

system. The predominant assumption of British pension policy, reflected in

written submissions to the Pensions Commission, has also been that the flat-

rate BSP should be PAYG, and that the funded/unfunded choice only arises in

respect to the earnings-related element of the system. This predominant

consensus in part reflects the fact that since almost all flat-rate pension

systems involve redistribution from higher to lower income earners, they are

not easily expressible in the form of individually funded accounts.

The alternative point of view has however been presented by the Pension

Reform Group, who have argued that the flat-rate element of the system

(incorporating the current BSP) should be explicitly pre-funded via a

government created, but arm’s-length fund investing in a wide range of assets.

The key features of this scheme are set out in Figure 5.9. The proposed

advantages of this scheme are that:

■ People might be more willing to pay into an explicit fund than to pay taxes

(even if the contributions/benefits relationship was to a degree

redistributive). A more generous flat-rate state pension could therefore be

sustainably afforded if we choose the funded route.

■ The arm’s-length governance structure might ensure continuity, reducing

the likelihood of the continual changes which have increased the

complexity of the British state system and undermined trust in it.
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Figure 5.9 Pension Reform Group proposal: Universal Protected Pension

Core objective: A pension guarantee of 25-30% of national average

earnings throughout retirement.

Mechanism: Existing Basic State Pension (BSP) is supplemented by a

national funded pension scheme, so that the combined

pension will be within a band of 25-30% of national

average earnings, depending on fund performance and

contribution rates.

All individuals compelled to make additional National

Insurance payments.

Contributions are paid into an aggregate national fund,

subject to an independent governance structure, which

invests in a wide range of asset classes.

The fund pays out a flat-rate pension to all members: it is

therefore redistributive.

Rationale: Redistributive mechanism essential to deliver adequate

non-means-tested flat-rate state pension.

Pre-funding and independent governance structure allows

a stable pension promise which British history illustrates

will not be achieved through a PAYG promise subject to

short-term policy changes.

The superior return on capital market assets, relative to

the implicit return within the PAYG system, can deliver a

significant future pension at relatively low current cost.



We believe however that these advantages are not sufficiently compelling to

justify such a major change in policy which would carry with it some

offsetting disadvantages [See Figure 5.10]. In particular we are unconvinced

that it is politically feasible or acceptable to hand over to an arm's length

independent body the huge and inherently political decisions which would

need to be made about the appropriate level of the flat-rate BSP in the event

that asset values oscillated significantly.

But we believe it is important to ensure that the objectives sought by 

this scheme, and in particular the benefits of sustainability and trust are

achieved by other means. The means by which we believe these objectives

can be achieved are discussed in Section 3 and 4 of this chapter, and in

Chapter 11. And as we discuss below, the advantages of funding the

earnings-related element of the pension system are more compelling.

(ii)  The earnings-related element of the system 

At present the earnings-related element of the UK’s pension systems is

primarily funded, both because there is significant voluntary funded saving,

and because of the significant role of compulsory funded saving via the

contracted-out rebate. But contracted-in S2P rights also represent a

significant PAYG liability and this liability will grow in relative importance 

if the trend to contracting-in continues, and as the shift from DB to DC

provision reduces the scale of voluntary private saving [Figure 5.11].
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Figure 5.10 Arguments against a funded approach to flat-rate pension provision

Feature of Pension Reform Group proposal

Aggregate national fund making
discretionary choices between different 
asset classes.

Value of pension can vary between 
25-30% of average earnings, according 
to performance of the fund, with exact 
level determined by fund board.

Concern

May be difficult to avoid politicisation of

these investment decisions, which would

have major weight within overall UK 

capital market.

Decision on whether to cut benefits or

increase contributions is inherently 

political, and difficult to hand over to

independent body.

If capital market performance is

exceptionally poor, contributions may 

have to rise to keep pensions above 

25% minimum, or taxes rise to provide

general government support, at a point in

the economic cycle where strain on

government finances may be most severe.

Figure 5.11 Earnings-related UK pensions – Total size of assets/liabilities at end 2003

Occupational pension funds

■ Assets £720 billion

■ Estimated deficits £70 billion

■ Estimated liabilities £790 billion

Personal pension policies £550 billion

Unfunded public sector pensions £500 billion

Additional Pension rights

■ Contracted-in £290 billion

■ Contracted-out £240 billion

Source: Pensions Commission analysis based on data from ONS, GAD and HMRC

Notes: Voluntary funded assets are funded pension scheme assets excluding the contracted-out element (720 + 550 – 170).
Unfunded voluntary figure is the liability of public sector unfunded schemes excluding the contracted-out element (500 – 70) plus the
deficit of occupational pension funds (70) which is an unfunded liability of companies.
The compulsory funded assets are contracted-out assets (estimated by the split between contracted-out rebates between 
the funded and unfunded sector shown in Figure 5.36).
Compulsory unfunded assets are the total of contracted-in rights plus unfunded contracting-out liabilities for the public sector schemes.

£ billion (rounded to the nearest £10 billion)

Voluntary Compulsory Total

Funded 1,100 170 1,270

Unfunded 500 360 860

Total 1,600 530 2,130



Looking internationally, earnings-related pension provision is far more often

funded than is the flat-rate element of provision and there has been a trend

to increasingly funded approaches. But the majority of developed countries

still run an earnings-related element of the system on a PAYG basis [Figure

5.12]. The major advantage of that PAYG approach is that, for those savers

who would in any case choose an investment in government bonds, a PAYG

system is the most cost-efficient way to deliver the economic equivalent of

that investment. And, while funded schemes have the automatic advantage

of transferring the risk of unexpected increases in life expectancy from

government to individuals, this risk transfer can be achieved in other ways,

either by moving to a Notional Defined Contribution (NDC) system or by

linking retirement ages to life expectancy increases [See Section 2(iii) below].

Despite these advantages and possibilities, however, the Commission believes

that within the UK context the earnings-related element of the system

should ideally become fully funded, and on an individual account basis. This

reflects the following judgments:

■ Constrained tax capacity should be focussed on providing as generous a

flat-rate benefit as possible, minimising the role of means-testing. While

the argument can be made that people will accept higher taxes/NI

contributions if an element of the state pension is earnings-related, we

believe that devoting PAYG state pension expenditure to earnings-related

pensions has resulted in the past and would probably in the future result in

less money being available to fund adequate flat-rate pensions.

■ Making the earnings-related tier funded on an individual account basis is

the most effective and simple way to ring-fence it against future political

changes. The history of the State Earnings Related Pension Scheme

(SERPS/now S2P) has been one of continual policy changes reflecting

changing points of view on what is fair and what is affordable.

■ The key benefit of a PAYG earnings-related scheme is that it enables

people of modest means to invest in a low risk and low-cost fashion.

This can be achieved by the appropriate design of a national compulsory

savings scheme or a national auto-enrolment scheme.

■ But such schemes can at the same time allow those who wish and 

for whom it is appropriate to invest in higher return and higher risk 

asset classes.

Provided therefore that either a national compulsory savings scheme or

national auto-enrolment scheme is put in place, our judgement is that the UK

should move, over time, to a system in which the earnings-related element is

fully funded on an individual account basis.
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Figure 5.12 Country approaches to mandatory pension provision

Country State flat-rate State or compulsory private 
pension earnings-related pension

Australia PAYG Funded – compulsory private saving

Denmark PAYG Funded – compulsory funds and 
quasi-compulsory occupational schemes

France PAYG

Germany PAYG 

Italy PAYG

Netherlands PAYG Funded – quasi-compulsory occupational schemes

New Zealand PAYG Introducing an auto-enrolled funded retirement
savings scheme from 2007

Poland Largely PAYG with significant compulsory funded element 

Spain PAYG

Sweden PAYG Mainly PAYG with small, compulsory funded element

USA PAYG



3. How to manage the costs and risks of increasing 
life expectancy?

As Chapter 1 Section 3 described, further analysis since the First Report has

reinforced the conclusion that life expectancy is rising faster than previously

anticipated, and that the pace of increase is hugely uncertain 30 to 50 

years ahead.

Rising life expectancy at any given retirement age carries implications for any

pension system:

■ In DB schemes with pre-set retirement ages, whether state or privately

provided, it increases the cost to the provider;

■ In DC schemes, rates for annuities bought at any given age fall, leaving

individuals with the choice between increased savings, a lower pension

income, or an increase in the age at which the pension is drawn (the latter

usually linked to a later age of exit from the work force).

Different pension systems therefore allocate differently the costs of increasing

life expectancy and the risks of unexpected changes in life expectancy. A key

issue is therefore who should bear these costs and risks.

The answer should be different for the pre-retirement and post-retirement

categories of life expectancy risk [See Figure 5.13 for the definition of 

these terms].

Pre-retirement longevity risk: adjusting pensionable ages

Pre-retirement life expectancy risk refers to the risk that we do not know

today what will be the average life expectancy at retirement of the whole

cohort of people who will reach any given retirement age at some future

date. The Pensions Commission believes that this risk should ideally be borne

by each generation of individuals rather than by the state (i.e. rather than by

future generations of taxpayer). This reflects three arguments already set out

in Chapter 1 Section 3:

■ First, that inter-generational fairness requires that each generation should

enjoy a roughly similar proportion of life spent in state supported

retirement. A policy which allows each generation to spend an increasing

percentage of life in retirement financed by an increased level of public

pension expenditure as a percentage of GDP will be unsustainable in the

long run and unfair to subsequent generations of taxpayers.
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Figure 5.13 Categories of life expectancy risk

Pre-retirement average Uncertainty about what average life expectancies at 

cohort longevity risk retirement will be in future e.g. uncertainty today in 

2005 about what the average life expectancy of 

65 year old men will be in 2050.

Post-retirement average Uncertainty at date of retirement about what  

cohort longevity risk average life expectancy will be during retirement:

– e.g. uncertainty today in 2005 about the average 

life expectancy of men now aged 65.

– e.g. uncertainty which we will face in 2050 over 

what the average life expectancy of men aged 65 

(or 67 or 69) then is.

Post-retirement individual Uncertainty over how long any individual will live during 

longevity risk retirement. This uncertainty would exist even if

(unrealistically) we could know for certain the average

remaining life expectancy of any overall age cohort.



■ Second, that individuals may have different preferences between working

later, saving more and accepting a lower pension, and should be allowed to

express these different preferences.

■ Third, that if increases in total life expectancy are accompanied by

increases in healthy life expectancy, as they appear to be for most people,

then people on average will be able, if they wish, to devote more years to

productive and remunerative work.

We therefore recommend the principle that the pension system should be

designed so that effective pension ages will rise automatically in response to

increasing life expectancy. By “effective” pension ages we mean the age at

which people can receive the equivalent of today’s pension in earnings term.

■ In the earnings-related element of the system, this will occur naturally if, as

proposed, the system moves on to an individual account funded basis.

Individuals faced with changing annuity rates will need to make their own

trade-offs between age of pension receipt, pension level and savings rate.

■ In the flat-rate element, which we propose should continue to be PAYG

based, there are two different ways by which the principle of effective

pension ages linked to life expectancy can be achieved: (i) redesigning the

PAYG system as a “Notional Defined Contribution” system or (ii) raising

the “normal” State Pension Age in line with life expectancy. While the

former approach has significant theoretical attractions we believe that

within the UK context it goes against the clarity of the system and that

the latter approach is more appropriate.

– Moving to a “Notional Defined Contribution” (NDC) system.

The panel in Chapter 1 explained key features of an NDC system.

The essence of the approach is that, while the system is in

macroeconomic terms PAYG, it is presented to each individual as an

account based system, with a capital sum accumulated which is

converted into pension income according to the annuity rates applied

when the individual reaches retirement. In this system, therefore, the

pre-retirement longevity risk is shifted to the individual. In the Swedish

version of the system for instance, people do not know definitively what

pension income any accumulated capital sum will deliver until they

reach 65: a member of the state NDC system is thus in exactly the

same position as an individual in a funded DC scheme who retires at 65.

NDC systems have significant attractions, and as the panel on “Notional

Defined Contribution systems” in Chapter 1 set out several countries

have now introduced them. But all these NDC schemes are earnings-

related systems in which there is nil or minimal redistribution, with a

separate and redistributive flat-rate or income-related pension existing

alongside, delivered in the classical DB way. This reflects the fact that

the essentially redistributive nature of flat-rate pension provision makes

it very difficult to express the system in an “individual account” fashion:

there is no simple relationship between money paid in and the capital
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Figure 5.14 State Pension Age required to keep stable the proportion of adult life spent in receipt of 

a state pension: if SPAs had already been equalised at 65

1980 1990 2000 2010 2020 2030 2040 2050

Retaining 1980 proportion of adult life in receipt of the state pension

Retaining 2005 proportion of adult life in receipt of the state pension

Year

60

62

64

66

68

70

72

St
at
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ns
io

n
A

ge

Retaining 2020 proportion of adult life in receipt of the state pension

Source: GAD historical data 1980-2003
Pensions Commission life expectancy projection 2003-2050

Note: Adult life is defined as over 18 years of age.
Male and Female results combined to produce average.

value of the rights accrued. We do not therefore believe that an NDC

system is the appropriate way forward for the PAYG flat-rate element of

the UK system.

– Raising “normal” pension age in line with life expectancy. Under this

approach the “normal” pension age for the receipt of the standard level

of state pension is increased in line with life expectancy so as to keep

stable the proportion of adult life over which people can receive the

standard state pension.2

From a starting point of 65 in 2020 (i.e. after the harmonisation of male

and female SPA) and if the current GAD projections are accurate, this

would imply the SPA rising to 67 by 2050. But if we adjusted the SPA to

compensate for the increases in life expectancy that have already

occurred since 1980, the SPA would need to reach over 71 by 2050.

Starting from 2005, the income would be to 68 by 2050 [Figure 5.14].

The profile chosen for the next 50 years needs to reflect a political

judgment on the appropriate balance between taxation and pension age

increases, which is discussed in Section 4 below. But the principle that in

the long-term effective pensionable ages should rise in line with life

expectancy is clear.

2 It is of course possible to combine this increase in the “normal” State Pension Age with
systems, such as the UK already has, which allow people to take their state pension at a
variety of different ages with the pension received increasing as the age at which it is taken
increases [see Chapter 8].



Two concerns are likely to be expressed about this principle of rising

pensionable ages:

■ The first relates to people’s expectations of pension receipt at a particular

age and their desire to know this age in advance. We recommend that this

is reflected in an assurance that changes in pensionable age for the flat-

rate pension will be announced at least 15 years in advance. Everyone

over 50 today would thus be assured that their pensionable age would not

exceed the level of 65 planned for 2020.

■ The second relates to the significant inequalities in life expectancy by

socio-economic class which we described in Chapter 1 Section 3. These

inequalities mean that increases in pensionable age can have a

disproportionate effect on lower income groups who are likely to live for

fewer years in retirement. One way to at least partly reflect this concern

might be deliberately to design a flat-rate state pension system with two

distinct ages within it: a later age at which the “full” state pension is

receivable, and an earlier age at which at least some state pension is

provided with means-tested additions to a poverty line also available. The

later age could then increase in line with average life expectancy: the

earlier age with the life expectancy of the least favoured socio-economic

groups. This option is considered in Section 7 of this Chapter and in

Chapter 8. It would also be possible (as today) to make the Guarantee

Credit available at a slightly earlier age than the SPA. [This option is

considered in Chapter 8.] 

Post-retirement longevity risk: avoiding capacity strains in the 

annuity market

Post-retirement longevity risk refers to the risk that, even if in 2005 we

believe that the average life expectancy of the cohort of women now aged 65

is 22 years (in line with the GAD principal projection), the subsequent

outcome may be higher (or indeed lower). Ideally this risk should not be

borne by individuals since there is a social value in being able to give people

at retirement a firm promise of future income until death, which can be

delivered whatever their own individual age of death and whatever the

average age of death of all the people in their cohort.

In order to provide people at retirement with a deliverable promise of certain

pension income until death, the post-retirement longevity risk has to be

absorbed either:

■ By the state which promises DB state pensions until death.

■ By a company sponsored DB scheme, similarly promising DB pensions 

till death.

■ Or by insurance companies and capital markets, which provide annuities.
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Figure 5.15 Probability of survival of 65 and 75 year old females with modelled variations around GAD 2003-based

principal projection, UK 
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In respect to the state’s PAYG liabilities, the key to making risk absorption

post-retirement manageable is simply that state pensionable ages should be

adjusted in line with life expectancy in the way already described. The funnel

of doubt about future life expectancy narrows the higher the age from which

it is measured [Figure 5.15]. Raising pensionable ages in line with life

expectancy therefore not only reduces the average expected cost of PAYG

pensions, but also increases the predictability of future costs.

Concerns have been raised however with respect to the capacity of the

insurance companies and capital markets to meet the increased demand 

of annuities which will result from the combination of: (i) the shift from 

DB to DC; and (ii) the long-term increase in funded pensions required to

compensate for declining state PAYG pension to the average pensioner. These

could produce very large increases in the annual flow of annuities demanded

and in the total stock of annuities required to be in place at any given date.
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■ Scenarios produced by the Association of British Insurers for the growth of

the annuities market over the next 10 years identify two different possible

drivers of increased demand [Figure 5.16]:

– The certain but gradual maturing of DC pension funds (whether DC

occupational or personal pension in form) which could drive an increase

in annual annuity demand from today’s £7 billion per year to between

£16-20 billion in 2012.

– The possible but by no means certain impact of bulk-buyouts by closed

DB schemes. For these the estimated range of possible values is

extremely large. If bulk buyout becomes a commonly favoured option

£128 billion is possible. But it is also possible that DB funds will choose

to continue managing longevity risk within the funds.

■ Looking further ahead, however, as DB funds are replaced by DC funds, the

potentially huge increase in the scale of the annuity market becomes clear.

In the earnings-related elements of the UK’s pension system today,

something like £760 billion of liabilities to people who are already drawing

pensions have been created [Figure 5.17]. Of these the vast majority, lie

either within the S2P system, or within DB pension funds, or are the

liabilities of the public sector as an employer. Only about £70 billion

represent annuity liabilities of insurance companies. If in the long-term the

role of private sector DB schemes becomes minimal: and if the state’s

earnings related PAYG liabilities are eventually replaced by an auto-enrolled

DC scheme; but if pensioners are still to receive a legally committed

pension from retirement till death; then the total stock of annuities in

place would have to rise to approximately 6–8 times the present level.
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Figure 5.16 Scenarios for the size of the annuity market, estimated annual flows: £ billion

2012

2002 Low Medium High

Individual annuities 7.2 16.6 18.1 19.7 

Drawdown 2.3 5.3 5.8 6.3

Bulk buyout 1.4 1.5 35.4 128.1

Source: ABI Watson Wyatt 2003/04

Significant growth almost
certain with maturing DC
pension funds annuities

Huge range of possible
results depending on
whether DB funds find bulk
annuitisation option
attractive, and on funding
position of DB funds

Figure 5.17: Longevity risk in UK pension provision, £ billion of total liabilities – broad estimates: end 2003

Pre-retirement? Post-retirement?

Still in employment Already in payment

Insurance companies 10? 70?

Pension funds 400? 400?

Unfunded public 260 190

employee pensions

State pensions
■ Earnings-related 190 100

Total Earnings-related 860 760

State pensions
■ Basic 510 390

Total 1370 1150

Source: GAD and Pensions Commission estimates based on industry discussions 

Note: Unfunded public pensions in this Figure sum to £450 billion in line with latest GAD estimate.
This is likely to be revised upwards as the impact of recent life expectancy projections are taken into account.
In Figure 5.11 we estimate that this might produce a liability of £500 billion.
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The panel at the end of this Chapter considers whether there are constraints

on the capacity of the annuity market to meet this demand. The overall

conclusions are that there are no inherent barriers to the private annuity

market playing a greatly enhanced role in the absorption of post-retirement

longevity risk, with changes in annuity prices themselves likely to stimulate

appropriate adjustments to supply and demand, but that public policy may be

able to help offset transitional problems:

■ The primary focus of policy should be to encourage and facilitate later

annuitisation. Policies could include:

– Steadily increasing, in line with life expectancy, the ages of earliest

possible and last possible annuitisation.

– Considering whether the requirement for annuitisation, at any age,

should be limited to a minimum amount.

– Minor changes in tax and regulation which may facilitate the use of

drawdown products by a wider segment of the market.

– Increasing awareness of the trade-off between age of annuitisation and

size of pension [see Chapter 10 Section 7 “Communication with

Members”].

■ In addition government debt issuance strategy may be able to facilitate

annuity market growth in two ways:

– By avoiding any artificial constraints on the issue of long-dated bonds

and of index-linked bonds;

– By considering whether government could play a limited pump-priming

role in the longevity bond market. The Pensions Commission is not

convinced by arguments that the government should be an issuer of

longevity bonds on any significant scale. Government is already

extensively exposed to longevity risk. However if, but only if, the

government takes steps to exit from inappropriate absorption of pre-

retirement longevity risk in both the state pension system and in public

sector employee pensions, it could consider the issue of bonds which, by

absorbing the risk of unanticipated changes in mortality rates of very

old people (for instance over 90 year olds) might stimulate a wider

private longevity bond market and thus help underpin annuity provision.

Chapter 10 Sections 7 and 8 discuss the implications of this approach for

annuity provision and for communication with members of a National

Pensions Savings Scheme.
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4. What is the required and acceptable path of public
expenditure?

The published public expenditure forecasts quoted in our First Report

suggested that the UK’s total expenditure on state pensions would rise 

slowly as a percentage of GDP over the next 45 years, reaching 6.9% in 2050.

The Pensions Commission’s base case forecast now suggests that if current

indexation arrangements continue, expenditure would rise more than this,

reaching 7.6% by 2050: this reflects more realistic forecasts for the growth of

expenditure on Pension Credit, given the likely trend in private pension

income, and a faster projected increase in life expectancy [Figure 5.18].1

But this rise from 6.2% today to 7.6% would still be slight compared with

that forecast for most other European countries [Figure 5.19] and would 

result in a 20% fall in average state pension income relative to average living

standards being paid to each pensioner.

Figure 5.18 Public expenditure on pensioners as a percentage of GDP 2005-2050: if current indexation

arrangement continue indefinitely

2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

BSP SERPS/S2P Pension Credit Housing Benefit/Council Tax Benefit

0%

1%

2%

3%

4%

5%

6%

7%

8%

Other Disability Living Allowance/Attendance Allowance

Source: Pensions Commission analysis

Note: Other includes Winter Fuel payments and free TV licences.

See Figure 4.1 for a definition of the “current indexation arrangements” scenario

1 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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Critical issues are therefore:

■ Whether it is possible to design a coherent pension system with public

expenditure as constrained as this;

■ What expenditure is required to deliver a coherent system;

■ And what expenditure might be acceptable.

It is essential that these issues are now debated openly, and that as much

political consensus on their resolution as is possible is achieved in order to

provide a stable basis for pension policy going forward. In this section and in

Chapter 6 we aim to make clear the choices that have to be made, and

suggest a range of feasible solutions.

There are two closely related factors which make it very difficult to design a

coherent system without some increase in public expenditure above current

planned levels:

(i) The impact of changing demography, and

(ii) The need to limit the spread of means-testing while also avoiding an

increase in pensioner poverty.

These can be offset partially, but only partially, if:

(iii) The state reduces its role in PAYG earnings-related pension provision.

These three factors are considered in turn below. We then set out:

(iv) Our judgemental guidelines on the required and acceptable public

expenditure level, which we propose for debate.

(i) The demographic challenge: proposed principles to guide 

policy decisions 

Chapter 1 Section 4 set out latest information on the scale of the

demographic challenge, and explained the essential trade-off which we face.

Given current plans for the State Pension Age (SPA), and despite the planned

increase in the SPA for women (from 60 in 2010 to 65 in 2020) if the SPA

remains at 65 after 2020, the ratio of people above SPA to those aged

between 20 and SPA will increase from about 28% today to 47% in 2050.

Some mix of three developments is therefore inevitable: either an increase 

in the percentage of GDP being spent on public pensions of up to 45%: or 

a decline in the average generosity of state pensions relative to average

earnings of up to 30%: or a rise in a pension age from 65 in 2020 to over 

72 in 2050.
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Figure 5.19 International comparison of long-term public expenditure on pensions

Country1 Percentage of GDP in:

2009 or nearest 

available date 2050

Austria 14.2 13.6

Belgium 8.8 13.0

Denmark 5.5 7.8

Finland 12.3 15.2

France 12.9 14.5

Germany2 10.9 13.8

Greece 12.3 22.6

Ireland 4.1 (2008) 7.7

Italy 13.6 14.4

Luxembourg 7.5 (2008) 9.3

Netherlands 5.2 (2008) 8.3

Spain 8.0 13.0

Sweden 8.6 (2008) 9.4

United Kingdom3 6.8 7.7

United Kingdom 6.2 (2010) 7.6

(Pensions Commission 

base case)4

Source: European Commission 2005 Public Finances in the EMU to be published as European Economy n° 3/2005

1 EU 15 countries. No information relating to Portugal.
2 Projections were made by the IFO Institute for Economic Research.
3 These EU published figures use HM Treasury estimates and do not reflect the estimates made by the Pensions Commission.
The estimate does not include costs for Housing Benefit, Council Tax Benefit, Disability Living Allowance and Attendance
Allowance for those aged over SPA. It does, however, include public sector pension expenditure.

4 This estimate does include costs for Housing Benefit, Council Tax Benefit, Disability Living Allowance and Attendance Allowance
for those aged over State Pension Age. It does not however, include public sector pension expenditure.
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The first of these options would impose the burden of demographic

adjustment entirely on future generations of taxpayers: the latter two options

are alternative ways of making future pensioners bear the burden.

Current policy is based on SPA nominally held constant at 65, but with the

value of the BSP falling relentlessly relative to average earnings. Two questions

therefore arise:

■ Who should bear the burden of demographic adjustment: future pensioners

or future tax payers? 

■ Second, if future pensioners should bear the burden, is it sensible to impose

it on pensioners via a reduction in the benefit level, or via on overt increase

in pension age.

Who should bear the burden of demographic adjustment? As we have

already suggested in Chapter 1 Section 4, the answer to this question should

be based on a distinction between the two different drivers of the

dependency ratio increase: the rise in life expectancy and the delayed effect of

the fall in fertility which occurred between the early 1960s and mid 1970s.

■ There is a very strong argument that the economic consequences of rising

life expectancy should be faced by each generation of pensioners, and not

imposed through increased taxation on future generations of workers.

Effective state pension ages should therefore rise over time at least in line

with life expectancy, with this objective clearly announced in advance and

integrated as far as possible into automatic adjustment rules. This implies

that if increased life expectancy were the only demographic challenge we

faced there would be no necessary reason why demographic factors should

drive an increase in pension expenditure as a percentage of GDP.

■ But as Figure 1.46 in Chapter 1 illustrated adjusting pensionable ages in

line with life expectancy is not sufficient to stabilise public expenditure as a

percentage of GDP. This is because, alongside the continuous increase in

life expectancy, we face the one-off impact of the fall in fertility which

occurred in the late 20th century, and thus of the retirement of the baby

boom generation, whose large numbers have for the last 25 years kept the

dependency ratio below its underlying long-term trend. This impact

requires either that effective pensionable ages must rise faster than in line

with life expectancy or that there must be a one-off increase in public

expenditure on pensions as a percentage of GDP even if effective

pensionable ages are increasing in line with life expectancy.

Which of these two approaches should be pursued depends upon a point of

view about inter-generational fairness and is therefore inherently judgmental.

The Pensions Commission’s judgment is that to require future pensioners to

absorb the whole of the impact of the one-off fertility decline as well as the

whole impact of increased life expectancy would be unreasonable, and would
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result in a spread of means-testing which will undermine the effectiveness of

the whole pension system (state and private combined).

The Pensions Commission therefore recommends that public pension 

policy for the flat-rate element of pension system must be based on two 

hard realities:

■ Effective state pension ages will need to rise after 2020 at least in

proportion with rising life expectancy, so that there is no persistent

tendency for public expenditure on pensions as a percentage of GDP 

to rise.

■ But at least part of the impact of the one-off decline in fertility will need

to be reflected in a one-off increase in public expenditure on pensions as a

share of GDP between 2020 and 2045.

Should pensionable ages be increased or the value of state pensions be

eroded? If effective state pension ages are to rise over time in line with 

life expectancy, there are two ways to achieve this:

■ Overtly, with declared increases in the SPA, but with the pension received

at that age rising in line with earnings.

■ Or in a hidden fashion, with the SPA nominally held constant but with the

value of the pension eroding relative to average earnings, so that only by

taking the deferral option, can someone gain a pension of unchanged

earnings value, but at a later age.

As Chapter 4 illustrated in Figure 4.10, present indexation arrangements, if

continued indefinitely, will produce a significant increase in the effective state

pension age but in a hidden and complex fashion. The effective pensionable

age for the BSP is increasing more rapidly than needed to compensate for

increased life expectancy, while the effective pension age for S2P will on

present plans stay constant at 65.

While both the explicit and hidden routes can be effective ways to achieve 

the objective of constraining public expenditure in the face of rising life

expectancy, the Pensions Commission believes that a more explicit policy of

raising State Pension Ages (but with benefits rising in line with earnings) will

provide clearer signals to individuals of the adjustments which must occur.

We also believe that the current planned difference between the evolution of

the effective state pension age for the BSP and S2P is neither logical nor

optimal. In particular the present policy of increasing very rapidly the effective

BSP pensionable age, while not increasing the S2P age at all, is disadvantageous

to people with interrupted work records and caring responsibilities, who,

because of the greater generosity of the BSP credits system, are more likely to

accrue substantial BSP rights than substantial S2P rights.



(ii)  Limiting means-testing requires higher public expenditure 

If current indexation arrangements were continued indefinitely the role of

means-testing within the UK state pension system would grow relentlessly

and by 2050 over 70% of pensioners would be subject to means-tested

withdrawal of Pension Credit. This growth of means-testing is driven by the

way in which the UK is currently dealing with the demographic challenge 

i.e. by reducing the earnings equivalent value of the BSP. We believe that the

resultant spread of means-testing would undermine the effectiveness of any

system of earnings-related pension provision (whether auto-enrolled or

voluntary) both because it reduces actual incentives to save and because of

the widespread perception that this is the case, even if for some categories of

people this belief is exaggerated.

One aim of public policy reform should therefore be to limit the future spread

of means-testing. There are three ways to achieve this:

■ One is to reduce the level of the Guarantee Credit below that implied by

current indexation arrangements e.g. by indexing it to prices not earnings.

We believe that this is not a desirable policy since it would reduce the

standard of living of the poorest pensioners, relative to the rest of society,

reversing the reductions in pensioner poverty which recent policy changes

have achieved.

■ A second is to make the Savings Credit payable above a higher income

level relative to average earnings than current indexation arrangements

imply. This would shift some people from the 40% withdrawal of the

Savings Credit to the 100% withdrawal of the Guarantee Credit.

■ The other is to increase non-means-tested benefits. This will require

increased public expenditure.

It will thus be impossible to limit the spread or severity of means-testing in

the UK system without accepting a somewhat higher level of public

expenditure. The expenditure required to eliminate means-testing entirely

would however be very large. Thus even in 2010 (i.e. before the impact of the

future demographic changes considered above) a non-means-tested universal

pension equal in value to the Guarantee Credit would cost an additional 1.6%

of GDP compared with current arrangements [Figure 5.20]. And the

additional public expenditure required to achieve an immediate abolition of

means-testing would to a significant extent benefit better-off pensioners.

This suggests that a complete and immediate cessation of means-testing is

unlikely to be either affordable or a best use of constrained resources. Nor is

it required. A significant improvement in actual and perceived incentives for

the majority of people of current working age can be achieved by limiting the

future spread of means-testing: it does not require the immediate elimination

of means-testing today. This criterion which we have used to assess state

system options considered in Chapter 6 is therefore that they should result in
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Figure 5.20 Impact of an immediate move to a universal Enhanced State Pension at the Guarantee Credit level:

public expenditure on pensions and pensioners benefits as a percentage of GDP

2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 

0%

2%

4%

6%

8%

10%

12%

Base case if current indexation arrangements continue indefinitely

Universal ESP at Guarantee Credit level

Source: Pensions Commission analysis

Note: Assuming no increase in SPA in both cases.
See below Section 4 (iii) and Chapter 6 for ways in which the increase in expenditure could be “offset” by reducing the
accrual SERPS/S2P rights, payment relating to which is included in these figures.
The higher total cost in this Figure, compared to Figure 1.46, reflects the fact that this figure includes the costs of
Housing and Council Tax benefits, disability benefits and other benefits e.g.Winter Fuel payments. In addition it includes
expenditure on SERP/S2P.



no further increase and ideally some fall in the percentage of pensioners

receiving Pension Credit (either Savings Credit or Guarantee Credit), some

decrease in the percentage of people who receive any Guarantee Credit and

thus are dependent on means-tested benefits to achieve society’s minimum

standards, and no increase in the percentage who are subject to 100%

withdrawal rate of the Guarantee Credit.

Our proposed approach to means-testing and to the public expenditure

consequences of limiting it, is therefore pragmatic. It is important to 

limit the future spread or severity of means-testing, and assuming that an

increase in pensioner poverty is undesirable, it will be impossible to do this

without an increase over time in public expenditure as a percentage of GDP.

Total elimination of all means-testing or rapid reductions in the current 

level of means-testing may however be unfeasible and undesirable in

distributional terms.

(iii) Reducing public expenditure on earnings-related pensions  

Demographic change and the need to prevent the spread of means-testing

will require increased public expenditure on flat-rate pensions. This increase

could be offset in part if the state reduced its role in the business of PAYG

earnings-related pension provision. In Sections 1 and 2 of this chapter we

argued that over time it should do so, relying instead on a national auto-

enrolment system to pursue earnings-related policy objectives. The public

expenditure saving which will result from this policy depends on how rapidly

we make the shift and on whether any of the increase in the value of the

state flat-rate pension is “offset" by removal of some already accrued gross

SERPS/S2P rights.

■ Total forecast expenditure on gross SERPS/S2P under current plans is

shown in Figure 5.21, distinguishing between that expenditure which

relates to already accrued rights and that which will accrue in future.

If we follow the option of a gradual shift from the current system to an

auto-enrolment system (Option 2 in Figure 5.3) none of this expenditure

would disappear.

■ If instead we pursue Option 3 in Figure 5.3, freezing the UEL for S2P

accruals in cash terms, this would produce the gross SERPS/S2P

expenditure profile shown in Figure 5.22.

■ While if we decided to make an immediate switch to an auto-enrolment

system, immediately ceasing accruals (Option 1 in Figure 5.3), the future

accruals element shown on Figure 5.21 would disappear.

■ Finally if cessation of S2P accruals was accompanied, as proposals for a

“Citizens’ Pension” suggest, by the introduction of a more generous BSP, it

would be reasonable to “offset” increased BSP payments against people’s

already accrued gross SERPS/S2P rights. This would indeed be essential in

order to avoid today’s working generation paying significant additional taxes
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Figure 5.21 Planned total SERPS/S2P expenditure as a percentage of GDP 
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2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 

Total SERPS/S2P expenditure

SERPS/S2P already accrued by 2010

S2P that will accrue from 2010

Source: GAD and Pensions Commission analysis 

Figure 5.22 Public expenditure on SERPS/S2P under current plans and if value of UEL for S2P accruals frozen in

cash terms as a percentage of GDP

2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

0.0%

0.2%

0.4%

0.6%

0.8%

1.0%

1.2%

1.4%

1.6%

1.8%

2.0%

Total (accrued and still to accrue) present system

Still to accrue present system

Total if UEL frozen in cash terms

Still to accrue if UEL is frozen in cash terms

Source: GAD and Pensions Commission analysis



while also having to save for themselves, with much of the benefit of those

extra taxes flowing to better-off pensioners. This “offsetting” approach

would not only eliminate a significant proportion of the SERPS/S2P

expenditure shown in Figure 5.21, it would also require the level of the

Citizen’s Pension paid to individuals who had contracted-out to be “offset”

against the assumed value of their contracted-out pension. This and other

major complexities in implementing “offset” are explored in Chapter 6.

To different degrees under different options therefore the removal of the state

from a direct role in earnings-related pension provision could significantly but

not totally offset the increase in public expenditure on flat-rate pensions

which will be required to cope with the demographic challenge and to limit

the spread of means-testing.

(iv)  Judgmental guidelines on public expenditure level

The considerations above lead the Pensions Commission to the following

conclusions:

■ Some increase in public expenditure as a percentage of GDP is unavoidable

in the face of that element of the dependency ratio increase which results

from the decline in fertility, given the need to limit the spread of means-

testing within the system.

■ This increase should however be limited by:

– Accepting it as a principle that effective state pension ages should rise

over time in line with life expectancy.

– And at some time withdrawing the state from the provision of PAYG

earnings-related pensions, focusing constrained tax capacity on the

provision of as generous and non-means-tested a basic pension as can

be afforded while using auto-enrolment into a NPSS as the key

earnings-related policy lever.

In Chapter 6 we explore the specific public expenditure consequences of

policies consistent with these principles. Whether or not the total public

expenditure levels which would result are acceptable is of course a matter of

political judgement rather than technical analysis. The Commission’s role is

primarily be to set out the possibilities for public debate. But we cannot

recommend a way forward for pension policy without proposing a range of

public expenditure which we believe could be both required for a coherent

system and acceptable. This range has the shape shown in Figure 5.23.
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Figure 5.23 Public expenditure and pension age increases: possible combinations

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

Note: The upper limit to our indicative range assumes that the SPA would increase in proportion to projected life expectancy increases after 2020,
and would therefore reach about 67 by 2050. The lower limit of the indicative range assumes that the SPA would have risen by 2050 by the
absolute amount of the projected increase in life expectancy between 2005 and 2050 (as well as the SPA for women increasing to the male
level by 2020) and would therefore reach 69 by 2050. The levels of public expenditure indicated are those suggested by the analysis shown
in Figure 1.46: i.e. the level required to pay to each individual above these ages a pension equivalent to the level of the Guarantee Credit,
together with spending on other benefits such as Disability, Housing and Council Tax benefits.
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■ In the long-term (e.g. in 2050 and thereafter) its lower limit at 7.5% is just

below the Pensions Commission’s base case projection (if current indexation

arrangements continue) and 0.6% above the Government’s published

forecast at the time of the First Report. We do not believe that it is possible

to design a system significantly more efficient than the current one without

expenditure at this level. Its upper limit, at 8.0%, could be consistent with a

significantly simplified and more efficient system, but we suspect would

approach the limit of what will be politically acceptable given other

pressures on public finance. Limiting the increase to 8.0% will require

increases in the State Pension Age broadly in proportion with life

expectancy increases after 2020, reaching 67 in 2050. Getting below 7.5%

would require an increase in SPA faster than the whole amount of the

projected life expectancy increases from 2005 to 2050.

■ In the short-term (e.g. up til 2015) it seems likely that whatever

government is in power, there will be only limited potential for pension

expenditure to increase from current levels to solve the structural problems

in the current system. And across the board increases in public expenditure

on pensions in this period might flow to precisely those pensioners who

are benefiting from the past generosity of SERPS/S2P and of DB promises.

Some expenditure increase, relative to the expenditure which would result

from existing indexation arrangements will however be possible between

2010-2020, since the increase in women’s SPA will on unchanged plans

produce a fall in the percentage of GDP devoted to pension expenditure.

■ A significant increase between 2020 and 2045 is however unavoidable

even if pension ages are adjusted in line with life expectancy and even if

the state is by then exiting from earnings-related provision.

■ And this increase may need to be front-loaded, rather than a straight line

from 2020 to 2045, given that the impact of the retirement of the baby

boom is most severe between 2020 and 2035 [as Figure 1.45 showed].

In the long term, however, intergenerational fairness suggests that public

expenditure on pensions as a percentage of GDP should not increase further.

The key to achieving it is the automatic adjustment of state pension ages in

proportion with increased life expectancy.

5. How should investment return risk be mitigated in a
compulsory or encouraged funded pension scheme? 

In Sections 1 and 2 of this chapter we proposed a new public policy for

earnings-related pensions. This would replace the existing earnings-related

element of S2P with a National Pension Saving Scheme (NPSS) which would

auto-enrol people into making contributions to individual savings accounts

with a modest compulsory matching employer contribution. Since the S2P
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system includes the option of contracting-in to the government PAYG DB

scheme, this would represent a shift of investment return risk to individuals.

That shift is also occurring within the voluntary system, with DB salary related

schemes closing and being replaced by DC or Group Personal Pensions (GPP)

schemes in which individuals increasingly can make their own asset allocation

decisions and in which they are exposed to variability in asset return.

This shift of investment return risk creates the danger that many people may

be ill-equipped to make good decisions. It will need to be mitigated by the

designation of default funds within a NPSS.

Investment return risks  

All pension systems either explicitly or implicitly deliver a rate of return. In a

state provided PAYG DB scheme the return is implicit and for any individual is

affected not only by the overall macroeconomics of public finance and

national economic growth but often also by redistribution between different

income groups. On average and under some conditions, however, this implicit

return tends to be close to the rate of growth of GDP per capita, which in turn

is often reasonably close to the real rate of return on government bonds.

In an individual account funded system, individuals can be free to make their

own asset allocation decisions, deciding between high risk and high return

assets (such as equities) and low risk, lower return assets, such as index-linked

government bonds. On average over 20 year holding periods individuals

invested in equities would have done significantly better than investing in real

bonds, but on some occasions they would have done significantly worse. And

while, as the panel on the following pages explains, there are some reasons for

believing that the risk of holding equities reduces with the time period of

holding, the best judgment is that over all time periods relevant to pension

saving equities remain significantly riskier than bonds. Equally while there are

financial products, such as guaranteed equity bonds, which can enable people

to insure against the extreme downsides of equity market falls in return for

giving up some of the up side, there are capital market capacity limits to

these being available at reasonable prices over very long time periods and in

very large amounts.

The trade-off facing individuals between risk and return is therefore inherent,

and the consequences of poor decisions and poor timing very large. An

individual heavily invested in equities who retired in March 2002 could spend

the whole of their retirement with a pension fund of around one third lower

than the equivalent investor retiring in March 2000.

There is moreover extensive evidence that a significant portion of the

population is both ill-equipped and recognises itself as ill-equipped to make

informed choices between different risk-return combinations.
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Risk and return in pension fund investment: Implications for
default fund design

In Appendix C of our First Report we set out data
relating to the returns which had been achieved over
different past holding periods by different asset classes,
and used this to inform assumptions on the rate of
return which might be achieved on pension saving in
future. We did not in that Report consider the issue of
what asset classes pension funds should logically invest
in, instead taking average actual asset class allocation as
a guide to future possible allocations.

A national auto-enrolled savings scheme will however
(like most occupational DC schemes), need to include a
default fund, into which members’ funds are invested if
they do not specify an asset allocation preference. We
therefore need to consider what asset allocation is likely
to be optimal for the average scheme member. This
should reflect an assessment of the risk-return trade-off
involved in choosing between asset classes over
different periods of time. The theory and empirical
evidence on this issue are subject of major debate.

This panel therefore considers:

■ Risk–return trade-offs; does the risk of investing in
equities reduce as the holding period gets longer?

■ Implications for optimal investment strategies in DB
and DC funds.

■ Implications for default fund design.

Risk-return trade-offs

Finance theory suggests that investment choices involve
a trade-off between expected future return and risk (the
potential variability of that return). Bonds (if held to
maturity rather than actively traded) should be low
risk/low return, while equities are higher risk/higher
expected return.

In fact for much of the twentieth century holding bonds
was a very risky investment, since the only bonds
actually available (until the 1980s) were nominal bonds,
and since there were huge unanticipated swings in
inflation. This combination resulted at times in severely
negative real returns on bonds (the 1960s-70s), and at
times extremely high real returns (1980s-1990s).
Looking forward, however, the existence of real-indexed
bonds creates the possibility of risk-free real returns1,

and the present yield to maturity for real bonds (today
about 1.5% real for UK Government indexed bonds of
20 years maturity) is our best available measure of the
expected risk-free return.

Appendix C of the First Report showed histograms of
past achieved returns on equities over different holding
period (5 years, 10 years, 20 years etc). These showed
that past average returns on equities e.g. 5.5% real on
average over all 20 year periods in the last 100 years in
the UK had exceeded a typical real bond yield of, say,
2% real [Figure 5.24].

Those histograms also showed that equity returns
display significant risks. They appear, however, to
suggest that the risk declines with the length of holding
period. Thus equities held for 5 years performed worse
than a real bond benchmark of 2% real in 32% of all 5
year periods; but over 20 year periods, equities beat 2%
real in all except 16% of periods. This well known
phenomenon lies behind the conventional investment
assumption (and much actuarial advice to pension fund
trustees) that the attractiveness of holding equities
increases the longer the proposed holding period.

This assertion is however hotly contested on both
empirical and theoretical grounds (see e.g. Bodie 1995).

■ Empirically it is argued that while the percentage
likelihood of doing worse than a real bond benchmark
decreases with the length of the holding period, the
severity of the loss (relative to a real bond
benchmark) increases. Thus for instance a 1%
shortfall per year over 20 years is far more serious
than a 1% shortfall over 1 year.

■ Theoretically it is argued that the idea that equity risk
decreases with holding period contravenes efficient
market theory, and that if it were true there would be
arbitrage opportunities via the options market. It is
assumed that any such opportunities would be
exploited and therefore cannot usually exist.

Each of these points however is equally hotly contested,
again on both empirical and theoretical grounds. Over
the last year, the Pensions Commission has therefore
reviewed the arguments made on either side of the
debate, and has conducted further empirical analysis of

1 Ignoring the very small government default risk.
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the past pattern of equity returns. This analysis is set
out in a lecture by the Chairman of the Commission
available on the Pensions Commission website (Turner,
2005). Key points are:

■ Our empirical analysis questions the assertion that
the decreasing likelihood of under-performing a bond
benchmark as the holding period increases is offset
by the increasing size of the shortfall. Figure 5.25
shows the probability of different total shortfalls of
return (versus a 2% real bond benchmark) over 20
year holding periods and 5 year periods for equities.
It is clear that at least over the historical UK record,
holding equities for 20 year periods has been less
risky than holding equities for 5 years.

■ This finding certainly does contradict strong forms of
efficient market theory. But there are good theoretical
reasons for it doing so. In the real world there is not a
large supply of well capitalised investors who focus on
analysis of the long-term fundamental value of the
whole stock market. There is therefore no necessary
reason for long-term inefficiency to be arbitraged
away (as strong form efficient market theory
assumes). This market inefficiency is reflected in
negative serial correlation in stock market returns i.e.
periods of above normal return tending to be followed
by periods of below normal return (see e.g. Somers
1980, Shiller 1981).

Figure 5.24 Variabilty of real returns on equities over historical periods: 1899-2004

Source: Barclays Equity Gilt Study 2005
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Figure 5.25 Periods where equity returns were less than the risk-free rate by size of shortfall
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The Pensions Commission’s tentative conclusion is
therefore that the risk of holding equities probably does
decline with the length of holding period. This
conclusion can only be tentative, however, given the
extreme theoretical difficulties involved in drawing any
inferences about either future expected returns or
future risks (on either bonds or equities) from past
actual achieved results (see Turner 2005).

And a clear distinction must be drawn between two
quite different propositions:

■ There may be reasonable empirical and theoretical
grounds for believing that risks in holding equities
decline with the length of the holding period.

■ But this does not imply that there is any holding
period, however long, over which equities become less
risky than real bonds. The only risk-free investment
strategy is to buy real government bonds: anything
else will entail accepting higher risk in the pursuit of
higher expected return.

Implications for DB and DC investment

The implications of these findings are different for DB
scheme sponsors and for DC pension fund investors.

In the case of DB scheme sponsors (i.e. companies
with DB schemes) a separate body of financial theory
can be used to argue for a strongly bond-focussed
investment approach. Key points are:

■ Companies with DB schemes are not investors in
themselves, but agents investing their shareholders’
money. They therefore only add value if they do
things which their shareholders cannot do for
themselves. For instance, increasing leverage in itself
(absent tax effects – an important qualification) is
therefore not value creating (see Modigliani and 
Miller 1958).

■ DB fund liabilities, though originally to a significant
extent discretionary, are now closely equivalent to
company debt, and recognised as such by accounting
standards (FRS17) and, increasingly, by rating
agencies. Therefore a company which invests its
pension fund in equities, is essentially taking a
mismatch position (equity assets versus bond
liabilities) unrelated to its core business. This, the
argument goes, is clearly of no value to shareholders
since shareholders could if they wished take this
mismatch position themselves.

Some counter-arguments can be made, but this
proposition has significant power, and the general
observed trend of DB fund investment has been and is
likely to be towards increased bond weights.

This argument is however irrelevant to the optimal
investment strategy of an individual with a DC pension
fund (whether occupational or personal), since there is
no intermediary absorbing risk, and no principal-agent
relationship to be considered.

The appropriate asset allocation for the individual DC
investor therefore has to reflect his or her underlying
preferences – whether he or she wishes to be absolutely
certain of a low return or is willing to take some risk in
order to gain (on average) higher returns.

Different individuals have different risk/return
preferences. There is therefore no ‘right’ asset allocation
of DC funds. But a coherent theory of rational
preferences can be constructed in which people’s
preferences on average will reflect their income level
and their already achieved wealth. People should
logically be risk-averse in their investment strategies
until they are reasonably assured of some minimum
level of income in retirement. That minimum income
can be defined partly in absolute terms (“I want to be
absolutely certain of keeping out of poverty”) and partly
in relative terms (“I want to be highly certain of
maintaining something like my present standard of
living relative to the rest of society”). And reasonable
assurance of achieving that minimum income can be
achieved either through accumulated wealth or through
reasonable expectation of future wealth accruals (e.g.
accrual of state pension rights).

This theory has implications for default fund design
within any compulsory or auto-enrolled pension scheme.

Implications for default fund design

If an individual’s rational risk/return trade-off should
reflect the extent he is already reasonably assured of a
minimum adequate income, it follows that optimal
asset allocation in funded pensions should reflect the
generosity of the state compulsory PAYG system. The
less generous the state compulsory PAYG system, the
more risk-averse individuals should rationally be in their
private pension fund investments. The more generous
the compulsory PAYG system, the greater will be the
average rational propensity to invest supplementary
funded provision in higher risk, higher return assets.
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This philosophy is for instance reflected in the default
fund of the Swedish PPM system. This fund (AP7), into
which has 90.6% of all new members invest, is 82%
invested in equities. This may seem a risky choice for a
fund into which people are defaulted. But the Swedish
PPM system is a relatively small funded supplement to a
fairly generous PAYG NDC system. A relatively high risk,
high return default fund therefore makes sense.

The UK’s PAYG state pension system is and will remain
(even with our proposals) one of the least generous in
the developed world: a poverty prevention rather than
income replacement system. There is therefore a strong
argument that the default fund in the NPSS should be
relatively low risk.

The only nil risk fund, and the only fund which the
government can ‘guarantee’ is a fund invested in real
government bonds. To designate a real bond fund as
the default fund would, however, mean that on average
those who accepted the default option at any early age
would do significantly worse than those invested in
funds with an equity element. Over a 40 year holding
period investing a stream of contributions in a balanced
fund yielding 3.5% real could produce 36% more than
investing the same contributions in a fund invested in
government bonds yielding 2% real.

And over very long-term holding periods, it is a
reasonable judgement on the balance of evidence (as
outlined above) that the risk of holding equities reduces
(while never becoming nil).

There is therefore a good argument for the following
approach to default fund designation.

■ The default fund should be a ‘life-style’ smoothing
fund, of the sort familiar in occupational DC schemes,
with a relatively high equity weight at early ages, and
a gradual shift to bonds as people approach
retirement. It should be clear however that returns
on this fund are not guaranteed and that there could
exist circumstances in which it would perform worse
than a real bond benchmark, even over long-term
holding periods.

■ There should be a real government bond fund to
which the term ‘guaranteed’ could be applied. But it
should be made clear that the guaranteed return will
on average over time be less than that achieved on
the default fund (or on other non-bond funds).

Mitigating investment return risk: default funds

This lack of confidence is reflected in people’s high propensity to invest in

“default funds” when these are offered within employer provided pension

schemes on within a national savings scheme. In Sweden for instance,

90.6% of all individuals now invest in the default fund [See Figure 10.13 in

Chapter 10]. There is therefore a strong case for introducing a default fund

within any national auto-enrolment scheme, and such a default fund would

indeed be an administrative necessity since it is highly likely that a significant

number of scheme members will not return asset allocation forms.

Within employer provided schemes default funds often take the form of

“lifestyle” smoothing funds which move people from high equity allocations

to high bond allocations as they approach retirement. Within a national 

auto-enrolment scheme there are we believe two options for a default fund:

■ A “lifestyle” smoothing fund;

■ A fund invested solely in government index-linked bonds.
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The panel on the previous pages considers the relative merits of these two

approaches. Key points are that:

■ The only fund on which the government can guarantee the real rate of

return is one invested in government index-linked bonds. And there is a

good argument, based on a consideration of logical approaches to risk and

return, that investment allocations in funded schemes should reflect the

generosity of the state compulsory scheme. Since the UK state pension

scheme is and will under any foreseeable set of policies remain one of the

least generous in the developed world, low income people with limited

other wealth-holdings should logically invest their pension funds in very

low risk assets, achieving through the funded route the equivalent of a

state earnings-related DB scheme.

■ Conversely, for many people a totally risk-free approach to investing may

well be excessively cautious, sacrificing a substantial expected increase in

return for the exclusion of very low probabilities of adverse performance.

■ And there is a danger that if the default fund design encourages substantial

purchase of government real indexed bonds, this together with the likely

increase in annuity demand described in the panel at the end of this

Chapter, will in itself depress returns on these instruments, resulting in even

lower returns.

Our recommended approach to default fund design in a NPSS is therefore:

■ The default fund should be a “lifestyle” smoothing fund, which

automatically shifts members from high equity allocations at earlier ages

to high real bond allocations as they approach retirement. But it should be

made clear that the government provides no guarantee of a minimum

return on this fund, and that it could under certain (however rare)

circumstances perform worse than real government bonds.

■ The other fund options should include a risk-free fund invested in real

government bonds and which holds those to maturity.3 Chapter 10

discusses the wider issues relating to the full range of funds available.

3 One possibility which should however be considered is the creation of a new type of real
government bond, linked to growth in GDP, which is available within the NPSS, though not
existing in wholesale markets.
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6. Should the flat-rate element (or elements) of the system
be universal or contributory? 

Chapter 4 outlined problems with the present UK system of state pension

provision and compulsory savings. Three of these relate to problems which

will increasingly emerge in future if current indexation arrangements remained

unchanged: the decline in earnings-related provision; the spread of means-

testing and the failure of the system to adjust to rising life expectancy in a

logical fashion which sends coherent signals to people about the need to

increase average retirement ages. But one of the problems highlighted has

always existed: the poor treatment of people (particularly women) with

interrupted paid work records and caring responsibilities. While the main

focus of the Pensions Commission’s work has not been on the details of the

system as it relates to pensions in payment today, but on how the system will

develop in future, an integrated set of policies for the future should also

ideally seek to deal with existing problems.

The problems which many women in particular face are largely created by the

operation of the contributory principle. That principle has the merit of linking

non-means-tested benefits to contributions paid, reinforcing incentives to

work, and thus it could be argued, linking rights to responsibilities. The

operation of this principle has increasingly over the years been adjusted to

compensate non-remunerated work, such as caring, and to ensure that people

are not penalised by periods of involuntary unemployment. This has been

achieved through development of an extensive “credits” system [Figure 5.26].

A significant proportion of all accrued rights to the BSP and the S2P now arise

from these credits [Figures 5.27]. As a result of this, and of increasing female

employment rates, the relative position of women has improved, with younger

women in particular now as likely as men to be accruing for BSP rights, and

more likely to be accruing at least some S2P rights [Figure 5.28]. Looking

forward therefore an increasing number of women reaching retirement age are

likely to have accrued a full BSP [Figure 5.29].
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Figure 5.26 Non-contribution based accrual of state pension rights

Basic State Pension

Credits: A person with no earnings or with earnings below the LEL is ‘credited’ with a free

contribution as if they were earning at the LEL if:

■ incapable of work through illness or disability

■ receiving Carer’s Allowance

■ getting Working Tax Credit

■ getting Statutory Maternity Pay

■ getting Statutory Adoption Pay

■ unemployed and available for, and actively seeking work

■ on certain types of training courses

■ doing jury service

■ serving a prison sentence for a conviction which is subsequently quashed

■ 61-65 year olds

■ 16-18 year olds

Home Responsibilities Protection: The number of years required to accrue a full BSP is

reduced by one for each year in which someone is:

■ receiving Child Benefit for a child under 16, or is an approved foster parent or foster carer

(applies from 2003/04 onwards);

■ receiving Income Support on the basis that the person is looking after a disabled person;

■ is regularly looking after someone for at least 35 hours a week who has been getting

Attendance Allowance, Constant Attendance Allowance or the highest or middle rate of

Disability Living Allowance care component throughout the whole of tax years up to

05/04/94 and for at least 48 weeks in respect of each tax year from 06/04/94.

State Second Pension

Credits: A person with no earnings or with earnings below the LEL is ‘credited’ with a free

contribution as if they were earning at the LET if they are:

■ looking after a child under age 6 and receiving Child Benefit for that child; or

■ looking after an ill or disabled person and qualify for HRP; or

■ under State Pension Age and are entitled to Carer’s Allowance; or

■ receiving Incapacity Benefit or Severe Disablement Allowance and meet the conditions 

of the labour market attachment test.



Figure 5.27 Numbers of people with accrued BSP and S2P rights derived from credits, 2002/03
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Source: Lifetime Labour Market Database 2002/03, DWP

Note: More men than women gain State Second Pension because their later State Pension Age means there are more men in the working 
age population.
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Figure 5.28 Accrual of state pension rights by age and sex: percentage accruing rights in 2003/04

Both BSP and S2P accrued BSP only accrued Neither BSP or S2P accrued

0%
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80%

100%

Men     Women
20-29 30-39 40-49 50-59/64

Men     Women Men     Women Men     Women

Source: FRS 2003/04

Note: This analysis refers to an individual's accruals during 2003/04 only. It does not consider cumulative rights.
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Figure 5.29 Projected average entitlement to BSP
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Note: The average shown in this figure is the weighted average of the entitlements shown in Figure 4.2
This is the average entitlement for those who are entitled to receive BSP, therefore it excludes cases where individuals are entitled to
less than the de minimis amount.
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Despite this progress however, women pensioners will for many years be less

likely than men to enjoy a full BSP in their own right: Figure 5.28 shows that

this is true for women aged over 40. This reflects a number of problems and

gaps in the present contributory and credit system [Figure 5.30]. Some of

these problems (e.g. those arising from the precise operation of the Home

Responsibilities Protection system (HRP)) could be reduced through changes

to the current system. One key problem, however, (the fact that some

women earn less than the Lower Earnings Limit (LEL)) on any one job, is more

difficult to fix without more significant system changes.

A strong case can therefore be made for replacing the existing contributory

system with a “universal” pension payable to all individuals who meet a

residency test (the term “Citizen’s Pension” is also sometimes used to

describe this proposal). This would overcome the problems arising from the

operation of the contributory principle, and, if set higher than the current BSP,

would free many people, and in particular women, from reliance on means-

tested benefits, eliminating this reliance altogether if the pension were set at

a level equal to the Guarantee Credit.

Equally, however, important arguments against moving to a universal

approach must be recognised. One of these is an objection in principle.

Supporters of the contributory approach believe it important for people to

receive state pensions only in return for contributions made to society,

whether through paid work or unpaid caring, and object to the idea that

some people could receive a full BSP, even if they have made no such

contribution. At least in theory, a universal approach would reduce incentives

to work.
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Figure 5.30 Key problems and gaps in the current system of credits

De minimis rule

Home Responsibilities Protection 

(HRP) as an annual protection

Limit on number of HRP years 

taken into account

Multiple jobs with earnings below

the LEL

People caring for a child age 6-15

Details

If the total amount of BSP payable

is less than 10% of the full rate,

then an individual is not eligible to

receive any BSP.

HRP is given on an annual basis.

If someone works for a part of a

year with total earnings less than

the LEL and then stops work for

eligible caring responsibilities, they

cannot receive a part-year of

contributions and a part-year of

HRP. Therefore that mixed year does

not create any BSP entitlements.

HRP can only reduce the number of

qualifying years to 20. If an

individual has done a range of

different caring responsibilities

during working life, they cannot get

full benefit from them.

The National Insurance system 

only records earnings for those 

with earnings above the LEL.

Therefore if someone has total

earnings of more than the LEL

through a number of different jobs

(each of which pays below the LEL),

they are not treated as having a

qualifying year for NI purposes.

If caring for a child of this age, a

person receives HRP towards the

BSP, but no credits to S2P.

Possible means to overcome

Reducing the de minimis limit e.g.

to 5%

Scrapping the de minimis rule;

Creating a combined de minimis

with S2P so that entitlements are

paid once the combined total is

above a given amount.

Changing HRP from a policy which

reduces the number of qualifying

years to a weekly credit system.

Changing HRP from a policy which

reduces the number of qualifying

years to a weekly credit system.

Requiring employers to record and

pass on details of earnings below

the LEL and creating a system to

enable these to be aggregated.

This would significantly increase

costs for employers.

Enhance S2P credits in line with 

BSP to make them available to

carers of children aged up to 15.
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Other arguments relate to cost, distributional effects, and practicability, and

are therefore somewhat dependent on the level at which any universal

pension would be set, and whether it was introduced retrospectively or only

in respect to new accruals. The following implications of a move to a

universal approach need to be considered:

■ It would entail significant public expenditure cost, particularly in the short

term. Figure 5.31 compares the cost of a universal pension equal to the

Guarantee Credit and a contributory pension at that level from 2010 to

2050. These figures include the cost of means-tested top-ups and so

capture the offsetting reduction in means-tested expenditure which a

higher less means-tested state pension would produce. In 2010 the

difference would be 0.6% of GDP. By 2040 the difference would decline 

to 0.3%. This narrowing reflects the increasing proportion of people 

(and in particular women) who by 2040 are likely to have accrued a full

pension on a contributory basis. The high short-term cost suggests that if

the universal pension option is chosen, a gradual phasing over time might

be required.

■ This high short-term cost would reflect, moreover, increased payments to

many relatively well-off pensioners. The poorest pensioners would no

longer have to claim means-tested benefits, but their potential income 

level (provided they do claim these benefits) would not increase. But many

people with incomplete work records, but with total household income

already above the upper Savings Credit threshold, would gain directly 

and significantly.

■ And there would be significant implementation complexities in introducing 

a residence based criterion in a country like the UK which, unlike the

Nordic countries and the Netherlands, does not have an established

population register system, and unlike New Zealand, is part of the

European Union, with significant movement of people in and out of the

country, and which is subject to reciprocal social security agreements both

with other European Economic Area countries and through bilateral

agreements [Figure 5.32].

The Pensions Commission’s assessment of the balance of these considerations

is that the best way forward would combine:

■ Moving future BSP accruals onto a long-term residence basis (e.g. pro rata

to a working life of 45 years), while leaving existing accrued BSP rights

unchanged.

■ Leaving the S2P as a contributory system but improving the generosity of

S2P credits, at least bringing them into line with the current BSP approach.
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Figure 5.31 Impact of universality on an Enhanced State Pension

2005 2010 2015 2020 2025 2030 2035 2040 2045 2050

Contributory ESP at Guarantee Credit Level

Universal ESP at Guarantee Credit Level

4%

6%

8%

10%

12%

Source: Pensions Commission analysis using Pensim2

Note: From 2010 BSP is replaced by a contributory or universal ESP at the level of the Guarantee Credit and S2P accruals cease.

Figure 5.32 Complexities in introducing a universal residency based pension

Approach

Long-term 

residency based

Short-term

residency based

Details

Pension is pro-rata to

number of years resident as

a percentage of full working

life e.g. 40-50 years.

e.g. Full pension requires 

10 years residency of which

at least 5 after age 50.

e.g. Full pension requires 

10 years residency out 

of 20 before SPA.

Examples

Nordic countries

Netherlands

New Zealand

NAPF proposal

Implementation 

issues in UK

Countries using this

approach have had

population registers 

for many years: the UK 

does not.

Therefore new procedure 

is required to apply this

approach looking forward;

and very hard if not

impossible to apply

retrospectively.

Could create anomalies

with winners and losers 

if applied within an EU

country with significant

movement of labour and

reciprocal social security

agreements.

Source: Pensions Commission analysis
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■ Dealing with the most severe inherited problems by making the BSP

universal immediately above a certain age, e.g. 75 or 80. This could be

achieved in an administratively straightforward way by changing the rules

relating to the “Category D” pension which is already paid on a universal

residence basis to pensioners aged over 80.

This package would:

■ Represent a reasonable balance between the attractions of the universal

and contributory approaches, freeing many women in particular from

future reliance on means-tested benefits, while still requiring contributions

to secure full state pension rights.

■ Limit the short-term public expenditure cost and avoid giving significant

pension increases to today’s better-off pensioners.

■ Avoid the need to attempt a retrospective test of residence. It would

however be dependent on putting in place a feasible mechanism for testing

residence looking forward.

The cost and feasibility of this package, compared with the public expenditure

range we set out in Section 4 above, are considered in Chapter 6.
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Figure 5.33 Possible approaches to flat-rate state pension provision

Universal Contributory

Two separate tiers BSP on universal basis BSP on contributory basis

of state provision

+ +
S2P on contributory basis S2P on contributory basis

Unified state pension ESP on universal basis ESP on contributory basis

■ Present approach ■ “Citizen’s Pension” approach

7. Should the two flat-rate elements of the UK pension
system be unified? 

Chapter 4 explained that the UK is essentially heading towards a state

pension system which has two flat-rate elements (the BSP and the S2P), with

earnings-related compulsion above the Lower Earnings Threshold (LET) slowly

disappearing between now and 2055. The obvious question which therefore

arises is:

■ If we accept that Britain will and should head towards state PAYG 

pension provision which is entirely flat-rate in nature, does it not make

sense to combine the two flat-rate elements into one “Enhanced State

Pension” (ESP)? 

This proposal is frequently made alongside arguments for a universal 

rather than contributory approach, but it is important to note that it is

conceptually separate, and that four potential combinations of approach 

are possible [Figure 5.33]. We could move the BSP from a contributory to

universal approach, while leaving the BSP and the S2P as two separate

systems: and we could have a combined ESP to which rights were accrued 

on a contributory basis.

This Section therefore considers the specific issue of whether a unified or 

two-tier approach is preferable. It looks in turn at the advantages and

disadvantages of:

i) The unified ESP approach

ii) The two-tier, BSP and S2P, approach.
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(i)  The unified ESP appraoch

The obvious benefit of a unified ESP is that it would be simple and easy to

understand. If combined with policies to increase the SPA over time, it would

make it possible to promise people a flat-rate state pension equal to or at

least close to the Guarantee Credit poverty line, rising in line with earnings

over time, but affordable within the range for public expenditure in 2050

(7.5% to 8.0%) suggested as acceptable in Section 4 above. It would

eliminate or at least minimise the role of means-testing. People would have a

clear understandable promise of what the state will deliver, and clear

incentives to save on top.

There are however, significant offsetting disadvantages, particularly if an ESP is

rapidly introduced. These are:

■ Short-term public expenditure cost. Figure 5.20 showed that introducing

an ESP, at the level of the Guarantee Credit in 2010 would produce a jump

of public expenditure on pensions of 1.6% of GDP. The reason that this

jump in public expenditure occurs, despite the fact that in the long term an

ESP would be replacing a BSP and an S2P which together give similar

combined benefits, is that the S2P flat-rate benefits introduced in 2002 are

only slowly accruing over time, whereas an ESP would pay out benefits

immediately to existing as well as future pensioners.

■ The distributional impact of this jump in public expenditure would

moreover be similar to that produced by the move from a contributory to

universal system. At the lowest earnings levels it would enable people to

enjoy benefits as of right rather than on means-tested basis, but would not

actually increase their total potential income. Instead many of the benefits

would flow to people somewhat higher up the income distribution.

■ Indeed due to a counter-intuitive effect deriving from the complexities of

the Savings Credit system, some low-income pensioners could actually be

made worse off if an ESP were introduced in place of the existing BSP and

S2P system, and if the lower Savings Credit threshold were increased in line

with the now unified basic pension. This effect is illustrated in Figure 5.34.

It results from the fact that, while the S2P (or its contracted-out

alternative) is compulsory, it is treated as equivalent to voluntary private

saving for the purposes of the Savings Credit calculation. This adverse

distributional effect could be offset by maintaining a Savings Credit

threshold which is below the level of the ESP, but only at the cost of some

loss of simplicity and additional public spending.
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Figure 5.34 How increasing the state pension can cut some individuals’ income

Current system Single ESP with off-setting 

of existing rights

BSP £82.05 £109.45

S2P £20 –

Other private income £10 £10

Total pre-Pension Credit income £112.05 £119.45

Guarantee Credit £0 £0

Savings Credit £15.40 £0

Total income £127.45 £119.45

Source: Pensions Commission analysis 

These public expenditure and distributional considerations suggest that if an

ESP is introduced there could be a case for some contribution of:

■ Introducing it at a later age than the current 65 (for instance at 70) while

maintaining current arrangements for those aged between 65 and 70.

■ Phasing in its introduction over time.

■ “Offsetting” accrued SERPS/S2P rights against the value of the ESP, e.g.

paying people who have accrued rights the higher of either the ESP or the

current value of BSP plus accrued SERPS/S2P rights, rather than allowing

these rights to be on top of the ESP.

All of these options, however, introduces significant complexities which are

explored in Chapter 6.

The case for a unified ESP may therefore be undermined by short-term public

expenditure cost and distributional consequences, and by the complexities

involved if we attempt to overcome these by a partial or phased introduction,

or by “offset”.



(ii)  The two-tier BSP and S2P approach

The alternative policy would be to accept long-term continuation of the two-

tier system, and S2P’s gradual rather than immediate transition to a flat-rate

system, while taking more incremental measures to prevent the spread of

means-testing. This incremental approach would obviously be simpler in

transitional terms. It would also allow three potentially useful forms of

flexibility in the overall design of the system:

■ It would be possible to make the BSP available on a universal basis, while

the S2P continued to accrue on a contributory basis. While the costs and

distributional impacts of a universal BSP would still need careful assessment,

the flexibility to introduce this differentiated approach would have

advantages.

■ It would make it possible to have two different retirement ages for the S2P

and the BSP, and there could be good arguments for making this distinction.

A pensionable age of, for instance, 65 for the BSP and 67 for S2P would

ensure that people who need to retire at 65 enjoyed at least a base load of

state pension provision, but would constrain pubic expenditure and signal

the need for later retirement, with “full state pension entitlement” only

available at the slightly later age. And it would be possible to increase the

BSP pensionable age in line with increases in the life expectancy of the

lower socio-economic groups, while increasing the S2P pension age in line

with average life expectancy. These arrangements might be preferable in

principle, as well as more acceptable politically, than movements in

pensionable age which applied to the whole of a unified ESP.

■ It would allow a flexible approach to the indexation of pension benefits

during retirement. At present the BSP and S2P have different effective

indexation rules. The BSP is indexed to prices growth both up to and during

retirement: not only therefore does each individual pensioner receive an

income which falls relative to average earnings during their retirement, but

each successive generation of pensioners receives a BSP entitlement which

is reducing relative to average earnings. The S2P, in contrast, is effectively

indexed to earnings up to the point of retirement but to prices thereafter.
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It is impossible to stop the future spread or severity of means-testing unless

the declining position of each generation of pensioners relative to average

earnings is brought to a halt. This requires the indexation of the BSP to

earnings at least up to the point of retirement. Proposals for a universal

Citizens Pension (a unified ESP) received by the Pensions Commission also

argued that pensions during retirement should move with earnings. This has

the huge merit of simplicity, but also increases the cost. Maintaining the

two-tier system would however allow the flexibility of two different

indexation regimes, e.g. the BSP linked to earnings both before and after

retirement, the S2P, as now, linked to earnings up to retirement and prices

thereafter. Depending on the level of the combined BSP and S2P at point 

of retirement, this would still leave the danger that some people would drift

on to means-tested benefits in the course of retirement, but it would halt

the growth of means-testing which would occur if current indexation

arrangements were continued. It might, moreover, be justified in principle

given the pattern of required and observed pensioner consumption:

– As Chapter 4 of the First Report discussed, there is a legitimate debate

over whether pension income needs to rise in retirement in line with

prices or in line with average earnings.

– No definitive resolution of that debate can be determined from

observed patterns of pensioner consumption, since it is impossible 

to distinguish the impact of deliberate choice, versus the impact of

income constraints.

– But it could be a reasonable hypothesis, that many pensioners, if

rationally allocating total resources across retirement, might choose 

to spend them in such a way that annual income rose somewhat 

more than in line with prices but somewhat less than in line with

average earnings.

Provided therefore that the resulting reliance on means-testing in later

retirement is limited (which implies that the replacement rate achieved 

by full pension rights at retirement would need to be somewhat above the

Guarantee Credit level) a two-tier system with one tier indexed during

retirement to prices and the other to average earnings could have some

attractions by comparison with a unified regime where one indexation

approach would have to be chosen.

In Chapter 6 we therefore assess both an immediate or phased move to 

a unified ESP, and the alternative of incremental evolution of the existing 

two-tier system.



8. Should the contracting-out system and its associated
rebates be abolished?

As mentioned several times already the UK currently has, for employees, a

system of compulsory earnings-related pension provision. Unlike in other

countries where a clear choice has been made between introducing either a

state based PAYG system or a compulsory saving system, for reasons of

historical accident, the UK has ended up with the uniquely complex variant in

which provision can either be PAYG (the contracted-in option) or compulsory

savings (contracted-out), with the decision between the two arising from a

complex combination of employer and employee choice. Forty-seven percent

of those with second-tier pension provision are presently contracted-out of

S2P, though the percentage is declining as DB schemes diminish in importance

[Figure 5.35]. And contracting-out rebates to funded pensions account for

about £8 billion out of £45 billion of total annual funded pension saving 

[Figure 5.36].

Three rationales can be and have been advanced in favour of this system:

■ It achieves an element of “pre-funding” of future pension liabilities, and

therefore helps to smooth the taxation burden of PAYG pensions over time.

By paying out contracted-out rebates today (effectively paying back

National Insurance receipts) government foregoes current revenue but

reduces future S2P liabilities. If the SERPS/S2P system did not now and had

never allowed the contracted-out option, state pension expenditure would

now be 0.6% of GDP higher: in 2050 it would be 1.0% higher.

■ It allows different people with different preferences and circumstances to

choose between the risk-free, low return, low cost option of participation in

the state PAYG scheme and the higher risk, higher cost but potentially high

return option of contracting-out and investing in a wider spread of assets.

■ It has encouraged the preservation of the voluntary private sector pension

schemes (in particular the DB schemes) which had developed to play a

major role in UK pension provision prior to the creation of SERPS in 1978.
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Figure 5.36 Categories of contracting-out rebate: £ billion 2002
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Figure 5.35 Second tier pension provision: percentage contracted-in and contracted-out
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This system has however a number of significant disadvantages:

■ It is complex and understood by very few people. As a result many people

are now making decisions between the contracted-in and contracted-out

options not on the basis of well-informed choice, but on the basis of

simple inertia [as described in Chapter 1 Section 2].

■ Its expansion to allow contracting-out into Approved Personal Pensions in

1989, unleashed the mis-selling scandals of the 1990s, which played a

major role in eroding trust in the financial services industry.

■ It requires the government (through the GAD) to set “fair” rebates. But the

fairness of these rebates is crucially dependent on the accuracy of life

expectancy forecasts, if these turn out to be under estimates, people would

have been better to stay contracted-in. If however life expectancy forecasts

prove too high, the government would in retrospect have spent money on

unnecessarily high rebates.

The system’s advantages, moreover, could be achieved equally effectively via

other routes:

■ “Pre-funding” could be achieved by the government itself using current

surpluses on the National Insurance Fund to create a nationally managed

buffer fund or to pay down debt. Or it could be achieved by creating a

national system of compulsory or auto-enrolled individual accounts, with

no PAYG option available.

■ And provided a national scheme with individual accounts made available a

low risk, low return government bond option at low administration cost, it

would thereby enable some people to buy the equivalent of a government

PAYG promise, while allowing others to choose a higher risk, high return

combination.
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There are therefore strong arguments that this is not an element of the

pension system which we would create today if it did not already exist,

particularly in a context where the role of private sector DB schemes (which

were the original justification for the creation of the contracting-out option) 

is in rapid decline. If today we were deciding for the first time to pursue an

earnings-related objective through non-voluntary means, there would be a

good case for choosing clearly between:

■ A universal earnings-related PAYG system, with pre-funding via a national

buffer fund or via the repayment of government debt.

■ A universal compulsory or auto-enrolled savings scheme, with wide enough

choice of asset classes to satisfy diverse preferences and circumstances.

However since the contracted-out system does exist today, a choice has to be

made between abolishing it, letting it slowly decline, or maintaining it

permanently. In most conceivable scenarios the role of the contracted-out

rebate will decline, but the different options for a flat-rate element of the

state system, considered in Section 7 above, would have very different

consequences for the extent and pace of this decline.

■ If the “unified” route was chosen, rolling S2P and BSP together, and

providing instead a unified “Enhanced State Pension”, accrual to the

separate S2P would cease and so therefore would the payment of

contracted-out rebates. Looking forward the state would no longer be

providing an earnings-related pension from which to opt out, but only a

flat-rate pension from which no contracting-out was allowed.



■ If however S2P remains as a separate system from BSP, contracting-out

would remain an option. Under current indexation plans, which link the

UEL to prices, it would gradually diminish in importance, with earnings-

related accruals on income above the LET slowly disappearing from the

system. But under this gradual path, earnings-related accruals above the

LET would not finally cease until around 2055, while under our preferred

option of freezing the UEL in cash terms earnings-related accruals would

not cease until around 2031. Even beyond that date however there would

(unless deliberate decisions were made) be a continued minimal role for

contracted-out rebates. This is because, while the S2P system is essentially

flat-rate for those whose earnings are below the LET, employees or their

employers can still contract out of this flat-rate provision, in most cases

only partially but in some cases wholly [Figure 5. 37]. Given present trends

towards contracting-in, the importance of this partial contract-out from

the flat-rate element of S2P, will likely in the long term be very small, and

the option could then be removed with minimal disruption. But unless and

until that deliberate decision was made, the two-tier option, with the BSP

and S2P maintained as separate systems, would allow a continued role for

contracting-out of rebates.

In deciding between the unified ESP and the two-tier option, the advantages

and disadvantages of the immediate abolition of the contracted-out rebate

therefore need to be considered. There are two issues:

■ The potential effects of immediate abolition on voluntary occupational

provision, which, whatever our recommendations on compulsion or auto-

enrolment, should continue to play a key role within the system. In

written submissions to the Commission, diametrically opposing arguments

were made in respect to these effects: some experts argue that the effect

of abolition would be neutral of positive, others negative [Figure 5.38].

Any point of view is judgmental. The Pensions Commission believes that

immediate abolition is more likely to spur further DB scheme closure than

to stimulate new provision.

■ The implications for public finances. Obviously if contracting-out rebates

were abolished, government cash flow would improve (by about £8 billion

in 2005/06). Some submissions to the Commission argued that this cash

flow benefit can be used to fund a rapid move to a more generous and less

means-tested, flat-rate pension. We are however wary of this approach,

which would involve accepting a reduction in the national savings rate, and

thus a reduction in pension pre-funding. Extra tax revenue would be spent

on current expenditure today, at the expense of higher future PAYG

liabilities.4 If an ESP does make sense, and if it therefore makes sense to

abolish the contracting-out rebate, there would be a good argument that
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4 In all of our analysis, we have used the GAD’s central estimate for the level of contracting-out
in future. This implies a gradual decline. Our approach ensures all costs presented for
different policy scenarios are on a consistent basis. If contracting-out were abolished for
some or all pensions (as we suggest in Chapter 5), this would increase government revenue in
the short run and expenditure in the long run with a net present value of zero.
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Figure 5.37 S2P accrual between the LEL and the UET
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Figure 5.38 The impact of eliminating contracting-out rebates: arguments made in submissions
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the extra tax revenue available should not be used to fund current

pensions, but should be used to pay down debt or devoted to a national

buffer fund. This is not an argument against an ESP, but an argument that

an ESP cannot be made easily affordable at an early date by abolishing the

contracting-out rebate.

The Pensions Commission therefore believes that considerations relating to

the contracting-out rebate tend to favour the two-tier approach over the

unified ESP approach to state pension provision. These arguments need to be

balanced with the other factors for and against the two approaches. If the

two-tier approach is chosen however, there would still be good arguments for,

at some time, eliminating the contracting out system, since:

■ If earnings-related compulsion slowly declines (with the UEL indexed to

prices) and if voluntary private sector DB provision continues to fall (as we

consider likely), it is likely that contracting-out will naturally dwindle in

importance.

■ A logical and understandable long-term system would combine:

– Two-tier flat-rate provision by the state on a PAYG basis;

– Earnings-related funded provision on an auto-enrolled plus 

voluntary basis.

■ In such a system a small residual element of contracting-out from 

part of one of the two flat-rate tiers, would be an illogical complication,

delivering minimal pre-funding benefits at the cost of considerable

additional complexity.

Even if the gradual two-tier approach is pursued, therefore, options to

accelerate the disappearance of contracting-out should be considered.

We recommend [Figure 5.39]:

� Making the flat-rate element of S2P 100% contracted-in, certainly once

earnings-related accruals to S2P had ceased if not before.

� Eliminating earlier (e.g. from 2010 onwards) the contracting-out option for

occupational DC pensions, where contracting-out plays a minor role, and

for Approved Personal Pensions, where many insurance companies are

already advising clients to contract back in.
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Figure 5.39 Options for accelerating disappearance of contracting-out rebate
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9. Alternative policy tools to achieve desired objectives.

Figure 5.1 summarised the conclusions reached from our analysis of the eight

key choices discussed above.

Given these conclusions, we recommend two key elements of pension 

system reform:

(i) Reforms to achieve a less means-tested system of flat-rate PAYG

provision, within acceptable public expenditure constraints.

(ii) The introduction of a National Pension Savings Scheme, into 

which individuals will be auto-enrolled but with the right to opt-out 

and with modest compulsory employer contributions for those who do

stay enrolled.

Within each of these elements of reform, however, there are a range of

possible specific options, and a range of detailed design issues to be

determined.

i)  Reforms to achieve less means-tested flat-rate pension provision

could be achieved via either:

■ Option A. Introducing a unified ESP paying more than the current BSP 

and rising over time in line with earnings. This would entail ceasing future

S2P accruals.

■ Option B. Maintaining the two separate elements of flat-rate pension

provision (the BSP and the S2P up to the LET), but halting the spread of

means-testing by linking the BSP to earnings rather than prices.

Either of these options could be pursued with or without steps away from the

contributory and towards a universal approach.

Under both options state pension expenditure as a percentage of GDP would

rise. Under both however State Pension Age would also need to rise in line

with life expectancy to keep state pension expenditure within acceptable

limits. In Option B this could entail different pensionable ages for the S2P

and the BSP.

ii)  Contribution rates (and contribution thresholds) within the National

Pension Savings Scheme need to be decided in the light of the replacement

rates which the state system should deliver at different earnings levels.

Chapter 6 assesses the advantages and disadvantages of the alternative state

systems, analyses appropriate contribution rates within an NPSS, and

identifies the combined impact of the two elements of reform on pensioner

income, public expenditure and the extent of means-testing. Chapter 10

discusses more detailed issues relating to the design of the NPSS.
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Meeting increasing demand for annuities

Figure 5.17 showed the very large scale of longevity risk
currently being absorbed by the state, by private DB
schemes and by the insurance industry through annuity
provision. About half of this relates to pre-retirement
longevity risk deriving from promises to pay pensions at
specified future ages which have been given to people
below and in many cases well below retirement age.

We have argued that much of this risk should ideally
shift to individuals, through linking the State Pension
Age over the long-term to future rises in life expectancy,
through the shift to DC, and by appropriate adjustments
over time in retirement ages within remaining DB
schemes (public or private sector). But even if this shift
occurs a very large element of post-retirement longevity
risk will remain, and there is a social benefit in this being
absorbed by society collectively or via capital markets,
thus giving people assurance of maintained income 
until death.

The issue is therefore whether there are any limits to
the capacity of the annuity market to play a greatly
expanded role in post-retirement longevity risk
absorption, as the state exits from PAYG earnings-
related pension provision, and as private pension
provision shifts from DB to DC.

Concerns are sometimes expressed relating to the
supply of capital to support the annuity market, and to
the supply of bonds. Our analysis suggests that neither
is an inherent block to the expansion of the annuity
market, but that government policies could help
alleviate transitional problems.

Supply of capital

When an insurance company places an annuity on its
books, it needs to allocate capital sufficient to absorb
the risk created by uncertain investment returns and
uncertain longevity outcomes. Estimates by Mike
Wadsworth for the ABI and the Pensions Commission
suggest that the capital required amounts to something
like 7.5-10% of the total sum invested in the case of an
annuity written at typical retirement ages (e.g. 60-65),
but can be as high as 20% in the case of bulk-buyouts
of DB funds, reflecting the fact that a DB fund will
typically include a proportion of far longer term
liabilities, e.g. to deferred members.

In theory, however, requirements for capital support will
not be a major constraining factor in annuity capacity,
since in an annuity (unlike for instance, a term life
assurance policy), most of the capital is provided up
front as part of the lump sum premium paid. Capital
available at least in theory can rise automatically with
demand. The key constraint therefore is not the supply
of capital, but the confidence of insurance companies
that they can correctly assess risk, and thus the price
they have to charge to cover inherent uncertainty.
This confidence is much lower the longer the period for
which the annuity is written. As a result while numerous
insurance companies are willing to write annuities at
typical retirement age, only a few UK insurance
companies are active players in the bulk-buyout market,
where some very long-term longevity risks, e.g. for
members not yet retired, have to be absorbed.

Figure 5.40 Sterling index linked bonds at November 2005: £ billion

Duration in years 1 to 5 5 to 10 10 to 15 15 to 20 20 to 30 30 +

Gilts nominal including inflation uplift 13.8 26.4 32.5 12.0 14.7 2.0

Corporate face value 0.4 0.6 1.1 2.2 3.5 2.7

Source: Gilts: Debt Management Office
Corporates: Merril Lynch
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Looking forward therefore it is unlikely that capital
constraints will limit the ability of insurance companies
to meet growing demand for annuities at typical
retirement ages, and there is therefore no inherent limit
to the financial services industry performing the risk
absorption role which the increasingly DC earnings-
related system will require. But it is likely that the price
charged for the absorption of the large legacy risk
inherent within existing DB schemes will make the
option of bulk buyout appear very expensive.

Supply of bonds

Level annuities can only be written at low risk if there is
a sufficient supply of nominal bonds of appropriate
maturities. Index-linked annuities require an underlying
supply of real indexed securities (or an extensive
nominal-real swap market of appropriate maturities).
A stock of annuities of about £500bn, required to
perform the risk-absorption role performed today by DB
funds and by the earnings-related element of S2P,
would be large relative to the total size of the sterling
bond market, and in particular to the sterling index-
linked bond market, which is dominated by government
bonds, with only minimal corporate issue. The supply of
very long bonds, and very long real-indexed bonds, is in
particular small relative to the potential demand for
long-term annuities [Figure 5.40].

At least in theory, however, the present pattern of
sterling bond supply should not imply serious long-term
impediments to the growth of the annuity market since:

■ Investments in foreign bonds, swapped to create a
sterling asset, can also be used to match annuity
liabilities.

■ The greater the demand for bonds, the more that
companies should logically issue bonds, increasing
their leverage. Indeed it should be noted that since
DB pension liabilities are bond-like in nature, and
must be recognised as such by accounting standard
FRS17, at the aggregate UK corporate level a switch
from DB pension liabilities to bonds which are 
bought by annuity providers does not increase
aggregate leverage.

Demand for bonds by DB pension funds, increasingly
aware of the bond-like nature of their liabilities, is
indeed already among the factors driving increased
bond issuance by the corporate sector [Figure 5.41].

Again however a distinction should be drawn between
the provision of annuities at around typical retirement
ages, and the absorption of the very long-term longevity
risk which resides within existing DB funds. Whether

Figure 5.41 Corporate sterling bonds outstanding: 1996-2005, face value by maturity £ billion
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this risk is matched by the purchase of bonds by the DB
fund itself, or by the purchase of bonds by an insurance
company selling bulk-buyout annuities, absorbing this
risk requires the purchase of very long bonds, the supply
of which may be limited. The severe difficulties created
by the longevity risk in DB funds are again clear.

But the best judgement is that the long-term switch of
post-retirement longevity risk from the state and from
DB finds to the annuity market should be manageable.

Public policies to facilitate transition

The question remains whether there is a role for public
policy in facilitating and smoothing the transition.
Three categories of policy should be considered:

■ Policies to support later annuitisation. The key way
in which annuity market demand and supply will
balance is through the price mechanism. As life
expectancies increase, the annuity rate for early
annuities will look increasingly unattractive, and the
benefits of delaying annuitisation will become clearer.
Government neither can nor should interfere with
this market adjustment, which will provide an
important incentive for people to delay retirement.
Instead government’s focus should be on removing
any artificial barriers to these market forces by:

– Increasing both the earliest possible and latest
possible ages of annuitisation which are legally
defined for tax-privileged pension schemes and
policies. At present these stand at 50 (rising to 
55 by 2010) and 75. Over time they should rise 
in line with life expectancy. While at present most
annuities are bought well before the legal
maximum of 75, this maximum would become an
increasingly important constraint over time if left
unchanged [Figure 5.42].

– Considering the proposal that the requirement for
annuitisation at any age should be limited in
amount. The Pensions Commission is not
convinced by arguments that annuitisation
requirements should be waived entirely. Since the
whole objective of either compelling or
encouraging people to save, and of providing tax
relief as an incentive, is to ensure that people make
adequate provision, it is reasonable to require that
pension savings is turned into regular pension
income at some time. But this objective could be
pursued via requiring annuitisation up to some
defined level of assured income. And tax relief
given on contributions can be reclaimed via the tax
treatment of pension funds at point of inheritance
or drawdown. While only a minority of people
would likely use this freedom, anything which
removes demand from the annuity market will at
the margin improve ease of supply and pricing 
for others.

Figure 5.42 Distribution of annuity purchase by age 
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– Considering whether there are small changes in tax
and regulation which will facilitate the use of
“drawdown” products (which delay annuitisation)
by the mass-market. At present, the use of
drawdown products is limited almost entirely to
accumulated pensions pots of more than £100,000.

– Increasing awareness, well before retirement, of the
trade-off between age of pension annuitisation and
the size of pension, so that people can take that
trade-off into account in their thinking about
appropriate retirement age. The implications of
this for communication to members of a National
Pensions Savings Scheme are considered in Chapter
10 Section 8.

■ Policies to facilitate the supply of index-linked
bonds. State earnings-related pensions rise in line
with prices in retirement: so too do most private DB
pensions. But the majority of maturing DC funds are
currently used to buy level annuities [Figure 5.43].
As a result many pension fund members face declining
real income in retirement. The optimal profile of real
income across retirement can be debated, as Chapter
4 of the First Report discussed. In particular it can be
debated whether pensioner incomes need to rise in
line with average earnings or only in line with prices
[see Section 7 of this chapter]. But it is unlikely that
most well-informed people would plan steadily falling
real income, and it seems likely that the strong
preference for level annuities reflects failure to
understand the consequence of non-indexation for
retirement income over a long period of retirement,

combined with the fact that, as Chapter 1 discussed,
people tend to underestimate life expectancy.

Ideally therefore people should be able to buy index-
linked annuities at a fair price relative to level
annuities (whether they should be compelled to buy
indexed annuities within a National Pension Savings
Scheme is considered in Chapter 10 Section 7). There
is some evidence however that index-linked annuities
have tended to be poor value relative to level
annuities, and that this reflects the limited availability
of index-linked bonds, the supply of which is
dominated by the government, with only very limited
corporate supply.

The government’s debt issuance strategy must be
designed to fund government borrowing at least long-
term cost. The government will obviously not issue
more debt in total simply because there is pension
fund demand and it should not issue index-linked
bonds if these are expected to be more expensive
than nominal bonds. Conversely, however, it is
important the government debt issuance strategy is
not constrained by any conventional assumptions
about the proportion of government debt issue which
should be index-linked or the proportion of it which
should be long maturity, nor by international
benchmarks. As the panel “Risk and return in pension
fund investment” argued, a country with a less
generous state PAYG system should expect to see a
higher proportion of DC funds invested in bonds, and
therefore a higher demand for long-bonds and index-
linked bonds.

Figure 5.43 Breakdown of annuity type purchased 
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■ Government issue of longevity bonds. Several
commentators have suggested that the government
should ease capacity constraints in the annuity
market by issuing longevity bonds, which pay a
coupon positively correlated to life expectancy
increases. Such bonds would decrease the risks taken
by insurance companies when they write annuities
and would therefore at least marginally increase the
supply of annuities and increase annuity rates paid.
A small volume of such bonds have already been
issued by private issuers.

The Pensions Commission is however not convinced
that there is a good case for the government to be 
an issuer of longevity bonds on any significant scale.
The government is already significantly “long“
longevity risk: through its state pension promises,
through public sector employee DB promises, and
through health service commitments. Its challenge
indeed is as far as possible to get out of pre-
retirement longevity risk absorption via the difficult
decisions on pension ages we have set out in this
Chapter. Given that context, it would certainly not be
appropriate for government to absorb from the
private sector the pre-retirement longevity risk which
DB funds have taken on by making promises of
defined pensions at ages fixed far in advance.

One possible limited role for the government may,
however, be worth consideration: the absorption of
the “extreme tail” of longevity risk post-retirement 
i.e. uncertainty about the mortality experience of the
minority of people who live to very old ages, say,
beyond 90 or beyond 95. Some industry participants
have suggested that this risk has a disproportionate
effect on the feasibility of private sector issuance of
longevity bonds and on the prices which need to be
charged for annuities. If this is the case, and if 
but only if the government can significantly reduce
its exposure to pre-retirement longevity risk, via
reform of pension ages in the state system and in
public sector employee schemes, a government 
role in absorbing this very long tail liability may 
be appropriate.
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