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Foreword: The purpose and 
style of this report and most
useful response to it

The Pensions Commission was appointed in December 2002 with the remit of
keeping under review the adequacy of private pension saving in the UK, and
advising on appropriate policy changes, including on whether there is a need to
“move beyond the voluntary approach.”

In June 2003 we published our work plan, setting out the analysis we would
conduct in the period before our First Report. We made it clear that the First
Report would focus on a detailed description of the present position, but would
not make policy recommendations.

We deliberately chose this approach because it is essential that the problems
facing Britain’s pension system are analysed comprehensively, looking at how all
the different facets of the system relate to one another. Pension reform in the
UK has too often in the past proceeded on the basis of analysis of specific
isolated issues.

We are now presenting that First Report.

The purpose of the report is to stimulate debate and to ensure that the debate
is fact-based and well-structured. We therefore set out not only our analysis of
the facts, and what will happen if policies and behaviours do not change, but
also, in Chapter 7, the logical set of alternative policy responses which could
address the undoubted problems. In presenting these alternatives, however, we
make it clear that we have not concluded in favour of any one approach, and
we point out the disadvantages and difficulties entailed in any of the proposed
solutions, as well as the apparent benefits.

The style of the report is detailed and fact-based. There is a large number of
exhibits, footnotes and appendices. This is deliberate. We want to make clear
the facts on which our analysis is based, enabling experts and interested parties
to point out where we are wrong, or where we have missed key issues. We also
make explicit the deficiencies of the data sources available, and the extent to
which we have had to make judgments. And where, particularly in our
modelling, we have had to make assumptions on variables such as rates of
return or costs, we have made these explicit, enabling people to judge how far
different assumptions would lead to different conclusions.



The most useful response to this report by politicians of both government and
opposition and by other interested parties would not entail immediate
conclusions. There are no easy answers to the problems we face. It would
therefore be unfortunate if initial debate on this report, particularly in a 
pre-election period, led to any options being ruled out. We are not making
specific recommendations, but we know already that it is impossible to deal with
the challenges facing us without making difficult choices. The problems of the
British pension system today reflect the cumulative impact of short-term
decisions, of commitments made, and of policies rejected, sometimes under the
pressure of electoral cycles, by governments over several decades. We need to
develop an approach which can command consensus across parties, and which
can be sustained across parliaments and governments.

We are now launching the consultation phase of our work, details of which are
set out in Chapter 9. We would like to receive written submissions by the end of
January 2005. In about a year we will produce a Second Report, which will
include specific policy recommendations.

Some people will ask whether the problems of Britain's pension system do not
require more rapid resolution. Our response to that question is twofold:

■ First, while there are short as well as long-term problems in the UK pension
system, the Commission's focus, responding to our remit, is on the long-term.
Our primary focus is not therefore the current standard of living of existing
pensioners, nor is it the immediate problems created by failures in the inherited
system (e.g. by the distressing insolvency of some existing pension schemes).
These are important issues, but they are not ones which we have been asked to
consider. Our focus is instead on what society and individuals need to do to
ensure a sound pension system looking forward over the next several decades.

■ Second, given this focus, it is more important to arrive at policy
recommendations which are well founded, comprehensive, and sustainable,
than to develop those recommendations this year rather than next.

Finally in this Foreword all three members of the Commission would like to
thank the Commission’s secretariat for the enormous amount of work which has
gone into producing this First Report.
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Executive Summary

Introduction

This document is a summary of the First Report of the Pensions Commission.
The Commission is an independent body which was established by the
Government following the pensions Green Paper in December 2002. Its remit,
set out in the Green Paper is, in summary:

“to keep under review the regime for UK private pensions and long-term
savings, and to make recommendations to the Secretary of State for Work
and Pensions on whether there is a case for moving beyond the current
voluntarist approach.”

This report presents the findings of an analysis of the UK pensions and
retirement savings system. It describes in detail the present situation, the
trends in place, and the challenges which need to be met. It does not make
specific recommendations on pensions policy: these will be set out in our
Second Report, planned for Autumn 2005, and will follow a consultation
process. It does, however make recommendations relating specifically to
improvements in official data sources: these are discussed in Appendix A and
listed at the end of the main report.

The key conclusions from our eight analytical chapters are set out below, along
with a summary of Chapter 9, which describes the consultation process.

Chapter 1: The demographic challenge and unavoidable choices

Life expectancy is increasing rapidly and will continue to do so. This is good
news. But combined with a forecast low birth rate this will produce a near
doubling in the percentage of the population aged 65 years and over between
now and 2050, with further increase thereafter. The baby boom has delayed
the effect of underlying long-term trends, but will now produce 30 years of
very rapid increase in the dependency ratio. We must now make adjustments
to public policy and/or individual behaviour which ideally should have been
started in the last 20-30 years.



Faced with the increasing proportion of the population aged over 65, society and
individuals must choose between four options. Either:

(i) pensioners will become poorer relative to the rest of society; or 

(ii) taxes/National Insurance contributions devoted to pensions must rise; or

(iii) savings must rise; or 

(iv) average retirement ages must rise.

But the first option (poorer pensioners) appears unattractive; and there are
significant barriers to solving the problem through any one of the other three
options alone. Some mix of higher taxes/National Insurance contributions,
higher savings and later average retirement is required.

Chapter 2: Average retirement ages: Past and possible future trends

Our response to the demographic challenge should include a rise in the average
age of retirement. Healthy ageing for many people makes this possible; and an
increase in employment rates among older people is now occurring. But the
increase needed to make later retirement a sufficient solution alone looks very
large; and significant inequalities in life expectancy and health across socio-
economic groups may limit the scope for across the board increases. Increases
either in taxes/National Insurance contributions and/or in private savings will
therefore also be needed to meet the demographic challenge.

Chapter 3: The UK pensions system: Position and trends

The UK pensions system appeared in the past to work well because one of the least
generous state pension systems in the developed world was complemented by the
most developed system of voluntary private funded pensions. This rosy picture
always hid multiple inadequacies relating to specific groups of people, but on
average the system worked, with the percentage of GDP transferred to pensioners
comparable to other countries. But the state plans to provide decreasing support
for many people in order to control expenditure in the face of an ageing population
and the private system is not developing to offset the state’s retreating role.
Instead it is in significant decline.
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The underlying trend in private sector employer pension contributions has been
downwards since the early 1980s, and the total level of funded pension saving is
significantly less than official estimates have suggested. But irrational equity
markets and delayed appreciation of life expectancy increases enabled many
Defined Benefit (DB) schemes to avoid necessary adjustments until the late
1990s. As the fool’s paradise has come to an end, schemes have been closed to
new members, and a shift to less generous Defined Contribution (DC) schemes
has followed. The underlying level of funded pension saving is falling rather than
rising to meet the demographic challenge, pension right accrual is becoming still
more unequal, and risk is being shifted to individuals sometimes ill-equipped to
deal with it.

Chapter 4: Looking forward: Pension adequacy if trends unchanged

Given present trends many people will face “inadequate” pensions in retirement,
unless they have large non-pension assets or are intending to retire much later
than current retirees.

Current government plans and private savings levels imply that total pension
income flowing to normal age retirees will rise from today’s 9.1% of GDP to a
mid-point estimate of 10.8% by 2050, and that there will be no significant shift
in the balance of provision from state to private sources. This level of transfer in
turn implies either poorer pensioners relative to average earnings or significantly
higher average retirement ages.

The burden of adjustment will however be very unequally distributed. We
estimate that at least 75% of all DC scheme members have contribution rates
below the level likely to be required to provide adequate pensions. Our
estimates suggest that around 9 million people may be under-saving, some by a
small amount, some severely. But the significant minority of people in still open
private sector DB schemes will enjoy more than adequate pensions and most
public sector employees will be well provided for, as will some higher paid
employees in Senior Executive schemes. The present level of pension right
accrual is both deficient in total and increasingly unequal.

The implications of this for pensioner income will be more serious in 
20-25 years time than in the next 10. And over that long time span many
adjustments, for instance to savings rates and retirement ages, may naturally
occur. A muddle-through option does therefore exist. But it is highly likely that
the muddle-through option will produce outcomes both less socially equitable
and less economically efficient than we could achieve with a consciously
planned response to the problems we face.
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Chapter 5: Non-pension savings and housing

In addition to occupational and personal pension funds worth £1,300 billion and
unfunded public sector pension rights worth about £500 billion, the personal
sector owns about £1,150 billion of non-pension financial assets, some of which
could also provide resources for retirement income. But the ownership of these
assets is very unequally distributed, and for the majority of people they can only
provide a modest contribution to their standard of living in retirement.

Housing assets are more significant both because they are much bigger (£2,250
billion net of mortgage debt) and their ownership is more equally distributed.
While the liquidation of housing assets during retirement will likely remain
limited in scope, the inheritance of housing assets by people who already own a
house may play an increasing role in retirement provision for many people. But
house ownership does not provide a sufficient solution to the problem of
pension provision given (i) uncertainty over future house prices; (ii) other
potential claims on housing wealth such as long-term care; and (iii) the fact that
housing wealth is not significantly higher among those with least pension rights.

Business assets, meanwhile, are important stores of wealth and potential sources
of retirement provision, but for only a small minority of people. The fact that
pension saving among the self-employed is not increasing therefore remains
concerning.

Chapter 6: Barriers to a voluntarist solution

The present level of pension right accrual, private and state combined, will leave
many with inadequate pensions. And there are likely to be limits to solving the
problem solely via increased retirement ages. If state system plans are taken as
given, a higher level of private saving is required.

There are however big barriers to the success of a voluntary pension saving
system, some inherent to any pension system, some specific to the UK. Most
people do not make rational decisions about long-term savings without
encouragement and advice. But the cost of advice, and of regulating to ensure
that it is good advice, in itself significantly reduces the return on saving,
particularly for low earners. Reductions in Yield arising from providers’ charges
can absorb 20-30% of an individual’s pension saving, even though they have
fallen to a level where provision to lower income groups is unprofitable. This
poses a fundamental question: in principle can a voluntary market for pensions
work for low income, low premium customers?
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But both the behavioural barriers to savings and the costs of provision have been
made worse by the bewildering complexity of the UK pension system, state and
private combined. This complexity reflects the impact of multiple decisions made
over the last several decades, each of which appeared to make sense at the time,
but the cumulative effect of which has been to create confusion and mistrust.
Means-testing within the state system both increases complexity and reduces,
and in some cases reverses, the incentives to save via pensions which the tax
system creates. The scope of this means-testing would grow over time if current
indexation approaches were continued indefinitely.

Unless new government initiatives can make a major difference to behaviours it
is unlikely that the present voluntary private system combined with the present
state system will solve the problem of inadequate pension savings.

Chapter 7. Revitalised voluntarism, changes to the state system,
or increased compulsion?

To achieve adequacy there are three possible ways forward:

(i) a major revitalisation of the voluntary system and/or;

(ii) significant changes to the state system; and/or 

(iii)an increased level of compulsory private pension saving beyond that already
implicit within the UK system.

This chapter considers possible change along these three dimensions, and the
issues to be considered in choosing between them. Its purpose is solely to
stimulate debate and to highlight the difficulties, as well as the advantages, of
any way forward. Analysis of these issues, discussed only in outline here, will be
the key focus of the Pensions Commission between now and the publication of
the Second Report in Autumn 2005
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Chapter 8. Women and pensions

Women pensioners in the UK today are significantly poorer than men. This
reflects both labour market features (lower employment rates, lower average
earnings, and more part-time work) and specific features of the UK’s state
pension system. These state system features have in the past entailed most
women gaining pension income through their husband, and reflected
assumptions about family structure which have ceased to be valid. An effective
pension system for the future must be one in which the vast majority of women
accrue pension entitlements, both state and private, in their own right.

Some progress towards that aim is now occurring, with some labour market
trends favourable to women, and some changes in the state system which
benefit women. But important issues remain relating to overall equality in the
workforce, to state system design, and to low levels of pension provision and
take-up in some service sectors in which women’s employment is concentrated.

Chapter 9. Issues and consultation process 

In its deliberations over the next year, the Commission would like to hear the
views of interested and informed parties, and to get their reactions to this First
descriptive report. It would be helpful if in setting out those reactions,
organisations or individuals could separately and explicitly identify:

(i) Any areas where they believe that we have the facts wrong or where we
overlooked available sources of information.

(ii) Whether they believe the judgements we have had to make about future
trends are over-optimistic or over-pessimistic.

(iii)What the organisation or individual believes should be the appropriate
responsibility of the state in ensuring adequate pension provision.

Specific issues on which we would welcome views are mentioned at various
points in the report, and are then pulled together in Chapter 9.

The Commission would like to receive written submission on these issues by
end-January 2005. The arrangements for making submissions are set out at the
end of Chapter 9.
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Life expectancy is increasing rapidly and will continue to do so.

This is good news. But combined with a forecast low birth rate this

will produce a near doubling in the percentage of the population

aged 65 years and over between now and 2050, with further

increase thereafter. The baby boom has delayed the effect of

underlying long-term trends, but will now produce 30 years of very

rapid increase in the dependency ratio. We must now make

adjustments to public policy and/or individual behaviour which

ideally should have been started in the last 20-30 years.

Faced with the increasing proportion of the population aged over 65,

society and individuals must choose between four options. Either:

(i) pensioners will become poorer relative to the rest of society; or 

(ii) taxes/National Insurance contributions devoted to pensions 

must rise; or 

(iii) the savings rate must rise; or  

(iv) average retirement ages must rise.

But the first option (poorer pensioners) appears unattractive; and

there are significant barriers to solving the problem through any one

of the other three options alone. Some mix of higher

taxes/National Insurance contributions, higher savings and later

average retirement is required.

The demographic challenge 
and unavoidable choices 1



This chapter covers five points:

1 Increased life expectancy and low fertility will lead to a major rise in

dependency ratios over the next 50 years, which could be higher than

official projections suggest.

2 The effect of the baby boom has been to concentrate the impact of 

long-term changes into the next 30 years.

3 Society and/or individuals face an unavoidable choice: poorer pensioners,

higher taxes/NI contributions, higher savings or later retirement.

4 The current combination of choices and assumptions being made is

unsustainable.

5 A wide-ranging public debate is required to ensure that conscious and

well-informed choices are made both by society and by individuals.

1. Demographic trends and dependency ratios

Increasing longevity and a low birth rate mean that the percentage of the

adult population over the age of 65 will increase dramatically in the next 50

years. The Government Actuary’s Department (GAD) projects that the ratio

of 65+ year olds to 20-64 years olds will increase from 27% to 48% by

2050, but even this assumes a dramatic slow-down in the rate of increase in

longevity. A considerably larger increase is possible.1

■ Estimating future trends in life expectancy is an uncertain science. But it

is clear that life expectancy, both at birth and at 65, has increased

dramatically and will continue to rise. Average male life expectancy at 65

has grown from 12.0 years in 1950 to an estimated 19.0 today, and is

projected to rise to 21.0 by 2030 and to 21.7 by 2050.2 Female life

expectancy is higher and also increasing, though at a slightly slower rate.

But it is important to realise that past official projections have

significantly understated subsequent developments. In 1981 GAD

projected that by 2004 male life expectancy at 65 would be 14.8 years:

today it is believed to be 19.0. Looking forward the official projections

assume a major decrease in the rate of improvement from now on, and a

very slow pace of increase after 2027. If instead life expectancy at 65

keeps rising in line with the past 50 years’ trend, average male life

expectancy will reach 24.4 years by 2050: if it rises in line with the 1980-

2000 trend, it will reach 27.7 [Figures 1.1 and 1.2].

1Note: In this report we have taken GAD’s 2002-based projections as our base case
assumptions, and considered variants about these to highlight the degree of uncertainty. We do
not consider whether policy can affect the demographic outcome, whether in respect to
immigration or to birth rates.

2Note: It is also worth nothing that life expectancy at 45, particularly for men, has been
increasing with lower late middle age mortality rates (GAD, 1980-2000). This also swells the
number of pensioners as more people are surviving to retirement ages.

The demographic challenge and unavoidable choices
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Figure 1.1 Cohort Life Expectancy for Men and Women at 65: England and Wales, historic and G.A.D.

principal projection

15yrs

20yrs

25yrs

30yrs

10yrs

1950 1960 1970 1980 1990 2000 2010 2020 2030 2040 2050

Men Women

Source: GAD Historical data to 2002, England and Wales
GAD 2002-based principal population projection from 2003 onwards, England and Wales

Note: See Appendix E for the definition of “Cohort life expectancy” which is a better measure of true life expectancy at
a particular age than the frequently cited “Period life expectancy”.

Figure 1.2 Cohort Life Expectancy for Men at 65: UK

Source: Pensions Commission analysis 1950-1970 based on GAD historical data, England and Wales
GAD historical data 1980-2002, UK
GAD 2002-based principal population projection, UK, from 2003 onwards
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■ Forecasting future birth rates is also uncertain but in the UK, as in most

developed economies, the birth rate has fallen below the replacement

level. The total fertility rate in England and Wales is now about 1.7

children per woman, and despite a slight increase in 2003, shows no

signs of sustained and significant recovery [Figure 1.3]. While the rise in

birth rates after the Second World War might suggest that a recovery is

possible, no significant increase has been observed in any developed

economy since birth rates came down in the 1970s and 80s, and the

most reasonable assumption is that only a small recovery will occur.

GAD project a small rise in the UK total fertility rate over the next 

18 years levelling off at 1.75 after 2022.

■ The combined effect of these trends in longevity and fertility is that the

shape of the UK’s demographic structure will change dramatically over

the next 50 years, with only a negligible increase in the number of 20-

64 years olds, but a 78% increase in the number of 65+ year olds

[Figures 1.4 and 1.5]. As a result the ratio of 65+ year olds to 20-64

year olds will increase (on GAD’s principal projections) from 27% today

to 48% in 2050, with almost all of the increase concentrated in the next

30 years. This marks a major break from the very slow increase in the

last 20 years [Figure 1.6].

■ Moreover, the last 20 years have seen a significant fall in the ratio of

children to working age people. As a result the total dependency ratio

(i.e. the number of those either below 20 or above 65 divided by the

number of 20-64 year olds) has actually fallen, and is now at the lowest

level for over 40 years [Figure 1.7]. The working population in 2004

supports a historically very low burden of non-working pensioners and

children. The size of that burden, if average retirement ages remain

unchanged, will now rise significantly.3

3Note: The ratio between workers and non-workers will also be affected by (i) whether the
numbers of years of youth dependency is changing – its recent trend has been to increase with
greater higher education participation; and (ii) the number of non-working people below
retirement age. This Report does not consider the first issue. The second issue is considered in
Chapter 2.
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Figure 1.3 Total Fertility Rate 1900-2050: England and Wales

Source: ONS Birth Statistics Series FM1

Note: The definition of Total Fertility Rate, and the way in which it is influenced both by completed family size births and by decisions as to the
timing of births is explained in Appendix E, which also sets out the argument for believing that a repeat of the 1945-1965 reversal of the
downward trend is unlikely.

Data from birth registration on age of mother at birth is only available from 1938. Figures for the years prior to 1938 are ONS estimates.
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Figure 1.5 Distribution of the UK population, by age: 2050

Source: GAD 2002-based principal population projection, UK
Pensions Commission analysis

Note: A smoothing assumption for the population groups aged 90-94 and 95-99 years has been made by applying the distribution of the
85-89 year cohorts five and ten years previously. The darker area highlights those aged 20-64.
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Figure 1.4 Distribution of the UK population, by age: 2002

Source: GAD 2002-based principal population projection, UK
Pensions Commission analysis

Note: A smoothing assumption for the population groups aged 90-94 and 95-99 years has been made by applying the
distribution of the 85-89 year cohorts five and ten years previously. The darker area highlights those aged 20-64.
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Figure 1.6 Old-Age Dependency Ratio: All 65+: 20-64, UK

Source: GAD 2002-based principal population projection, UK
ONS Population estimates unit, UK
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Figure 1.7 Old-Age,Youth and Total Dependency Ratios

Source: GAD 2002-based principal population projection, UK
ONS Population estimates unit, UK
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■ Alternative scenarios around the principal projection are more likely to

produce still higher dependency ratios than lower, at least over the next

40-50 years.

– If the projected slowdown in longevity increase does not occur, but

instead mortality rates continue to decline in line with recent trends,

the old-age dependency ratio will rise to 54% in 2050 versus 48% in

the principal projection, and will continue to increase thereafter 

[Figure 1.8]

– Poor lifestyle trends such as increasing obesity among young adults

and children may in the long-term reduce the increase in life

expectancy, but over the next 30 years they could make the burden

on the working population worse, since they may reduce the number

of healthy working-age people more than they reduce the number of

elderly pensioners.

– An increase in the birth rate meanwhile will have no impact on the

number of 20-64 year olds until 2025, and any feasible pace of

increase from current levels will have only a minimal impact on the

size of the working population in 2040. GAD’s “high fertility”

projection only pulls down the projected 2040 old-age dependency

ratio from 47.3% to 45.9%, though the impact would gradually

increase thereafter. In fact until 2030, a rise in the birth rate would

produce a rise in the total dependency ratio, with the increase in the

number of dependent children offsetting the rise in the ratio of

workers to pensioners.

– Only high immigration can produce more than a trivial reduction in

the projected dependency ratio over the next 50 years. Net inward

migration at +300,000 per year could bring the 2040 old-age

dependency ratio down from 47.3% to 42.1%. But it is important to

realise that this would only be a temporary effect unless still higher

levels of immigration continued in later years, or unless immigrants

maintained a higher birth rate than the existing population, since

immigrants themselves grow old and become pensioners who need

workers to support them.

On any reasonable assumptions therefore, the UK faces a big increase in 

the old-age dependency ratio, as measured by the ratio of 65+ year olds to

20-64 year olds; and this increase will be particularly dramatic over the next

30 years.
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Figure 1.8 Effect of alternative GAD Scenarios on the All 65+ : 20-64 Dependency Ratio
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Source: GAD 2002-based principal population projection, UK
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GAD 2002-based high fertility population projection, UK
GAD 2002-based PC high migration population projection, UK

Note: The GAD “constant mortality improvement” scenario assumes an annual fall in the mortality rate of around 2% in line with recent
trends. This is equivalent to cohort male life expectancy at 65 of 29.6 years in 2050.

The GAD “high fertility” scenario applies a fertility rate of 1.94 throughout the projection period i.e. from 2002-03 onwards.

The GAD “Pension Commission high migration scenario” assumes from 2003-04 onwards an annual net migration of +300,000, versus
+130,000 in the principal projection.
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2. The impact of the baby boom: postponing necessary

adjustments

It is useful to understand the balance of longevity and fertility effects in

driving this increase, and in driving the acceleration which we now face.

Over the long-term, increasing longevity has been and will be the key factor,

but past fluctuations in the fertility rate have concentrated the change in

the next 30 years.

■ Over the whole period 1960-2050, increasing longevity is the

predominant driver. The size of the 1960’s working population was

largely determined by interwar fertility rates, which were similar to those

of today and those forecast for 2050. Over the 90 years from 1960-

2050 therefore, fertility rate decline is not the key factor driving the

increase in the old-age dependency ratio. Instead, the increase in life

expectancy at 65 from 12.2 years (for men) in 1960 to a forecast 21.7

in 2050 explains almost 80% of the increase in the dependency ratio

over that period. [See Appendix E for detailed analysis of this

breakdown.] And if fertility does not fall below current levels, any further

increases in the dependency ratio after 2050 will be entirely driven by

further increases in longevity.

■ The impact of the baby boom, however, has been to concentrate this

long-term longevity-driven rise in the dependency ratio into a 30 year

period. The post-war baby boom resulted in a temporary increase in the

fertility rate, lasting from the mid 1940s to the mid 1960s. This increase

had no effect on the old-age dependency ratio in 1960 and will have no

impact on the 2050 ratio, but between about 1970 and 2030 it has

depressed the ratio below its long-term trend [Figure1.9].

The baby boom is not therefore the cause of the high dependency ratio

from 2030 onwards. Instead the baby boom has depressed the ratio for 30

years and thus enabled society to ignore the long-term trend. Because the

baby boom allowed us to ignore long-term realities, we must now in the

next 30 years make adjustments to public policy and to private retirement

and savings behaviour which we should ideally have started to make over

the last several decades.
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Figure 1.9 Impact of the 1940s-1960s Baby Boom on the Old-Age Dependency Ratio

Source: Pensions Commission analysis based on a synthetic model of the England and Wales population.

Note: See Appendix E for explanation of assumptions made.
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3. Unavoidable choices

An increase in the old-age dependency ratio puts strain on any pension

system, whether Pay As You Go (PAYG) or funded. Appendix B explains the

macroeconomics of pensions. It makes the point that in any pension

system the current generation of pensioners is dependent on a resource

transfer from the current generation of workers. In a PAYG system the

current working generation pays taxes/National Insurance (NI) contributions

which are used to pay pensions to retirees. In funded systems the working

generation saves, consuming less than it produces, and thereby makes

available goods and services which pensioners can consume. Pensioners pay

for these goods and services with pensions financed by selling their own

accumulated assets to the next generation. Some important differences

between funded and PAYG systems do exist: these are outlined in Appendix

B. But the fundamental fact that at the aggregate level pensioners are

reliant on output produced by workers is unchanged by the choice between

funded and PAYG systems. It is a delusion to believe that funding pensions

magically reduces the challenge of an ageing society.4

Given these fundamental facts, some combination of four things must

happen when the population ages. Either:

1. Future pensioners will on average be poorer relative to average net

incomes than today; or

2. Taxes/NI contributions will have to rise to pay for pensions or other

public spending be cut to make room for pensions; or 

3. Each generation will have to save more, and will be reliant on the next

generation also choosing to save more and therefore buying the larger

stock of assets accumulated by the prior generation; or

4. Average retirement ages will have to rise.5

There are no alternatives to these four choices. And the scale of the

challenge can be illustrated by considering how much we would have to

change along any one dimension, if that were the only response available.

■ If we do not raise tax rates, savings rates or average retirement ages,

pensioners will on average suffer about a 30% decline in their incomes

relative to average incomes between now and 2035.

4 Note: One of the important differences is that in a funded system there exists the option of
saving and then investing overseas, thus making future UK pensioners partly reliant on the
output and the savings behaviour of future workers in other countries who may not be ageing
as fast. For reasons explained in Appendix B this does not produce a complete escape route
from the demographic challenge, but it is a useful flexibility, at least for a transitional period.

5Note: An increase in average retirement ages can occur without any increase in the State
Pension Age (SPA) as Chapter 2 discusses.
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■ If we want pensioners to be on average as well off as today, but keep

retirement ages totally unchanged (i.e. not even allowing for the

equalisation of male and female state pension ages already planned),

the percentage of GDP transferred to normal retirement age pensioners

would have to rise from 9.9% today to 17.5% in 2050.6 Part of this

required income may be offset by the effect of the rise in the female

State Pension Age (SPA) from 60 to 65 between 2010 and 2020. This

increase will give the UK another ten years in which the ratio of people

above SPA to those below does not rise [Figure 1.10]. It will therefore

reduce the increase in the required percentage of GDP to be transferred

(from 17.5% to 15.1%) if (but only if) it produces an actual increase in

average female retirement ages. But even after allowing for the

potential knock-on consequences of the equalisation of SPA, the

percentage of GDP transferred would have to rise from 9.9% to 15.1%

[Figure 1.11].

6Note: See the panel “Pensions and pensioner income as a percentage of GDP” at the end of
the chapter for the different possible definitions of the percentage of GDP transferred to
pensioners, and the important distinction between normal retirement age pensions and retirees
below state pension age, who at present receive a surprisingly large 40% of all private pension
incomes.

Figure 1.10 Effect on the Dependency Ratio of the Planned Increase in the Women’s State Pension Age
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■ Achieving this increase in the percentage of GDP transferred would

require either:

– State spending on pensioners rising from 6.1% to 11.3% of GDP, with

taxes/NI contributions rising by £57 billion in current day terms; or 

– Private funded pensions received by pensioners above the SPA rising

from 2.2% to 7.4% of GDP. Even if the proportion of funded

pensions flowing to early retirees (who currently receive 40% of all

funded pension income) fell drastically, this would require a doubling

of the stock of capital held in pension funds. [See the panel at the

end of the chapter for the various different possible definitions of

public pension expenditure and private pension income.]

■ Finally, if we want to keep pensioners as well off relative to average net

incomes as today but we do not increase taxes or savings rates, the

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

average of 63.8 to 69.8, in addition to the current female average of 61.6

rising to equal the male level.7 This would enable pensioners’ relative

living standards to be maintained without increasing the percentage of

GDP transferred to pensioners [Figure 1.11].

7Note: An increase in the average age of retirement could come either from fewer people
becoming economically inactive before the current SPA of 65, and/or from an increasing
number working beyond 65. The possible balance of these effects is discussed in Chapter 2.
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Figure 1.11 Percentage of GDP Transferred to Pensioners required in 2050 to preserve Pensioner Living

Standards relative to Average Income
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12.8 1.1

12.0 1.1

11.2 1.0

10.4 1.00.9

9.7 0.9

9.1 0.8

1.4

Source: Pensions Commission analysis

Note: In Figure 1.11 we include an estimate of non-pension investment income. We have not exactly modelled

future scenarios for this element of income, but assume that it will vary proportionately with the number of

pensioners. In Figure 1.12 we then look solely at pension incomes. The conclusions drawn from Figure 1.12

are not changed by the assumed changes in investment income.

Pensions: Challenges and Choices
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4. Current combination of choices and assumptions

unsustainable

Major changes along one or more of these four choice dimensions are

therefore required. The current combination of the explicit choices and

implicit assumptions being made is unsustainable.

■ Current plans for the state system assume expenditure rising only from

6.1%-6.9% of GDP between now and 2050. The underlying level of

funded pension saving, meanwhile, is likely to produce future pensions of

3.4%-4.2%.8 The implications of this for the resource transfer to

pensioners over 65 depends on how much of this income flows not to

over 65 years olds but to early retirees [Figure 1.12].

– If the proportion of funded pension income flowing to early retirees

continues at the current 40%, funded pension income reaching over 

65 year olds in 2050 will be only 2.1%-2.6%, similar to the current

2.2%, and the total resource transfer via pensions would be 9.8%-

10.3% versus 9.1% today.

– If all future funded pension income flowed to over 65 year olds, the

total resource transfer via pensions would be 11.1%-11.9%.

■ Taking the mid-point of this range of estimates suggests a total resource

transfer via pension of 10.85%. This implies one of the combinations 

of reduced pensions or increased average retirement ages shown in

Figure 1.12.

– With no increase in average retirement ages, relative pensioner

income would fall by about 21%.

– To achieve no fall in relative pension income would require an increase

in the average age of retirement to over 67.

8Note: See Chapter 4 and Annex B for the modelling of the relationship between current
savings levels and future pensioner incomes.



Pensions: Challenges and Choices

17

Figure 1.12 The Implications of Current Plans and Savings Behaviour for the Percentage of GDP Transferred 

to Pensioners

16.1

13.9

Required in 2050 to maintain  

pensioner relative incomes  

– with no rise in average  

   retirement ages

– with female average  

   retirement age equalising  

   to male by 2020

9.8-10.3

9.1
Present transfer to over SPA  

pensioners 2002

Transfer to over 65 year old  

pensioners in 2050 with current  

state plans and private savings  

behaviour: 

0% 5% 10% 15% 20%

Total pension income

Funded pensionPublic sector unfunded pensionState pension

Optimistic funded pension

– if same percentage of funded  

  pension income flows to normal     

  retirement age pensioners as it  

  does today

– if all funded pension income  

  flows to normal retirement age   

  pensioners

11.1-11.9

6.1 0.8 2.2

2.1-2.60.86.9

6.9 3.4-4.20.8

Assuming that 10.85% is transferred via  

pensions in 2050 (the mid-point of  

9.8-11.9%). This implies 

a total transfer, including 

investment

income, 

of 12.05%.

Possible combinations

  Pensioners poorer by           

Average retirement age

rises from 63.8 to:

(in addition to female retirement equalisation)           

-21%     -15%     -9%     -3% 

      

64          65         66        67 

      

 

Source: Pensions Commission analysis
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■ But there is little evidence to suggest that people know that this result

is inevitable or have consciously chosen it as desirable.

– There is for instance no sign that younger people expect to have to

retire later than their parents. The Pensions 2002 survey responses

suggest that people below the age of 55 expect to retire earlier than

workers about to reach retirement ages, and that women have not

adjusted retirement age expectations in the light of the forthcoming

equalisation of the SPA [Figures 1.13 and 1.14]. This may in part

reflect the fact that many people do not realise by how much life

expectancy has increased [Figure 1.15].

– However, survey evidence does not suggest that people either expect

or accept as desirable that future pensioners should be less well off

relative to average incomes than pensioners today.



Figure 1.13  Percentage of Men Expecting to Retire Before 65

Source: Pensions 2002: Public Attitudes to Pensions and Saving for Retirement,Victoria Mayhew

31%

56%

49%

66%

 Age 55-64

 Age 45-54

 Age 35-44

 Age 25-34

Figure 1.14 Percentage of Women Expecting to Retire at 60 or Earlier

Source: Pensions 2002: Public Attitudes to Pensions and Saving for Retirement,Victoria Mayhew

Note: Those who have responded “don’t know” have been excluded.

74%

76%

Reaching SPA after 

2020 (i.e. SPA = 65)

Reaching SPA before

2010 (i.e. SPA = 60)

Source: ELSA, produced by IFS for Seven Ages of Man and Woman, ESRC (2004

Note: The offically projected probability could itself be an underestimate. See Figure 1.2

Figure 1.15  Perceived and Officially Projected Chances of Living to Age 75, by Sex: Current Age 50-54

Women

Men

Officially projected probability

Perceived probability

Officially projected probability

Perceived probability
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66%

67%
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5. Conscious and informed choice required 

A conscious and well-informed choice needs to be made between the four

options. That choice will carry implications for the division of the economic

burden between current and future generations of workers.

■ Options 1 and 4 (poorer future pensioners or a later average retirement

age) place the burden on the current generation of workers.

■ Option 2 places the burden on future taxpayers, i.e. on future

generations of workers.

■ Option 3 places the burden essentially on current workers (who have 

to save more) but, as Appendix B explains, the effectiveness of this

choice is also to a degree dependent on the next generation also

choosing to save more.

These choices need to be considered both by society as a whole and by

individuals.

■ Choices need to be made collectively, i.e. at the level of government

policy, in respect to the generosity of the state pension, the level of

taxes/NI contributions and the SPA.

■ But some choices will be made individually, with individuals making their

own trade-offs between their savings rate, their standard of living in

retirement and their age of retirement.

■ Meanwhile if compulsory private savings were extended, a combination

of social and individual choices would be implied. Compulsory private

savings would involve society deciding what increase in the savings rate

was desirable; but would still leave it to the individual to decide the

trade-off between income in retirement and retirement age.

A key purpose of this First Report is to stimulate a wide-ranging public

debate on these choices. We do not therefore in this First Report set out a

recommendation for the precise balance to be struck between the four

options; nor do we reach a conclusion on how far the government should

make the choice versus leaving it to individuals and concentrating only on

ensuring that choice is well-informed.
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But the Commission’s current judgement is that Option 1 is unattractive in

respect to the vast majority of pensioners, while a sole reliance on one of

Options 2, 3 or 4 is unlikely to be feasible.

■ Option 1 (poorer pensioners relative to average earnings) is unlikely to

be attractive. Our argument for this proposition is set out in detail in

Chapter 4, where we consider the definition of “adequate” pension

income. There are two key points: one relating to current pensioner

incomes, the other to desirable future growth.

– Current pensioner incomes: A minority of current UK pensioners may

be better off relative to their lifetime income than is in some sense

necessary, optimal, or sustainable. But average UK pensioner incomes

relative to workers’ incomes are slightly lower than in comparable

European countries [Figure 1.16].

– Future growth: Even given the scenarios for state and private pension

income presented in Figure 1.12, average pensioner incomes are likely

to grow at least in line with prices, i.e. to rise somewhat in real terms.

But they will fall relative to average earnings. Our judgement is that

most people would desire pensioner incomes (if appropriate to start

with) to grow over the long-term in line with average incomes, to

ensure that pensioners can participate fully in society.

■ The feasibility and desirability of Option 2 (higher taxes/NI contributions)

can be debated. Some people would support greater tax-financed

generosity to current and future pensioners, arguing that the UK tax ratio

is currently lower than some comparable countries. Others would argue

that it is unreasonable for the current generation of workers to impose an

increasing tax burden on the next generation. But whatever the

resolution of this philosophical debate, the scope for higher taxes to

finance a more generous state pension system would need to be

considered in the context of other pressures on public expenditure arising

from an ageing population, in health and in social care.

■ Option 3 (increased private savings) will almost certainly have to be an

element in the response, whether chosen voluntarily by individuals or

required by compulsion. But it is unlikely that the doubling of the

pension savings rate required to meet the challenge via increased savings

alone will be either feasible or desirable, both because many people are

likely to prefer later retirement to such a higher level of savings, and

because a savings increase on this scale might produce a fall in rates of

return. The possibility that a “savings only” response to the challenge will

produce offsetting macroeconomic effects is discussed in Appendix B.
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■ Some increase in the average age of retirement (Option 4) will also have

to be part of the solution. It is possible because much of the increased

life expectancy being enjoyed is healthy and average retirement ages

have been on an upward trend over the last ten years. But the increase

in the average retirement age needed to make later retirement the only

solution looks very large; and there are significant differences in life

expectancy by socio-economic class, which may limit the feasibility and

equity of increased retirement ages among some specific groups of

people. These issues are discussed in Chapter 2.

We therefore believe that the best policy for society to choose, and the one

which is likely to reflect well-informed individual preferences, would involve

some mix of Options 2, 3, and 4. A survey by the Association of British

Insurers (ABI) suggests that when people are forced to choose between the

four options, very few people favour a fall in pensioners’ relative living

standards, and the two most favoured responses are an increase in the

average retirement age and a higher rate of saving [Figure 1.17].

The Commission will conduct more research into people’s attitudes and

preferences over the coming year.

The next chapter considers the feasibility of increasing average retirement

ages and the limits to this response being a sufficient answer alone.
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Figure 1.16 Median Income of People Aged 65+ as a Percentage of median income of people 

aged less than 65: 2001

60% 80% 100%0% 20% 40%
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Source: Eurostat, ECHP-UDB, version July 2003

Note: The data for Sweden only includes people aged less than 85.

Figure 1.17 Preferred Responses to the Demographic Challenge

0% 10% 20% 30% 40%

Work beyond the standard  
age of retirement

Save more of your 
wage/salary each month

Look to Government to 
fund higher pensions

Accept a lower standard 
of living in retirement

Source: Pensions and Savings Index, Survey 1 (Sept 2003) by YouGov for the ABI

Note: Response to the question “Most people can expect to live longer and spend more time in retirement than their parents and grandparents.
Bearing this in mind, and if you had to choose one of the following options which are you personally most likely to do?”

Base: working age population. Excludes those who answered “don’t know”.



The demographic challenge and unavoidable choices

24

At different points in this report we refer

to pensions or to pensioner incomes as

percentage of GDP. We also draw

distinctions between public expenditure

and private income sources, and between

funded and unfunded pensions. Different

measures and distinctions are relevant

depending on what question is being

asked. It is therefore important to be clear

about the numerous different ways to

define pensions and pensioners income.

The different measures are set out in Table

1.1. Key points to note are:

■ A distinction needs to be made

between incomes received by normal

age and early retirees, where a normal

age retiree is someone who retires at

SPA. Estimating the numbers of such

normal age retirees is complicated by

the fact that within a couple who are

receiving pension income one member

may be above and the other below SPA,

which differs for men and women. We

use the Pensioners Benefit Unit (PBU)

definition as used by the DWP to

define normal age retirees.

■ State pension expenditure at 4.8% of

GDP is less than state expenditure on

normal age pensioners (6.1%), which

includes that element of Housing

Benefit, Council Tax Benefit and

Disability Benefit which is paid to

pensioners.

■ Total public expenditure on pensioners

should include unfunded public sector

pensions. These however count as

occupational and personal pensions

rather than state pensions in

assessments of which people are

accumulating private (non-state)

pension rights.

■ It is a striking fact that of the 3.4% of

funded pensions in payment (excluding

lump sums) 1.4% (i.e. 36% of the total)

are being paid to non-PBUs, i.e. to early

retirees. The same is true for public

sector unfunded pensions. This is

explained by the existence of

occupational pension schemes with

retirement ages pre-SPA and by the

large number of early retirements (often

paid for out of pension fund surpluses)

which occurred during the 1990s.

■ Non-pension investment income

received by normal age pensioners is

significant, at 1%, but heavily

concentrated – a small minority of

pensioners receive most of this income.

■ Funded occupational pensions include

the funded element of the public sector

(mainly local authorities) which we

estimate account for about 17% of the

total. As a result, while occupational

and personal pensions split – in the

total column – between 3.8% funded

and 1.5% unfunded, the private

sector/public sector split is 3.4%

private and 1.9% public.

Pensions and Pensioner Incomes as a percentage of GDP:
different definitions
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Incomes received by Pensions received by Lump sums Total

normal age retirees Early retirees received

State pensions and benefits

- BSP 3.6

- SERPS/SP2 0.6

- Minimum Income Guarantee 0.4

- Other pension benefits 0.2

State Pension Expenditure 4.8 4.6

Housing and council tax benefit 0.6 0.6

Disability benefits 0.6 0.9

State expenditure on pensioners 6.1 n.a 6.1

Unfunded public sector pensions 0.8 0.5 0.2 1.5

Total public expenditure 6.9 0.5 0.2 7.6

Funded occupational and 2.0 1.4 0.4 3.8

personal pensions

Non-pension investment income

- Deriving from lump sums 0.2

- Other 0.8

Earnings from employment

0.9

Total Income 10.8 1.8 0.6 n.a

Total occupational and 

personal pension 

(including unfunded public) 2.8 1.9 0.6 5.3

Of which

Public sector unfunded 0.8 0.5 0.2 1.5

Public sector funded 0.3 0.1 0.1 0.5

Private sector 1.7 1.3 0.4 3.4

The figure of 2.2% used as funded pension income in Figure 1.12 is 2.0% funded occupational and

personal pensions plus 0.2% investment income deriving from pension lump sums.

Notes: State pension and benefit expenditure from DWP for financial year 2002/03.
Pension income for normal age retirees and early age retirees based on Pension Commission estimates from the 
Family Resources Survey and the Blue Book.
Some rows and colums do not sum precisely due to rounding.

State expenditure 

on early retirees 

(e.g. Incapacity

Benefit) not included

in this analysis

Non-pension

income of early

retirees not

considered in this

analysis

Table 1.1 Pensioner Incomes and Pensions as a Percentage of GDP: 2002
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