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Preface	
  
	
  

After	
  having	
  worked	
  for	
  nearly	
  17	
  years	
  in	
  securities	
  and	
  investor	
  services	
  I	
  took	
  the	
  daunting	
  step	
  to	
  go	
  back	
  to	
  university.	
  

Having	
  become	
  increasingly	
  acquainted	
  with	
  pension	
  funds	
  and	
  the	
  challenges	
  of	
  old	
  age	
  saving,	
  I	
  felt	
  the	
  desire	
  to	
  learn	
  

more	
   about	
   this	
   highly	
   topical	
   subject.	
   In	
   the	
   Master	
   programme	
   ‘Economics	
   and	
   Finance	
   of	
   Ageing’,	
   facilitated	
   by	
   the	
  

Netspar	
  research	
  network	
  and	
  Tilburg	
  University,	
  I	
  found	
  exactly	
  what	
  I	
  was	
  looking	
  for.	
  	
  

	
  

This	
   thesis	
   constitutes	
   the	
   final	
  part	
  of	
   this	
  Master	
  programme,	
  and	
   I	
   took	
   the	
  opportunity	
   to	
  combine	
  writing	
  a	
  Master	
  

thesis	
  with	
  an	
  internship	
  at	
  premier	
  Dutch	
  pension	
  provider	
  APG.	
  The	
  research	
  project	
  that	
  resulted	
  in	
  this	
  thesis	
  forms	
  part	
  

of	
   a	
   fact-­‐finding	
   mission	
   on	
   behalf	
   of	
   APG	
   of	
   selected,	
   relevant	
   pension	
   markets	
   outside	
   of	
   its	
   home	
   market.	
   The	
   topic	
  

appealed	
  to	
  me	
  in	
  particular	
  because	
  of	
  its	
  wide	
  scope	
  –	
  effectively	
  enabling	
  me	
  to	
  ‘recap’	
  everything	
  I	
  learned	
  this	
  year	
  in	
  a	
  

single	
  paper	
  –	
  and	
  because	
  of	
  its	
  focus	
  on	
  the	
  UK,	
  where	
  I	
  spent	
  five	
  years	
  of	
  my	
  working	
  life.	
  The	
  relevance	
  of	
  the	
  topic	
  

already	
  proved	
  during	
   the	
  project,	
  when	
   I	
  had	
   the	
  good	
   fortune	
  of	
  being	
  able	
   to	
  use	
  some	
  of	
  my	
  work	
  ad	
   interim	
  when	
  

Steve	
  Webb,	
  the	
  UK	
  Minister	
  for	
  Pensions,	
  visited	
  the	
  Netherlands	
  to	
  learn	
  more	
  about	
  risk	
  sharing	
  in	
  Dutch	
  pension	
  funds.	
  

Since	
  my	
  academic	
  supervisor,	
  professor	
  Theo	
  Nijman,	
  as	
  well	
  as	
  representatives	
  of	
  APG	
  and	
  ABP	
  were	
   involved	
   in	
  these	
  

visits,	
  my	
  provisional	
  findings	
  in	
  this	
  project	
  could	
  be	
  used	
  for	
  briefing	
  purposes,	
  enabling	
  me	
  to	
  personally	
  meet	
  Mr	
  Webb	
  

and	
  his	
  team.	
  

	
  

This	
  thesis	
  would	
  not	
  have	
  been	
  possible	
  without	
  the	
  support	
  and	
  feedback	
  from	
  a	
  number	
  of	
  people.	
  	
  

	
  

First	
  of	
  all,	
  I	
  would	
  like	
  to	
  thank	
  my	
  colleagues	
  at	
  APG.	
  First	
  and	
  foremost,	
  Alwin	
  Oerlemans,	
  as	
  the	
  initiator	
  of	
  this	
  project	
  

and	
  my	
   supervisor	
  within	
  APG,	
   for	
   giving	
  me	
  pragmatic	
   guidance	
  and	
  excellent	
   ideas	
   throughout	
   the	
  project	
  despite	
  his	
  

busy	
  schedule,	
  and	
  being	
  an	
  advocate	
  of	
  interns	
  in	
  APG.	
  In	
  addition,	
  my	
  colleagues	
  at	
  Institutional	
  Business	
  Development,	
  

for	
   the	
  openness,	
   information	
   sharing,	
   great	
   atmosphere	
  and	
  good	
   lunches	
  we	
  enjoyed.	
  A	
  particular	
  word	
  of	
   thanks	
   for	
  

management	
  assistants	
  Marina	
  Vizzinisi	
  and	
  Francis	
  Goldman,	
  who	
  helped	
  me	
  organise	
  meetings,	
  presentations	
  and	
  other	
  

practical	
  matters.	
  Finally,	
  Ruben	
  Laros	
  and	
  Stefan	
  Lundbergh	
  at	
  the	
  APG	
  Innovation	
  Centre,	
   for	
  being	
  a	
  haven	
  for	
   interns	
  

and	
  sharing	
  their	
  network	
  of	
  UK	
  pension	
  experts	
  with	
  me.	
  

	
  

I	
  had	
  the	
  privilege	
  of	
  having	
  professor	
  Theo	
  Nijman,	
  of	
  Netspar	
  and	
  Tilburg	
  University,	
  as	
  my	
  academic	
  supervisor	
  for	
  this	
  

project.	
  I	
  found	
  his	
  detailed	
  and	
  pertinent	
  feedback	
  incredibly	
  useful	
  and	
  encouraging,	
  and	
  I	
  especially	
  thank	
  Theo	
  for	
  the	
  

time	
  we	
  spent	
  discussing	
  the	
  Dutch	
  return	
  adjustment	
  mechanism	
  (‘RAM’),	
  of	
  which	
  he	
  is	
  one	
  of	
  the	
  architects.	
  Also	
  a	
  word	
  

of	
  thanks	
  to	
  the	
  assistants	
  at	
  Netspar,	
  in	
  particular	
  Sylvia	
  Geurdes,	
  for	
  organising	
  both	
  access	
  to	
  Theo	
  and	
  the	
  paperwork	
  

for	
  my	
  thesis	
  defence.	
  

	
  

Last	
  but	
  not	
   least,	
  this	
  thesis	
  –	
  nor	
  any	
  part	
  of	
  this	
  Master	
  programme	
  –	
  would	
  have	
  been	
  possible	
  without	
  the	
  constant	
  

support	
  of	
  my	
  family.	
  I	
  therefore	
  thank,	
  most	
  of	
  all,	
  Robert	
  and	
  Bruno	
  for	
  happily	
  facilitating	
  my	
  days,	
  evenings,	
  weekends	
  

behind	
  my	
  books	
  and	
  laptop	
  -­‐	
  while	
  building	
  up	
  my	
  own	
  ‘pension	
  gap’	
  -­‐	
  and	
  enabling	
  me	
  to	
  realise	
  my	
  academic	
  ambitions	
  

in	
  this	
  field.	
  

	
  

Amsterdam,	
  September	
  2012	
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Executive	
  Summary	
  
	
  

In	
  this	
  thesis,	
  the	
  UK	
  pension	
  system	
  and	
  its	
  upcoming	
  reforms	
  are	
  evaluated	
  against	
  the	
  benchmark	
  

of	
  economic	
  theory.	
  The	
  analysis	
  results	
  in	
  a	
  set	
  of	
  recommendations	
  to	
  improve	
  the	
  sustainability	
  of	
  

UK	
  workplace	
  pensions.	
  

	
  

The	
   evaluation	
   starts	
   by,	
   first,	
   drawing	
   up	
   a	
   framework	
   for	
   optimal	
   pension	
   design	
   based	
   on	
  

academic	
  literature.	
  Recommendations	
  from	
  this	
  framework	
  are	
  that,	
  if	
  we	
  were	
  to	
  design	
  a	
  pension	
  

system	
   from	
   scratch,	
   it	
   is	
   optimal	
   that	
   the	
   pension	
   system	
   facilitates	
   consumption	
   smoothing	
   by	
  

ensuring	
   adequate	
   participation	
   and	
   contribution	
   levels;	
   facilitates	
   that	
   savings	
   are	
   invested	
   using	
  

the	
   life	
   cycle	
  model;	
   consists	
   of	
   a	
  pay-­‐as-­‐you-­‐go	
   first	
   pillar	
   and	
   funded	
   second	
  pillar;	
   facilitates,	
   at	
  

least	
   for	
   a	
   sizeable	
   part,	
   automatic	
   annuitisation;	
   avoids	
   major	
   sources	
   of	
   (actuarial	
   and	
   other)	
  

unfairness,	
  and	
  is	
  transparent	
  where	
  unfairness	
  is	
  inevitable;	
  ensures	
  a	
  high	
  level	
  of	
  completeness	
  of	
  

pension	
  contracts	
  and	
  high	
  quality	
  trustees	
  to	
  make	
  residual	
  choices;	
  is	
  of	
  sufficient	
  scale	
  and	
  invests	
  

collectively	
   to	
   ensure	
  optimal	
   performance	
   relative	
   to	
   costs;	
   and	
  has	
   effective	
  defaults	
   in	
   place	
   to	
  

overcome	
   behavioural	
   hurdles	
   in	
   respect	
   to	
   participation,	
   contributions,	
   investment	
   strategy	
   and	
  

annuitisation.	
  	
  	
  

	
  

Next,	
   the	
   UK	
   pension	
   system	
   is	
   analysed	
   and	
   evaluated	
   against	
   the	
   optimal	
   pension	
   design	
  

framework.	
  We	
  conclude	
  that	
   the	
   inadequate	
  State	
  Pension,	
   in	
  combination	
  with	
   low	
  participation	
  

and	
  contribution	
  rates	
  in	
  voluntary	
  workplace	
  pensions	
  result	
  in	
  the	
  situation	
  that	
  many	
  citizens	
  are	
  

building	
   up	
   insufficient	
   retirement	
   income.	
   Due	
   to	
   the	
   rising	
   costs	
   of	
   longevity,	
   private	
   sector	
  

employers	
   have	
  often	
   abandoned	
   collective	
   and	
   guaranteed	
  Defined	
  Benefit	
   pensions	
   in	
   favour	
  of	
  

individual	
   and	
   contract-­‐based	
   Defined	
   Contributions	
   plans,	
   offering	
   no	
   certainty	
   of	
   retirement	
  

income,	
   less	
   cost-­‐efficient	
   pensions	
   and	
   a	
   higher	
   exposure	
   to	
   behavioural	
   bias.	
   Meanwhile,	
   public	
  

sector	
  pensions	
  have	
  maintained	
  guaranteed	
  benefits,	
  though	
  at	
  a	
  significant	
  cost	
  to	
  the	
  taxpayer.	
  As	
  

a	
   result,	
   there	
   is	
   a	
   sizeable	
   gap	
   between	
   the	
   average	
   public	
   and	
   the	
   average	
   private	
   sector	
  

employee’s	
  pension,	
  which	
  is	
  both	
  unfair	
  and	
  unsustainable.	
  	
  

	
  

In	
  the	
  third	
  part	
  of	
  this	
  thesis,	
   two	
  possible	
  directions	
  for	
  solutions	
  are	
  explored:	
   introducing	
  more	
  

effective	
  risk	
  sharing	
  in	
  pension	
  schemes,	
  and	
  improving	
  (public	
  sector)	
  schemes’	
  cost-­‐efficiency.	
  The	
  

discussion	
  on	
  risk	
  sharing	
  focuses	
  on	
  finding	
  a	
  model	
  for	
  ‘Defined	
  Ambition’	
  pensions,	
  as	
  proposed	
  by	
  

UK	
  Minister	
   for	
  Pensions	
  Steve	
  Webb.	
  A	
  possible	
  model	
   is	
  drawn	
  up	
  using	
  elements	
   from	
  the	
  new	
  

pension	
   deal	
   in	
   the	
  Netherlands,	
   introducing	
   a	
  mechanism	
   to	
   adjust	
   future	
   retirement	
   income	
   for	
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market	
  ‘shocks’	
  based	
  on	
  risk	
  sharing	
  between	
  scheme	
  members	
  and	
  employer.	
  The	
  resulting	
  model	
  

enables	
   linking	
   the	
   certainty	
   of	
   future	
   benefits	
   to	
   members’	
   risk	
   tolerance,	
   allows	
   for	
   effectively	
  

managing	
  the	
  annuities	
  conversion	
  risk	
  on	
  behalf	
  of	
  members,	
  and	
  avoids	
  that	
  the	
  bill	
  for	
  any	
  shocks	
  

occurring	
  today	
  is	
  passed	
  on	
  to	
  the	
  next	
  generation.	
  Also,	
  the	
  case	
  is	
  made	
  for	
  consolidation	
  among	
  

the	
   funded	
   public	
   sector	
   pension	
   schemes	
   as	
   a	
   means	
   to	
   improving	
   schemes’	
   cost-­‐efficiency	
   and	
  

financial	
   performance.	
   By	
   way	
   of	
   ‘reality	
   check’,	
   the	
   input	
   of	
   conversations	
   held	
   with	
   UK	
   market	
  

experts	
  on	
  the	
  upcoming	
  reforms,	
  as	
  summarised	
  in	
  Box	
  4.1	
  on	
  page	
  70,	
  are	
  taken	
  into	
  account	
  when	
  

evaluating	
  these	
  proposals.	
  

	
  

The	
   discussion	
   of	
   UK	
   pension	
   reforms	
   against	
   the	
   benchmark	
   of	
   the	
   optimal	
   pension	
   design	
  

framework	
   results	
   in	
   three	
   key	
   recommendations.	
   First,	
   the	
   upcoming	
   auto-­‐enrolment	
   policy	
   for	
  

workplace	
   pensions	
   should	
   be	
   stepped	
   up	
   to	
   ensure	
   adequate	
   levels	
   of	
   participation	
   and	
  

contributions.	
   Second,	
   risk	
   sharing	
   between	
   members	
   and	
   employers	
   in	
   trust-­‐based,	
   collective	
  

pension	
  plans	
  should	
  be	
  introduced	
  to	
  improve	
  the	
  quality	
  of	
  private	
  sector	
  employees’	
  pensions	
  and	
  

reduce	
   the	
   gap	
   between	
  private	
   and	
   public	
   sector	
   pensions.	
   The	
  model	
   as	
   proposed	
   in	
   this	
   thesis	
  

offers	
   a	
   transparent	
   mechanism	
   for	
   organising	
   such	
   a	
   ‘Defined	
   Ambition’	
   pension.	
   Finally,	
  

consolidation	
   among	
   the	
   funded	
   public	
   sector	
   schemes	
   should	
   be	
   stimulated	
   to	
   improve	
  

sustainability,	
  and	
  reduce	
  the	
  cost,	
  of	
  public	
  sector	
  pensions.	
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Note	
  for	
  the	
  reader	
  
	
  

Inevitably	
   this	
   thesis	
   contains	
   many	
   technical	
   terms.	
   For	
   brief	
   explanations	
   and	
   definitions	
   of	
   the	
  

terminology	
   used,	
   including	
   abbreviations,	
   please	
   see	
   the	
   Glossary	
   at	
   the	
   end	
   of	
   this	
   thesis.	
   In	
  

addition,	
  I	
  will	
  spend	
  a	
  few	
  words	
  here	
  on	
  how	
  pension	
  plans	
  are	
  classified,	
  since	
  they	
  are	
  the	
  focus	
  

of	
  this	
  paper.	
  

	
  

In	
   this	
   thesis,	
   the	
  terms	
   ‘pension	
  plan’	
  and	
   ‘pension	
  scheme’	
  are	
   interchangeable	
  and	
  used	
   for	
   the	
  

vehicle	
  via	
  which	
  a	
  certain	
  company’s	
  pension	
  arrangement	
  is	
  organised.	
  I	
  will	
  only	
  refer	
  to	
  a	
  pension	
  

fund	
  if	
  the	
  focus	
  is	
  on	
  the	
  asset	
  pool	
  managed	
  by	
  the	
  pension	
  plan	
  or	
  scheme.	
  ‘Workplace	
  pensions’	
  

are	
   defined	
   here	
   as	
   any	
   second	
   pillar,	
   employer-­‐facilitated	
   pensions	
   plans.	
   They	
   both	
   comprise	
  

occupational	
   pension	
   schemes	
   (the	
   traditional	
   schemes	
   governed	
   as	
   a	
   trust)	
   and	
   contract-­‐based	
  

group	
   pension	
   plans	
   that	
   are	
   typically	
   provided	
   by	
   an	
   external	
   provider	
   and	
   where	
   the	
   scheme	
  

member	
   has	
   a	
   direct	
   contractual	
   relationship	
   with	
   the	
   provider.	
   In	
   Chapter	
   3.1.2,	
   a	
   further	
  

background	
   is	
  provided	
  on	
  this	
  distinction	
  and	
  the	
  other	
  ways	
   in	
  which	
  workplace	
  pensions	
  can	
  be	
  

categorised.	
  	
  

	
  

In	
  the	
  last	
  part	
  of	
  this	
  thesis,	
  the	
  concept	
  of	
  Defined	
  Ambition	
  pensions	
  is	
  explored.	
  Since	
  there	
  is	
  no	
  

set	
  definition	
  available	
  of	
  Defined	
  Ambition	
  pensions	
  (indeed,	
  this	
  thesis	
  intends	
  to	
  provide	
  input	
  to	
  

the	
  current	
  debate),	
  any	
  definitions	
  and	
  qualifications	
  used	
  in	
  that	
  part	
  of	
  the	
  paper	
  are	
  entirely	
  of	
  

own	
   design.	
   Whereas	
   certain	
   elements	
   of	
   the	
   Dutch	
   collective	
   Defined	
   Contribution	
   model,	
  

especially	
  after	
   implementation	
  of	
  the	
  new	
  pension	
  deal	
   in	
  the	
  Netherlands,	
  are	
  used,	
  the	
  possible	
  

model	
  for	
  Defined	
  Ambition	
  pensions	
  discussed	
  in	
  Chapter	
  4	
  by	
  no	
  means	
  aims	
  to	
  replicate	
  the	
  Dutch	
  

model	
   in	
   its	
   entirety.	
   For	
   instance,	
   the	
   Dutch	
   model	
   does	
   not	
   include	
   employer	
   risk	
   sharing;	
   this	
  

element	
  has	
  been	
  introduced	
  here	
  in	
  an	
  attempt	
  to	
  design	
  a	
  model	
  for	
  Defined	
  Ambition	
  pensions,	
  

UK	
  style.	
  The	
  resulting	
  model	
  nevertheless	
  has	
  a	
  number	
  of	
  elements	
  that	
  observers	
  may	
  recognise	
  

from	
   collective	
   Defined	
   Contributions	
   pensions,	
   however	
   in	
   a	
   slightly	
   more	
   sophisticated	
   form.	
   In	
  

effect,	
  and	
  quoting	
  my	
  supervisor,	
  Theo	
  Nijman,	
  Defined	
  Ambition	
  pensions	
  as	
  explored	
  here	
  could	
  

therefore	
  also	
  be	
  considered	
  ‘Collective	
  Defined	
  Contribution	
  2.0’.	
  

	
  

	
  



8	
   REDESIGNING	
  UK	
  WORKPLACE	
  PENSIONS	
  	
  	
  	
  
 

Chapter	
  1:	
   Introduction	
  
 

1	
  

Workplace	
  pensions	
  in	
  the	
  United	
  Kingdom	
  have	
  been	
  the	
  subject	
  of	
  widespread	
  debate	
  for	
  several	
  

years	
  now.	
  As	
  a	
  result	
  of	
  population	
  ageing	
  and	
  changing	
  labour	
  patterns	
  the	
  current	
  system	
  is	
  not	
  

deemed	
  ‘fit	
  for	
  purpose’	
  anymore.	
  This	
  is	
  not	
  unique	
  to	
  the	
  UK	
  but	
  is	
  the	
  case	
  in	
  many	
  –	
  public	
  and	
  

private	
  –	
  pension	
  systems	
  across	
  the	
  globe.	
  	
  

	
  

What	
   makes	
   the	
   UK	
   different	
   is	
   the	
   combination	
   of	
   the	
   increasing	
   burden	
   of	
   public	
   pensions	
   on	
  

taxpayers,	
   the	
   widening	
   gap	
   between	
   the	
   pensions	
   of	
   the	
   average	
   public	
   and	
   the	
   average	
   private	
  

sector	
   worker,	
   and	
   the	
   high	
   cost	
   associated	
   with	
   running	
   the	
   pensions	
   system.	
   Private	
   sector	
  

pensions	
   have	
   eroded	
   over	
   the	
   past	
   decades,	
   resulting	
   in	
   millions	
   of	
   Britons	
   that	
   are	
   building	
   up	
  

inadequate	
  retirement	
  income,	
  whereas	
  public	
  sector	
  pensions	
  have	
  remained	
  relatively	
  unscathed.	
  

As	
  a	
  result,	
  the	
  perception	
  is	
  growing	
  that	
  the	
  way	
  in	
  which	
  the	
  risks	
  associated	
  with	
  pension	
  savings	
  

                                                
1	
  “A	
  new	
  future	
  for	
  workplace	
  pensions”,	
  dd.	
  8	
  April	
  2012,	
  www.telegraph.co.uk;	
  “London	
  councils	
  in	
  pension	
  shake-­‐up”,	
  dd.	
  
9	
   April	
   2012,	
   www.ft.com;	
   “Are	
   public	
   sector	
   pensions	
   too	
   generous?”,	
   Politics	
   Blog,	
   dd.	
   10	
   May	
   2012,	
  
www.guardian.co.uk;“Britain:	
  Two	
  million	
  strike	
  over	
  pension	
  changes”,	
  dd.	
  30	
  November	
  2011,	
  www.ibnlive.in.com	
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are	
   shared	
   by	
   individuals	
   and	
   population	
   groups	
   is	
   unfair.	
   Both	
   the	
   absolute	
   burden	
   of	
   public	
  

pensions	
   to	
   taxpayers	
   and	
   the	
   relative	
   burden	
   of	
   ‘unfairness’	
   endanger	
   the	
   pension	
   system’s	
  

sustainability	
  and	
  call	
  for	
  structural	
  reforms.	
  

	
  

The	
  need	
  for	
  reforms	
  has	
  been	
  recognised	
  by	
  the	
  different	
  UK	
  Governments	
  as	
  well	
  as	
  various	
  groups	
  

of	
  stakeholders	
  and	
   industry	
  experts.	
   In	
  the	
  past	
  decade,	
  both	
  Government-­‐commissioned	
  working	
  

groups	
   and	
   private	
   initiatives	
   have	
   produced	
   extensive	
   analyses	
   of	
   the	
   situation	
   and	
   have	
   made	
  

recommendations	
  for	
  policy	
  changes2.	
  The	
  outcome	
  of	
  these	
  efforts	
  has	
  been,	
  first	
  of	
  all,	
  a	
  growing	
  

awareness	
  of	
  the	
  need	
  to	
  reform.	
  In	
  addition,	
  a	
  number	
  of	
  concrete	
  steps	
  have	
  been	
  set	
  in	
  motion,	
  

such	
  as	
   the	
   implementation	
  of	
  a	
  system	
  of	
  auto-­‐enrolment	
   for	
  workplace	
  pension	
  schemes	
  and	
  an	
  

increase	
  of	
  the	
  pension	
  age.	
  Also,	
  public	
  sector	
  pension	
  contracts	
  are	
  renegotiated,	
  thereby	
  scaling	
  

down	
  the	
  pensions	
  of	
  public	
  sector	
  workers.	
  	
  

	
  

Nevertheless,	
   in	
   order	
   to	
   be	
   truly	
   future-­‐proof	
   the	
   pensions	
   system	
   requires	
   further	
   reforms.	
   In	
  

particular,	
   a	
   new	
   balance	
   will	
   need	
   to	
   be	
   established	
   between	
   generating	
   adequate	
   retirement	
  

benefits	
   for	
  both	
  public	
   and	
  private	
   sector	
  employees,	
  with	
  a	
   reasonable	
   level	
  of	
   certainty	
   for	
   the	
  

participant	
  and	
  an	
  acceptable	
  degree	
  of	
  risks	
  absorbed	
  by	
  employer	
  and	
  taxpayer,	
  while	
  reducing	
  the	
  

gap	
  between	
  public	
  and	
  private	
  sector	
  pensions.	
  In	
  this	
  light,	
  Steve	
  Webb,	
  UK	
  Minster	
  for	
  Pensions,	
  

has	
   recently	
   introduced	
   the	
   concept	
   of	
   ‘Defined	
   Ambition’	
   pensions	
   as	
   a	
   means	
   to	
   optimise	
   risk	
  

sharing	
   in	
   workplace	
   pensions.	
   Furthermore,	
   a	
   prerequisite	
   for	
   obtaining	
   adequacy	
   of	
   benefits	
   is	
  

improving	
   the	
   cost-­‐efficiency	
   of	
   the	
   pensions	
   system,	
   which	
   is	
   lagging	
   behind	
   in	
   comparison	
   with	
  

other	
  countries3.	
  

	
  

This	
  thesis	
  sets	
  out	
  to	
  assess	
  the	
  reforms	
  implemented	
  so	
  far	
  and	
  the	
  key	
  decisions	
  yet	
  to	
  be	
  made	
  in	
  

redesigning	
   the	
   UK	
   public	
   and	
   private	
   sector	
   workplace	
   pensions.	
   The	
   reforms	
   will	
   be	
   analysed	
  

against	
   the	
  benchmark	
  of	
   the	
   theory	
  of	
  optimal	
  pension	
  design	
  with	
   the	
   intention	
  of	
  providing	
  an	
  

objective	
   set	
   of	
   recommendations.	
   The	
   analysis	
   will	
   focus	
   on	
   the	
   question	
   whether	
   improved	
   risk	
  

sharing,	
   for	
   instance	
   via	
   the	
   implementation	
   of	
   ‘Defined	
   Ambition’-­‐type	
   pensions,	
   and	
   optimising	
  

cost-­‐efficiency	
   in	
   (public	
   sector)	
   pension	
   plans,	
   will	
   be	
   a	
   solution	
   for	
   making	
   pensions	
   more	
  

sustainable.	
  In	
  particular:	
  what	
  should	
  a	
  Defined	
  Ambition	
  pension	
  system	
  look	
  like	
  to	
  be	
  a	
  suitable	
  

alternative	
  for	
  the	
  present	
  pension	
  plans?	
  

	
  

                                                
2In	
  particular,	
   the	
  Government-­‐initiated	
  Turner	
  and	
  Hutton	
  Commissions,	
   as	
  well	
   as	
   contributions	
  by,	
  among	
  others,	
   the	
  
National	
  Association	
  of	
  Pension	
  Funds	
  (‘NAPF’),	
  the	
  Pensions	
  Policy	
  Institute	
  (‘PPI’),	
  the	
  Royal	
  Society	
  of	
  Arts,	
  Manufacture	
  
and	
  Commerce	
  (‘RSA’),	
  and	
  the	
  Centre	
  of	
  Policy	
  Studies	
  (‘CPS’)	
  
3	
  See	
  for	
  instance	
  Whitehouse	
  (2000)	
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A	
  number	
  of	
  different	
  sources	
  are	
  consulted	
  to	
  address	
  these	
  issues.	
  Next	
  to	
  the	
  academic	
  literature	
  

that	
  I	
  consulted	
  to	
  establish	
  a	
  framework	
  for	
  optimal	
  pension	
  design,	
  I	
  have	
  taken	
  advantage	
  of	
  the	
  

vast	
   range	
   of	
   available	
   research	
   reports	
   and	
   discussion	
   papers,	
   expressing	
   analyses,	
   opinions	
   and	
  

recommendations	
  on	
  the	
  different	
  aspects	
  of	
  UK	
  pension	
  reforms,	
  which	
  have	
  been	
  published	
  over	
  

the	
  last	
  years	
  by	
  academics,	
  government	
  agencies,	
  pressure	
  groups	
  and	
  other	
  industry	
  sources.	
  Last	
  

but	
   not	
   least,	
   via	
   APG	
   I	
   have	
   had	
   the	
   opportunity	
   to	
   meet	
   with	
   a	
   number	
   of	
   industry	
   experts	
  

personally,	
   including	
   Mr	
   Steve	
   Webb,	
   to	
   receive	
   further	
   background	
   information	
   on	
   the	
  

developments	
  and	
  test	
  some	
  of	
  the	
  results	
  of	
  my	
  analysis.	
  	
  

	
  

The	
   structure	
   of	
   this	
   thesis	
   is	
   as	
   follows.	
   In	
   Chapter	
   2,	
   an	
   overview	
   is	
   provided	
   of	
   the	
   current	
  

academic	
  literature	
  on	
  the	
  key	
  factors	
  that	
  constitute	
  optimal	
  design	
  of	
  a	
  pension	
  system,	
  resulting	
  

in	
  a	
  theoretical	
  framework	
  for	
  optimal	
  pension	
  design.	
  	
  

	
  

Chapter	
  3	
  focuses	
  on	
  the	
  UK	
  pension	
  system.	
  The	
  current	
  pension	
  landscape,	
  consisting	
  of	
  the	
  State	
  

Pension,	
  public	
  and	
  private	
  sector	
  workplace	
  pensions,	
  and	
  individual	
  third	
  pillar	
  pension	
  products,	
  is	
  

discussed	
  and	
  evaluated	
  against	
   the	
  context	
  of	
   the	
   framework	
   for	
  optimal	
  pension	
  design.	
  We	
  will	
  

investigate	
  why	
  there	
  is	
  a	
  need	
  to	
  reform	
  and	
  which	
  policy	
  initiatives	
  have	
  been	
  taken	
  in	
  response.	
  

The	
   chapter	
   concludes	
   by	
   identifying	
   risk	
   sharing	
   and	
   cost-­‐efficiency	
   as	
   two	
   key	
   challenges	
   for	
  

workplace	
  pensions.	
  In	
  this	
  context,	
  the	
  concept	
  of	
  Defined	
  Ambition-­‐type	
  pensions	
  is	
  introduced	
  as	
  

an	
   alternative	
   to	
   –	
   and	
   compromise	
   between	
   –	
   pure	
   Defined	
   Benefit	
   (‘DB’)	
   and	
   pure	
   Defined	
  

Contribution	
  (‘DC’)	
  pension	
  plans.	
  	
  

	
  

Chapter	
  4	
  continues	
  with	
  an	
  analysis	
  of	
  how	
  risk	
  sharing	
  and	
  cost-­‐efficiency	
  can	
  be	
  optimised	
  in	
  UK	
  

pensions.	
  In	
  the	
  light	
  of	
  risk	
  sharing,	
  Defined	
  Ambition	
  pensions	
  are	
  discussed	
  as	
  a	
  possible	
  solution	
  

towards	
  sustainable	
  public	
  and	
  private	
  sector	
  pension	
  plans.	
  A	
  model	
  for	
  Defined	
  Ambition	
  pensions,	
  

taken	
  from	
  the	
  Netherlands,	
  is	
  introduced	
  and	
  we	
  will	
  evaluate	
  whether	
  such	
  a	
  model	
  could	
  work	
  in	
  

the	
  UK.	
  Also,	
   recommendations	
   are	
  discussed	
  as	
   to	
  how	
   cost-­‐efficiency	
   in	
   (public	
   sector)	
   pensions	
  

can	
  be	
  improved.	
  

	
  

Chapter	
  5	
  concludes	
  and	
  summarises	
  the	
  recommendations	
  on	
  UK	
  workplace	
  pension	
  reforms.	
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Chapter	
  2:	
  	
   The	
  theory	
  of	
  optimal	
  pension	
  design:	
  	
  	
  	
  	
  	
  	
  
a	
  framework	
  

	
  

2.1	
   Introduction	
  
	
  

There	
  are	
  many	
  aspects	
  of	
  the	
  way	
  a	
  pension	
  system	
  is	
  designed	
  that,	
  in	
  conjunction,	
  determine	
  its	
  

quality:	
   the	
   potential	
   to	
   meet	
   the	
   pension	
   system’s	
   objectives.	
   These	
   objectives	
   are	
   typically	
   a	
  

combination	
   of	
   relieving	
   old-­‐age	
   poverty,	
   insuring	
   against	
   the	
   ‘risk’	
   of	
   living	
   until	
   an	
   old	
   age,	
   and	
  

providing	
  a	
  mechanism	
  for	
  consumption	
  smoothing	
  over	
  time.	
  	
  

	
  

In	
  this	
  analysis	
  we	
  will	
  take	
  a	
  closer	
  look	
  at	
  a	
  number	
  of	
  design	
  elements,	
  which	
  capture	
  the	
  relevant	
  

factors	
  from	
  academic	
  literature	
  on	
  optimal	
  pension	
  design.	
  These	
  focus	
  on	
  how	
  the	
  different	
  phases	
  

in	
  the	
   life	
  of	
  a	
  pension	
  are	
  organised:	
  the	
  accumulation	
  phase,	
  where	
  assets	
  are	
  gathered,	
  and	
  the	
  

decumulation	
  phase,	
  where	
  retirement	
   income	
  is	
  generated.	
  Also,	
  these	
  design	
  elements	
  deal	
  with	
  

how	
   to	
  organise	
   funding	
  and	
  governance	
  of	
   a	
  pension	
   system,	
  what	
   level	
  of	
   actuarial	
   fairness	
  and	
  

completeness	
  of	
  contracts	
  to	
  aim	
  for,	
  how	
  design	
  features	
  can	
   influence	
  performance	
  of	
  a	
  pension	
  

system	
  and	
  how	
  to	
  deal	
  with	
  people’s	
  behavioural	
  biases	
  in	
  relation	
  to	
  retirement	
  planning.	
  

	
  
	
  

More	
  specifically,	
  these	
  elements	
  are:	
  

• Consumption	
   smoothing	
   and	
   the	
   life	
   cycle	
   model:	
   how	
   much	
   to	
   save	
   for	
   retirement	
   in	
   the	
  

accumulation	
  phase,	
  and	
  how	
  to	
  invest	
  these	
  savings	
  

Op#mal'
pension'
design'

Consump#on'
smoothing'&'

Life'cycle'
inves#ng'

PAYG'
versus'

Funding'

Decumula#on:'
Annui#sa#on'

Actuarial'
Fairness'

Completeness'
of'contracts'&'
Governance'

Performance'''
&'costs'

Behavioural'
barriers'

Figure	
  2.1:	
  	
  
	
  
Elements	
  of	
  	
  
optimal	
  pension	
  design	
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• PAYG	
  versus	
  funding:	
  what	
  is	
  the	
  optimal	
  level	
  of	
  funding	
  of	
  a	
  pension	
  system	
  

• Decumulation	
  of	
  assets:	
  what	
  decumulation	
  policy	
  is	
  optimal	
  

• Actuarial	
  fairness:	
  what	
  are	
  the	
  implications	
  of	
  actuarial	
  (un)fairness	
  in	
  a	
  pension	
  system	
  

• Completeness	
  of	
  contracts	
  and	
  governance:	
  what	
  is	
  the	
  best	
  governance	
  structure	
  for	
  a	
  pension	
  

scheme	
  given	
  the	
  level	
  of	
  completeness	
  of	
  the	
  pension	
  contract	
  

• Performance	
  and	
  costs	
  of	
  a	
  pension	
  system:	
  what	
  determines	
  a	
  pension	
  system’s	
  optimal	
  ‘return	
  

to	
  cost’	
  ratio	
  

• Behavioural	
  barriers:	
  what	
  can	
  be	
  done	
  to	
  overcome	
  behavioural	
  hurdles	
  to	
  retirement	
  planning	
  

	
  

These	
  design	
  elements	
  will	
  be	
  used	
  to	
  draw	
  up	
  a	
  framework	
  for	
  optimal	
  pension	
  design,	
  which	
  will	
  

be	
  used	
  as	
  a	
  benchmark	
  against	
  which	
  to	
  evaluate,	
  in	
  Chapter	
  3,	
  the	
  UK	
  pension	
  system.	
  	
  

	
  

Before	
   starting	
   the	
   analysis	
   of	
   the	
   elements	
   of	
   optimal	
   pension	
   design,	
   we	
   will	
   also	
   introduce	
   a	
  

categorisation	
  of	
  pension	
  systems	
  on	
  the	
  basis	
  of	
  two	
  dimensions	
  that	
  will	
  be	
  used	
  throughout	
  this	
  

thesis,	
  and	
  is	
  illustrated	
  in	
  Figure	
  2.2:	
  how	
  are	
  risks	
  allocated	
  between	
  different	
  stakeholders,	
  and	
  to	
  

what	
  extent	
  are	
  the	
  pension	
  arrangements	
  individual	
  (versus	
  collective)	
  in	
  nature.	
  

	
  
Starting	
  with	
   the	
   first	
  dimension,	
  we	
  can	
  distinguish	
   the	
  extremes	
  of	
  a	
  pure	
  Defined	
  Benefit	
   (‘DB’)	
  

and	
  a	
  pure	
  Defined	
  Contribution	
   (‘DC’)	
  pension	
   system.	
   In	
  a	
  pure	
  DB	
   system,	
   the	
  benefits	
  payable	
  

once	
   the	
   scheme	
  member	
   is	
   retired	
  are	
   fixed	
   from	
   the	
  outset;	
   that	
   is,	
   they	
  are	
   the	
   result	
  of	
   a	
   set	
  

formula	
  of	
  (typically)	
  years	
  of	
  employment,	
  salary,	
  and	
  accrual	
  rate.	
  As	
  a	
  result,	
  the	
  complete	
  risk	
  of,	
  

among	
  other	
  things,	
   investing	
  the	
  contributions	
  and	
  increasing	
  longevity	
  lie	
  with	
  the	
  pension	
  plan’s	
  

sponsor:	
   the	
  employer.	
   In	
  a	
  pure	
  DC	
  system	
  the	
  contributions	
  that	
   the	
  member	
  pays	
  are	
  constant,	
  

while	
   the	
  benefits	
   that	
  he	
  or	
   she	
  will	
   receive	
  once	
   retired	
  depend	
   completely	
  on	
   the	
   value	
  of	
   the	
  

Figure	
  2.2:	
  
	
   	
  
Pension	
  systems	
  
categorised:	
  Individual	
  versus	
  
collective;	
  risk	
  with	
  employer	
  
versus	
  risk	
  with	
  employee	
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accumulated	
  contributions,	
  plus	
  the	
  investment	
  returns	
  that	
  these	
  will	
  generate.	
  In	
  a	
  DC	
  system,	
  the	
  

risks	
  therefore	
  lie	
  entirely	
  with	
  the	
  scheme	
  member.	
  It	
  may	
  go	
  without	
  saying	
  that,	
  in	
  practice,	
  there	
  

are	
  a	
  number	
  of	
  hybrid	
  systems,	
  allowing	
  for	
  a	
  certain	
  level	
  of	
  risk	
  sharing	
  between	
  sponsor,	
  scheme	
  

member	
   and	
   potentially	
   other	
   stakeholders	
   in	
   the	
   pension	
   contract,	
   eg	
   the	
   other	
   members	
   in	
   a	
  

collective	
  pension	
  scheme.	
  Also	
  ‘Defined	
  Ambition’	
  (‘DA’)-­‐style	
  pensions	
  are	
  such	
  a	
  hybrid.	
  

The	
  distinction	
  between	
  DB	
  and	
  DC	
  may	
  seem	
  to	
  be	
  relevant	
  mainly	
  for	
   funded	
  systems,	
  given	
  the	
  

presence	
  of	
  investment	
  risk	
  in	
  such	
  a	
  system.	
  Nevertheless,	
  also	
  in	
  PAYG	
  systems	
  a	
  distinction	
  can	
  be	
  

made	
  between	
  a	
  system	
  paying	
  a	
  fixed	
  level	
  of	
  benefits,	
  which	
  is	
  promised4	
  by	
  the	
  sponsor	
  (in	
  this	
  

case	
  often	
  the	
  state	
  or	
  a	
  public	
  sector	
  employer),	
  and	
  a	
  system	
  in	
  which	
  the	
  contributions	
  paid	
  into	
  

the	
  system	
  are	
  the	
  basis	
  for	
  determining	
  the	
  future	
  benefits.	
  The	
  latter	
  situation	
  applies	
  to	
  a	
  notional	
  

defined	
   contribution	
   (‘NDC’)	
   system:	
   although	
   there	
   is	
   no	
   underlying	
   asset	
   pool5,	
   benefits	
   bear	
   a	
  

(near)	
  actuarial	
  relationship	
  to	
  the	
  contributions	
  made6.	
  

	
  

The	
  second	
  distinction	
   that	
  can	
  be	
  taken	
   into	
  account	
   is	
  between	
   individual	
  and	
  collective	
  pension	
  

systems.	
  In	
  an	
  individual	
  system,	
  the	
  member’s	
  contributions	
  are	
  invested	
  in	
  an	
  individual	
  asset	
  pool	
  

and	
  his	
  or	
  her	
  accumulated	
  wealth	
  at	
   retirement	
  depends	
  entirely	
  on	
   the	
   contributions	
  made	
  and	
  

the	
   investment	
   returns	
   realised	
  on	
   these	
  assets.	
  A	
  completely	
   individual	
  pension	
  plan	
   furthermore	
  

offers	
  participants	
  free	
  choice	
  on	
  how	
  much	
  to	
  save,	
  how	
  to	
  invest	
  these	
  savings,	
  and	
  when	
  and	
  how	
  

to	
  decumulate	
  these	
  savings.	
  By	
  definition,	
  such	
  a	
  pension	
  plan	
  is	
  in	
  the	
  form	
  of	
  a	
  pure	
  DC	
  plan:	
  the	
  

individual	
  not	
  only	
  has	
  freedom	
  to	
  choose	
  but	
  also	
  absorbs	
  the	
  complete	
  risk	
  of	
  his	
  or	
  her	
  decisions.	
  	
  

In	
  a	
  collective	
  system,	
  members’	
  contributions	
  are	
   invested	
   in,	
  and	
  benefits	
  paid	
   from,	
  a	
  collective	
  

asset	
  pool.	
  Such	
  a	
  collective	
  pool	
  typically	
  implies	
  that	
  there	
  is	
  risk	
  sharing	
  among	
  present	
  members	
  

and	
   between	
   present	
   and	
   future	
   members	
   	
   (ie.,	
   both	
   intra-­‐	
   and	
   intergenerational	
   risk	
   sharing),	
   in	
  

addition	
   to	
   the	
   risk	
   that	
   is	
   absorbed	
   by	
   the	
   plan	
   sponsor	
   when	
   the	
   scheme	
   is	
   organised	
   as	
   a	
   DB	
  

system.	
  Also,	
  in	
  its	
  purest	
  form,	
  a	
  collective	
  system	
  offers	
  a	
  highly	
  harmonised	
  pension	
  arrangement,	
  

resulting	
  in	
  uniform	
  contribution	
  and	
  accrual	
  rates	
  for	
  all	
  its	
  members	
  and	
  therefore	
  a	
  high	
  degree	
  of	
  

cross-­‐subsidies	
  between	
  different	
  member	
  groups.	
  

	
  

The	
   chapter	
  will	
   be	
   organised	
   according	
   to	
   the	
   following	
   structure.	
   First,	
   each	
   element	
   of	
   optimal	
  

pension	
   design	
   is	
   discussed,	
   referring	
   to	
   the	
   relevant	
   academic	
   literature	
   in	
   the	
   field,	
   and	
  

summarising	
  the	
  main	
  arguments	
  from	
  literature	
  on	
  the	
  optimal	
  way	
   in	
  which	
  these	
  factors	
  should	
  

                                                
4	
   Such	
   a	
   ‘promise’	
  will	
   be	
   part	
   of	
   an	
   unfunded	
   (public)	
   pension	
   system’s	
   implicit	
   debt	
   and	
  may	
   therefore	
   be	
   difficult	
   to	
  
enforce	
  by	
  beneficiaries,	
  should	
  the	
  employer	
  default	
  on	
  such	
  pension	
  promises	
  
5	
  Also	
   in	
  NDC	
  systems	
  there	
  will	
  often	
  be	
  some	
  level	
  of	
   funding	
  –	
  or	
   ‘buffers’	
  –	
  however,	
  providing	
  an	
  additional	
   level	
  of	
  
security	
   to	
   the	
  participants	
   that	
   the	
  pension	
  promises	
  will	
  be	
  honoured.	
  A	
  prime	
  example	
  of	
   such	
  an	
  NDC	
  system	
   is	
   the	
  
Swedish	
  state	
  pension,	
  which	
  is	
  backed	
  by	
  a	
  number	
  of	
  buffer	
  funds:	
  the	
  AP-­‐funds.	
  
6	
  See,	
  for	
  instance,	
  Barr	
  and	
  Diamond	
  (2008) 
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be	
  organised	
   if	
  we	
  were	
   to	
   start	
   a	
   pension	
   system	
   from	
   scratch.	
   The	
   chapter	
  will	
   conclude	
  with	
   a	
  

framework	
  summarising	
  the	
  conditions	
  for	
  optimal	
  pension	
  design	
  that	
  can	
  be	
  taken	
  from	
  academic	
  

literature.	
  

	
  

2.2	
   Consumption	
  smoothing	
  and	
  the	
  life	
  cycle	
  model	
  
	
  

Why	
  do	
  people	
  save	
  for	
  retirement?	
  What	
  level	
  of	
  saving	
  is	
  optimal	
  for	
  an	
  individual	
  and	
  how	
  should	
  

these	
  savings	
  ideally	
  be	
  invested?	
  	
  

	
  

Standard	
  consumption	
  theory	
  
 
In	
  economic	
  theory,	
  the	
  rationale	
  for	
  saving	
  for	
  retirement	
  can	
  be	
  modelled	
  in	
  what	
  we	
  will	
  call	
  here	
  

the	
  standard	
  consumption	
  model7.	
  As	
  the	
  name	
  suggests,	
  this	
  model	
  describes	
  consumption	
  rather	
  

than	
  savings;	
  however,	
  savings	
  can	
  be	
  derived	
   from	
  this	
  model	
  by	
  taking	
  the	
  residual	
   from	
   income	
  

and	
  consumption.	
  	
  

	
  

The	
  standard	
  consumption	
  model	
  assumes	
  that	
  individuals	
  are	
  rational	
  and	
  forward-­‐looking:	
  they	
  act	
  

in	
  such	
  a	
  way	
  that	
  they	
  optimise	
  their	
  utility,	
  typically	
  determined	
  on	
  the	
  basis	
  of	
  their	
  consumption	
  

or	
  expenditure,	
  over	
  the	
  course	
  of	
  their	
  lifetime.	
  The	
  model	
  predicts	
  that	
  when	
  people	
  optimise	
  their	
  

personal	
  utility	
  function	
  subject	
  to	
  their	
  lifetime	
  budget	
  constraint	
  (that	
  is,	
  their	
  lifetime	
  income	
  and	
  

wealth),	
   they	
   will	
   ensure	
   that	
   the	
   marginal	
   utility	
   of	
   their	
   consumption	
   will	
   remain	
   constant	
   over	
  

time.	
  Typically,	
  this	
  implies	
  that	
  people	
  can	
  reach	
  a	
  higher	
  level	
  of	
  lifetime	
  utility	
  when	
  they	
  ‘smooth’	
  

their	
  consumption	
  pattern	
  over	
  time,	
  saving	
  part	
  of	
  their	
  labour	
  income	
  when	
  young	
  in	
  order	
  to	
  be	
  

able	
  to	
  use	
  it	
  for	
  consumption	
  when	
  old.	
  	
  

	
  

In	
   its	
   most	
   simple	
   form	
   –	
   that	
   is,	
   without	
   initial	
   wealth	
   or	
   bequest	
   motive,	
   and	
   with	
   a	
   constantly	
  

rising	
  income	
  profile	
  during	
  working	
  life	
  that	
  drops	
  to	
  zero	
  from	
  the	
  age	
  of	
  retirement	
  –	
  the	
  model	
  

predicts	
   that	
   consumption	
   is	
   constant	
   when	
   smoothed	
   maximally	
   throughout	
   the	
   individual’s	
  

lifetime.	
   Consequently,	
  wealth	
   as	
   a	
   result	
   of	
   savings	
   from	
   labour	
   income	
   is	
   accumulated	
   from	
   the	
  

start	
  of	
  the	
  individual’s	
  working	
  life,	
  reaching	
  a	
  peak	
  when	
  the	
  individual	
  retires.	
  From	
  this	
  moment	
  

onwards,	
  the	
  accumulated	
  wealth	
  is	
  depleted	
  at	
  such	
  a	
  rate	
  that	
  it	
  is	
  exhausted	
  when	
  the	
  individual	
  

dies	
  (as	
  illustrated	
  in	
  Figure	
  2.38).	
  	
  

                                                
7	
  Using	
  the	
  terminology	
  of	
  Browning	
  and	
  Lusardi	
  (1996).	
  The	
  model	
   is	
  also	
  referred	
  to	
  as	
  the	
  ‘life	
  cycle	
  hypothesis’,	
  eg	
   in	
  
Börsch-­‐Supan	
  and	
  Stahl	
   (1991),	
  not	
   to	
  be	
  confused	
  with	
   the	
   ‘life	
   cycle	
  model’	
   for	
   investing	
   retirement	
   savings	
  during	
  an	
  
individual’s	
  lifetime,	
  as	
  described	
  later	
  in	
  this	
  section.	
  
8	
  Adapted	
  from	
  Bovenberg	
  et	
  al	
  (2007)	
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The	
  exact	
  level	
  of	
  savings	
  that	
  are	
  optimal	
  for	
  a	
  certain	
  individual	
  in	
  real	
  life	
  will	
  depend	
  on	
  his	
  or	
  her	
  

personal	
   characteristics	
   and	
   circumstances	
   such	
   as	
   income	
   pattern,	
   initial	
   wealth	
   and	
   bequest	
  

motive;	
  and	
   the	
   individual’s	
  preferences,	
   such	
  as	
  his	
  or	
  her	
   rate	
  of	
   time	
  preference	
   (a	
  high	
   rate	
  of	
  

time	
  preference	
  indicating	
  that	
  the	
  individual	
  values	
  consumption	
  today	
  more	
  than	
  consumption	
  in	
  

the	
   future)	
   and	
   rate	
   of	
   risk	
   aversion	
   (a	
   positive	
   rate	
   of	
   risk	
   aversion	
   indicating	
   that	
   the	
   individual	
  

prefers	
  a	
  stable	
  consumption	
  pattern	
  over	
  time).	
  	
  

	
  

Needless	
   to	
   say,	
   determining	
   one’s	
   optimal	
   level	
   of	
   saving	
   is	
   a	
   complex	
   task	
   –	
   even	
   for	
   the	
   most	
  

rational	
   individual.	
   When	
   we	
   furthermore	
   take	
   into	
   account	
   that	
   most	
   individuals	
   prove	
   to	
   be	
   far	
  

from	
   rational	
   but	
   are	
   subject	
   to	
   behavioural	
   bias	
   (as	
   we	
   will	
   discuss	
   in	
   section	
   2.8),	
   it	
   should	
   not	
  

come	
  as	
  a	
  surprise	
  that	
  many	
  people	
  do	
  not	
  save	
  enough	
  for	
  retirement.	
  Therefore,	
  pension	
  schemes	
  

as	
   vehicles	
   to	
   enable	
   saving	
   and	
   generate	
   an	
   income	
   stream	
   in	
   retirement	
   –	
   thus	
   facilitating	
  

consumption	
  smoothing	
  –	
  can	
  be	
  expected	
  to	
  be	
  welfare	
  enhancing	
  for	
   its	
  participants.	
  An	
  optimal	
  

design	
   should	
   therefore	
   include	
   a	
   strong	
   incentive	
   (or	
   compulsion)	
   to	
   participate	
   with	
   adequate	
  

contribution	
   levels,	
   even	
   though	
   such	
   savings	
   rate	
   may	
   not	
   be	
   the	
   optimal	
   one	
   for	
   every	
   single	
  

scheme	
  member9.	
  

	
  

Life	
  cycle	
  model	
  
 
As	
  we	
  have	
   seen	
  above,	
   saving	
   for	
   retirement	
   in	
   its	
  most	
   simple	
   form	
   takes	
  place	
  by	
   setting	
  aside	
  

part	
   of	
   your	
   labour	
   income	
   and	
   investing	
   these	
   savings,	
   in	
   order	
   to	
   generate	
   an	
   additional	
  

                                                
9	
  Which	
  is,	
  for	
  instance,	
  the	
  case	
  when	
  a	
  pension	
  scheme	
  uses	
  uniform	
  contribution	
  rates	
  for	
  all	
  participants.	
  

Figure	
  2.3:	
  
Wealth	
  and	
  consumption	
  over	
  
the	
  life	
  cycle	
  
	
  
In	
   this	
   simple	
   example	
   we	
   assume	
  
that	
   the	
   individual	
   starts	
   working	
   at	
  
25,	
   retires	
   at	
   65	
   and	
   dies	
   at	
   85.	
  
Annual	
   labour	
   income	
   is	
   constant	
  
over	
   the	
   life	
   cycle	
  and	
  normalised	
   at	
  
1.	
   Both	
   the	
   interest	
   rate	
   and	
   the	
  
individual’s	
   rate	
   of	
   time	
   preference	
  
are	
  assumed	
  to	
  be	
  0.	
  	
  
When	
   optimal	
   consumption	
  
smoothing	
  takes	
  place,	
  the	
  individual	
  
saves	
   every	
   year	
   ⅓	
   of	
   his	
   or	
   her	
  
labour	
  income,	
  which	
  accumulates	
  to	
  
a	
   total	
   financial	
   wealth	
   of	
   13⅓	
   at	
  
retirement.	
   The	
   resulting	
  
consumption	
   level	
   over	
   the	
   life	
   cycle	
  
is	
  therefore	
  constant	
  at	
  ⅔.	
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investment	
   return.	
   In	
   the	
   presence	
   of	
   a	
   positive	
   real	
   return	
   on	
   these	
   savings,	
   the	
   proportion	
   of	
  

income	
  saved	
  when	
  young	
  will	
  therefore	
  buy	
  relatively	
  more	
  consumption	
  when	
  old.	
  It	
  follows	
  that	
  

the	
  higher	
  the	
  real	
  return	
  is	
  that	
  can	
  be	
  generated	
  on	
  these	
  investments,	
  the	
  lower	
  the	
  savings	
  are	
  

that	
  need	
  to	
  be	
  made	
  when	
  young	
  to	
  realise	
  a	
  certain	
  level	
  of	
  consumption	
  in	
  retirement.	
  In	
  efficient	
  

markets,	
  higher	
  returns	
  correspond	
  with	
  a	
  higher	
  level	
  of	
  risk,	
  expressed	
  in	
  the	
  volatility	
  of	
  an	
  asset’s	
  

expected	
  return.	
  

	
  

When	
  an	
   individual	
  decides	
  on	
  how	
  to	
   invest	
  his	
  or	
  her	
  retirement	
  savings,	
  he	
  or	
  she	
  again	
  faces	
  a	
  

difficult	
   choice	
   from	
  many	
  available	
   investment	
  options.	
   In	
   its	
  most	
   simple	
   form,	
  an	
   individual	
   can	
  

choose	
  from	
  a	
  risk-­‐free	
  and	
  a	
  risky	
  asset.	
  The	
  optimal	
  mix	
  of	
  these	
  two	
  assets	
  for	
  that	
  individual	
  can	
  

be	
  determined	
  on	
  the	
  basis	
  of,	
  again,	
  the	
  individual’s	
  preferences	
  (in	
  particular,	
  his	
  or	
  her	
  rate	
  of	
  risk	
  

aversion)	
   and	
   the	
   risk	
   premium	
  of	
   the	
   risky	
   asset:	
   the	
   reward	
   for	
   taking	
   risk,	
   as	
   expressed	
   by,	
   for	
  

instance,	
   the	
  Sharpe	
   ratio10.	
   It	
   follows	
   that	
   the	
  optimal	
   share	
  of	
   an	
   individual’s	
  wealth	
   in	
   the	
   risky	
  

asset	
   increases	
   when	
   the	
   individual’s	
   rate	
   of	
   risk	
   aversion	
   is	
   lower	
   and	
   when	
   the	
   risk	
   premium	
   is	
  

higher.	
  The	
  individual	
  does	
  not	
  have	
  just	
  one	
  shot	
  to	
  determine	
  the	
  optimal	
  portfolio:	
  in	
  practice,	
  the	
  

investment	
   allocation	
   can	
   be	
   adjusted	
   whenever	
   the	
   individual	
   wishes,	
   for	
   instance	
   when	
   new	
  

information	
  is	
  available	
  that	
  may	
  change	
  expected	
  stock	
  returns.	
  In	
  addition,	
  there	
  is	
  evidence	
  that	
  a	
  

certain	
   level	
   of	
   predictability	
   exists	
   in	
   stock	
   returns,	
   which	
   should	
   be	
   taken	
   into	
   account	
   when	
  

making	
   investment	
   decisions	
   today.	
   As	
   a	
   result,	
   the	
   fully	
   rational	
   (ie.,	
   utility-­‐optimising)	
   individual	
  

with	
   full	
   information	
   will	
   optimally	
   allocate	
   his	
   or	
   her	
   savings	
   in	
   such	
   a	
   way	
   that	
   it	
   reflects	
   the	
  

optimal	
   risk-­‐return	
  profile	
   for	
   the	
   individual,	
  as	
  well	
  as	
   the	
  anticipated	
  changes	
   in	
  asset	
   returns.	
   In	
  

other	
  words,	
  the	
  individual	
  will	
  apply	
  a	
  strategic	
  asset	
  allocation,	
  which	
  is	
  composed	
  of	
  a	
  short-­‐term,	
  

or	
   ‘myopic’,	
   allocation	
   based	
   on	
   expected	
   returns	
   and	
   risks,	
   and	
   a	
   hedging	
   allocation,	
   reflecting	
  

expected	
  changes	
  in	
  the	
  value	
  of	
  the	
  investment	
  portfolio	
  due	
  to	
  external	
  factors;	
  both	
  weighed	
  by	
  

the	
  individual’s	
  rate	
  of	
  risk	
  aversion11.	
  It	
  should	
  be	
  noted	
  that,	
  according	
  to	
  finance	
  theory,	
  the	
  only	
  

factor	
  that	
  distinguishes	
  one	
   individual’s	
  optimal	
  asset	
  allocation	
  from	
  another’s	
  that	
  has	
  the	
  same	
  

investment	
  options	
  available,	
  is	
  therefore	
  the	
  person’s	
  risk	
  aversion.	
  	
  

	
  

There	
   is	
   however	
   another	
   factor	
   to	
   take	
   into	
   account	
   when	
   determining	
   the	
   individual’s	
   optimal	
  

asset	
  allocation:	
  the	
  level	
  of	
  an	
  individual’s	
  financial	
  wealth	
  –	
  the	
  actual	
  savings	
  and	
  other	
  assets	
  this	
  

person	
  has	
   accumulated	
  –	
   and	
  his	
   or	
   her	
  human	
  wealth.	
   The	
   latter	
   is	
   the	
  discounted	
   value	
  of	
   the	
  

individual’s	
   future	
   wage	
   income	
   and	
   can	
   therefore	
   be	
   expected	
   to	
   be	
   highest	
   at	
   the	
   start	
   of	
   a	
  

                                                
10	
   The	
   Sharpe	
   ratio	
   is	
   the	
   expected	
   excess	
   return	
   (ie.,	
   the	
   expected	
   return	
   of	
   the	
   risky	
   asset	
   over	
   the	
   risk-­‐free	
   return)	
  
divided	
  by	
  the	
  standard	
  deviation	
  of	
  the	
  excess	
  return.	
  See	
  for	
  example	
  Bovenberg	
  et	
  al	
  (2007).	
  
11	
  A	
   full	
  description	
  and	
  derivation	
  of	
  optimal	
   investment	
  portfolios	
  under	
   strategic	
  asset	
  allocation	
  can	
  be	
   found	
   in,	
   for	
  
instance,	
  Campbell	
  and	
  Viceira	
  (2002)	
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person’s	
  working	
  life.	
  This	
  is	
  typically	
  a	
  moment	
  when	
  the	
  individual’s	
  financial	
  wealth	
  is	
  still	
   low	
  in	
  

the	
   absence	
   of	
   having	
   had	
   the	
   opportunity	
   to	
   save	
   from	
   labour	
   income.	
   If	
   the	
   individual	
   has	
  

determined	
  the	
  optimal	
  proportion	
  of	
  his	
  or	
  her	
  total	
  wealth	
  to	
  be	
  invested	
  in	
  the	
  risky	
  asset,	
  it	
  may	
  

therefore	
  be	
  optimal	
  for	
  the	
  individual	
  to	
  actually	
  invest	
  more	
  than	
  the	
  available	
  financial	
  wealth	
  in	
  

the	
  risky	
  asset	
  early	
  in	
  his	
  or	
  her	
  working	
  life:	
  the	
  individual	
  may	
  wish	
  to	
  borrow	
  money	
  against	
  his	
  or	
  

her	
  (future)	
  labour	
  income	
  in	
  order	
  to	
  increase	
  the	
  exposure	
  to	
  the	
  risky	
  asset.	
  The	
  extent	
  to	
  which	
  

this	
  is	
  optimal	
  and,	
  indeed,	
  possible,	
  depends	
  also	
  on	
  the	
  riskiness	
  of	
  the	
  individual’s	
  human	
  capital	
  

(including	
  whether	
   the	
   value	
  of	
  his	
   or	
   her	
  human	
   capital	
   is	
   correlated	
  with	
   the	
  market	
   returns	
  on	
  

risky	
  assets12)	
  as	
  well	
  as	
  whether	
   it	
   is	
   feasible	
   for	
  an	
   individual	
  with	
   little	
  or	
  no	
   financial	
  wealth	
   to	
  

borrow	
   money.	
   In	
   this	
   case,	
   a	
   collective	
   scheme	
   can	
   enable	
   that	
   young	
   members	
   increase	
   their	
  

exposure	
   to	
   the	
   capital	
   markets,	
   which	
   they	
   would	
   be	
   unable	
   to	
   do	
   on	
   their	
   own.	
   The	
   pension	
  

scheme	
  can	
  therefore	
  take	
  away	
  borrowing	
  restrictions	
  for	
  young	
  participants13.	
  

	
  

The	
   general	
   theory	
   that	
   follows	
   from	
   the	
   above	
   is	
   commonly	
   known	
   as	
   the	
   life	
   cycle	
   model.	
   It	
  

typically	
  predicts	
  that	
  people	
  invest	
  a	
  high	
  proportion	
  of	
  their	
  financial	
  wealth	
  in	
  the	
  risky	
  asset	
  early	
  

in	
   life,	
  while	
   decreasing	
   this	
   proportion	
  when	
   time	
  progresses	
   and	
  people	
   build	
   up	
  more	
   financial	
  

relative	
   to	
   human	
   wealth,	
   although	
   the	
   results	
   may	
   be	
   different	
   when	
   the	
   risk	
   profile	
   of	
   the	
  

individual’s	
   human	
   capital	
   is	
   higher14.	
   What	
   distinguishes	
   one	
   rational	
   individual’s	
   asset	
   allocation	
  

from	
  another’s	
  is	
  therefore,	
  in	
  addition	
  to	
  the	
  individual’s	
  risk	
  aversion	
  identified	
  before,	
  the	
  level	
  of	
  

the	
  individual’s	
  financial	
  relative	
  to	
  human	
  wealth	
  in	
  combination	
  with	
  the	
  risk	
  profile	
  of	
  this	
  human	
  

wealth.	
  	
  

	
  

It	
  follows	
  that	
  it	
  is	
  optimal	
  for	
  a	
  pension	
  system	
  to	
  stimulate	
  that	
  retirement	
  savings	
  are	
  invested	
  in	
  

line	
  with	
  the	
   life	
  cycle	
  model.	
  Whereas	
  an	
   individual	
  pension	
  system	
  allows	
   for	
  matching	
  the	
  asset	
  

mix	
   better	
   with	
   individual	
   preferences	
   and	
   circumstances,	
   a	
   collective	
   system	
   enables	
   that	
   young	
  

participants	
  overcome	
  their	
  borrowing	
  restrictions.	
  

	
  

2.3	
   Pay-­‐as-­‐you-­‐go	
  versus	
  funded	
  pension	
  systems	
  
	
  

A	
   relevant	
   design	
   feature	
   in	
   any	
   (public)	
   pension	
   system	
   is	
   the	
  way	
   the	
   system	
   is	
   financed:	
   is	
   the	
  

system	
   (pre-­‐)funded	
   or	
   ‘pay-­‐as-­‐you-­‐go’	
   (‘PAYG’)?	
   In	
   the	
   former	
   system,	
   active	
   members	
   of	
   the	
  

pension	
   system	
   pay	
   contributions,	
   which	
   are	
   invested	
   in	
   a	
   pool	
   of	
   assets.	
   When	
   retired,	
   these	
  

                                                
12	
   Should	
   this	
   be	
   the	
   case	
   (ie.,	
   should	
   human	
   capital	
   be	
   highly	
   correlated	
  with	
   investment	
   returns)	
   then	
   a	
   low	
   (or	
   even	
  
negative)	
  proportion	
  of	
  financial	
  wealth	
  invested	
  in	
  the	
  risky	
  asset	
  may	
  be	
  optimal	
  when	
  young.	
  See	
  Benzoni	
  et	
  al	
  (2007).	
  
13	
  See	
  Bovenberg	
  et	
  al	
  (2007)	
  
14	
  See	
  for	
  example	
  Bodie	
  et	
  al	
  (1992) 
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members	
   receive	
   pension	
   benefits	
   from	
   the	
   scheme,	
   which	
   are	
   paid	
   from	
   a	
   combination	
   of	
   the	
  

contributions	
  paid	
  in	
  the	
  past,	
  and	
  the	
  investment	
  results	
  realised	
  on	
  these	
  contributions.	
  	
  

A	
   PAYG	
   system,	
   on	
   the	
   other	
   hand,	
   finances	
   any	
   benefits	
   paid	
   today	
   from	
   contributions	
   received	
  

today.	
  In	
  other	
  words,	
  active	
  members	
  pay	
  for	
  the	
  benefits	
  of	
  the	
  current	
  generation	
  of	
  pensioners,	
  

and	
  these	
  active	
  members	
  expect	
  that,	
  once	
  retired,	
  their	
  own	
  pension	
  benefits	
  will	
  be	
  paid	
  for	
  by	
  

the,	
   then,	
   active	
   members	
   of	
   the	
   scheme.	
   A	
   PAYG	
   system	
   therefore	
   implicitly	
   applies	
  

intergenerational	
   redistribution	
  of	
  wealth	
  and	
   risks.	
   Since	
  a	
  prerequisite	
   for	
   a	
  PAYG	
   system	
   is	
   that	
  

there	
  is	
  a	
  central	
  authority	
  that	
  has	
  (legislative)	
  power	
  to	
  redistribute	
  contributions	
  from	
  one	
  group	
  

of	
   members	
   to	
   another,	
   the	
   possibility	
   to	
   organise	
   a	
   pension	
   scheme	
   on	
   a	
   PAYG	
   basis	
   is	
   typically	
  

restricted	
  to	
  the	
  public	
  sector:	
  to	
  the	
  state	
  pension	
  and	
  public	
  sector	
  pension	
  plans.	
  

	
  

Since	
   the	
   literature	
   comparing	
   PAYG	
   and	
   funded	
   pension	
   systems	
   is	
   extensive15,	
   in	
   this	
   thesis	
   the	
  

discussion	
  will	
  focus	
  on	
  the	
  level	
  of	
  certainty	
  of	
  the	
  benefits	
  in	
  a	
  PAYG	
  and	
  a	
  funded	
  system.	
  

	
  

Does	
   a	
   funded	
   system	
   imply	
   a	
   higher	
   level	
   of	
   certainty	
   than	
   a	
   PAYG	
   system?	
   Intuitively	
   that	
   may	
  

seem	
   a	
   valid	
   notion	
   –	
   after	
   all,	
   in	
   a	
   funded	
   system,	
   there	
   is	
   a	
   tangible	
   asset	
   pool	
   available	
   as	
  

‘collateral’	
  for	
  future	
  benefits	
  payable.	
  Assuming	
  that	
  funded	
  pension	
  assets	
  are	
  completely	
  secure16,	
  

it	
  would	
  follow	
  that	
  a	
  funded	
  system	
  offers	
  a	
  higher	
  degree	
  of	
  certainty	
  of	
  future	
  benefits	
  to	
  scheme	
  

members17.	
  Put	
  differently,	
  whereas	
  a	
  (fully)	
  funded	
  system	
  is,	
  in	
  principle,	
  self-­‐sufficient	
  in	
  terms	
  of	
  

meeting	
   its	
  obligations	
   to	
   its	
  members,	
  an	
  unfunded	
  public	
  pension	
  system	
  (which,	
   for	
   the	
  sake	
  of	
  

this	
   discussion,	
   can	
   be	
   either	
   a	
   PAYG	
   system	
   or	
   an	
   underfunded	
   funded	
   system)	
   represents	
   an	
  

implicit	
   debt	
   to	
   current	
   and	
   future	
   generations	
   of	
   taxpayers.	
   The	
   size	
   of	
   this	
   implicit	
   debt	
   can	
   be	
  

defined	
  as	
  the	
  present	
  value	
  of	
  all	
  plan	
  members’	
  future	
  benefits	
  that	
  are	
  not	
  covered	
  by	
  funding18.	
  

Effectively,	
   this	
   implicit	
  debt	
   therefore	
   represents	
  a	
   ‘loan’	
   from	
  current	
  workers	
   to	
   the	
   taxpayer	
  at	
  

the	
  rate	
  of	
  return	
  of	
  the	
  pension	
  fund19.	
  What	
  makes	
  this	
  debt	
  ‘implicit’	
   is	
  the	
  fact	
  that	
  there	
   is	
  no	
  

legal	
  contract	
  nor	
  formal	
  terms	
  underlying	
  it,	
  therefore	
  making	
  it	
  vulnerable	
  to,	
  for	
  instance,	
  political	
  

instability:	
   each	
   year,	
   the	
   government	
   will	
   need	
   to	
   decide	
   whether	
   or	
   not	
   to	
   honour	
   the	
   pension	
  

scheme’s	
  obligations	
  out	
  of	
  that	
  year’s	
  budget.	
  From	
  this	
  perspective,	
  it	
  can	
  be	
  argued	
  that	
  a	
  PAYG	
  

system	
  is	
  more	
  vulnerable	
  to	
  political	
  risk	
  than	
  a	
  funded	
  system.	
  	
  

	
  

                                                
15	
  See,	
  for	
  instance,	
  Sinn	
  (2000),	
  Barr	
  (2002),	
  D’Arcy	
  et	
  al	
  (1999)	
  and	
  Bohn	
  (2011)	
  
16	
  Ie.,	
  cannot	
  be	
  expropriated,	
  for	
  instance	
  by	
  the	
  state.	
  Although	
  this	
  may	
  seem	
  a	
  trivial	
  point	
  under	
  normal	
  circumstances,	
  
the	
   current	
  economic	
   crisis	
  has	
   shown	
  some	
   instances	
  where	
   this	
   is	
  not	
  a	
  purely	
  academic	
  discussion.	
   For	
  example,	
   last	
  
year	
   the	
   Hungarian	
   state	
   ‘nationalised’	
   occupational	
   pension	
   fund	
   assets	
   for	
   the	
   purpose	
   of	
   reducing	
   public	
   debt	
  
(‘Hungarian	
  government	
  OKs	
  use	
  of	
  pension	
  fund	
  assets	
  to	
  cut	
  debt’,	
  IPE.com,	
  dd.	
  22	
  June	
  2011)	
  
17	
  See	
  also	
  Bohn	
  (2011)	
  
18	
  Ponds	
  et	
  al	
  (2012)	
  
19	
  Inman	
  (1982) 
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There	
  are	
  however	
  a	
  number	
  of	
  reasons	
  why	
  a	
  funded	
  system	
  may	
  not	
  necessarily	
  be	
  more	
  secure	
  

than	
  a	
  PAYG	
  system.	
  To	
  start	
  with	
  the	
  impact	
  of	
  political	
  (in)stability	
  on	
  the	
  pension	
  system,	
  it	
  should	
  

be	
  noted	
  that	
  also	
  funded	
  systems	
  can	
  suffer	
  from	
  ineffective	
  government	
  involvement,	
  for	
  instance	
  

through	
  government-­‐imposed	
  investment	
  restrictions	
  and	
  ineffective	
  market	
  regulation.	
  

	
  

A	
   funded	
   system	
   is	
   sometimes	
   considered	
   to	
   be	
   a	
   better	
   protection	
   against	
   the	
   effects	
   of	
  

demographic	
  changes,	
  such	
  as	
  population	
  ageing.	
  However,	
  it	
  can	
  be	
  argued	
  that	
  PAYG	
  and	
  funded	
  

systems	
  are	
  both	
  impacted	
  by	
  ageing,	
  though	
  through	
  different	
  mechanisms.	
  In	
  particular,	
  in	
  a	
  PAYG	
  

system,	
   an	
   increase	
   in	
   the	
   dependency	
   ratio20	
   will	
   directly	
   distort	
   the	
   balance	
   between	
   the	
  

contributions	
  payable	
  by	
  the	
  active	
  members	
  and	
  the	
  benefits	
  received	
  by	
  the	
  retired	
  members	
  of	
  a	
  

pension	
   scheme.	
   To	
   restore	
   the	
   balance,	
   contributions	
   can	
   be	
   increased,	
   benefits	
   lowered	
   or	
   the	
  

pension	
  age	
  raised	
  (or	
  a	
  combination	
  of	
  all	
  three).	
  	
  

In	
  a	
  funded	
  system,	
  the	
  impact	
  of	
  ageing	
   is	
  mostly	
  felt	
  through	
  the	
  effect	
  of	
  ageing	
  on	
  the	
  price	
  of	
  

future	
  output.	
  For	
   instance,	
  a	
  macroeconomic	
  effect	
  of	
  ageing	
  will	
  typically	
  be	
  that	
  output	
  declines	
  

(since	
   the	
   working	
   population	
   decreases	
   as	
   a	
   proportion	
   of	
   the	
   total	
   population)	
   however	
   that	
  

demand	
   for	
   goods	
   and	
   services	
   stays	
   the	
   same	
   as	
   a	
   result	
   of	
   the	
   large	
   population	
   of	
   pensioners.	
  

Consequently,	
  prices	
  of	
  those	
  goods	
  will	
  tend	
  to	
  go	
  up,	
  implying	
  that	
  the	
  same	
  pool	
  of	
  pension	
  assets	
  

buys	
  less	
  ‘output’	
  than	
  before21.	
  

	
  

A	
   final	
  complication	
  of	
  a	
   funded	
  system	
  that	
  we	
  will	
  discuss	
  here	
   is	
   that	
   the	
  system	
   is	
  subject	
   to	
  a	
  

number	
  of	
  additional	
  risks,	
  which	
  a	
  PAYG	
  system	
  does	
  not	
  have.	
  These	
  are	
  risks	
  that	
  are	
  implicit	
  to	
  

the	
   fact	
   that,	
   in	
  a	
   funded	
  system,	
  the	
  assets	
   that	
  are	
  gathered	
  need	
  to	
  be	
  managed,	
   invested	
  and,	
  

when	
  a	
  plan	
  member	
  reaches	
  retirement	
  age,	
  converted	
  into	
  an	
  annuity.	
  In	
  particular,	
  management	
  

risk	
  covers	
  the	
  damage	
  that	
  incompetent	
  or	
  even	
  fraudulent	
  managers	
  may	
  cause	
  to	
  the	
  value	
  of	
  the	
  

retirement	
  savings;	
  investment	
  risk	
  refers	
  to	
  the	
  market	
  risk	
  inherent	
  to	
  investing	
  assets;	
  and	
  annuity	
  

conversion	
  risk	
  to	
  the	
  effect	
  changes	
  in	
  the	
  interest	
  rate	
  or	
  other	
  externalities	
  may	
  have	
  on	
  the	
  value	
  

of	
   the	
   income	
   stream	
   that	
   can	
   be	
   purchased	
   with	
   a	
   certain	
   asset	
   pool	
   upon	
   the	
   member’s	
  

retirement.	
  A	
  related	
  issue	
  is	
  that	
  the	
  costs	
  of	
  running	
  a	
  funded	
  system	
  are	
  therefore	
  typically	
  higher	
  

than	
  of	
  a	
  PAYG	
  system.	
  Obviously,	
  a	
  PAYG	
  system	
  is	
  not	
  subject	
  to	
  the	
  risks	
  and	
  costs	
  of	
  managing	
  an	
  

asset	
  pool.	
  

	
  

We	
  conclude	
  that	
  PAYG	
  and	
  funded	
  system	
  are	
  different	
  mechanisms	
  for	
  organising	
  a	
  claim	
  on	
  future	
  

output	
   on	
   behalf	
   of	
   scheme	
   members,	
   which	
   both	
   have	
   their	
   merits	
   however	
   allocate	
   risks	
  

                                                
20	
  The	
  number	
  of	
  pensioners	
  as	
  percentage	
  of	
  the	
  number	
  of	
  people	
  in	
  the	
  working	
  population	
  
21	
  Barr	
  (2002) 
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differently.	
  A	
  sound	
  approach	
  is	
  therefore	
  to	
  combine	
  both	
  elements	
  of	
  PAYG	
  and	
  funded	
  systems	
  in	
  

a	
  multipillar	
  pension	
  system,	
  as	
  advocated	
  by	
  the	
  World	
  Bank22,	
  thereby	
  spreading	
  the	
  risks,	
  as	
  well	
  

as	
  the	
  merits,	
  of	
  both	
  systems	
  for	
  a	
  participant.	
  Such	
  a	
  multipillar	
  approach,	
  as	
   illustrated	
  in	
  Figure	
  

2.4,	
   typically	
   consists	
   of	
   a	
   state	
   pillar	
   financed	
   via	
   a	
   PAYG	
   system	
   that	
   has	
   as	
   one	
   of	
   its	
   main	
  

objectives	
   to	
  provide	
  poverty	
  relief	
   through	
   income	
  redistribution;	
  a	
  second	
  pillar	
  with	
  mandatory,	
  

funded	
  saving	
   in	
  workplace	
  pension	
  plans,	
   in	
  which	
   the	
  employer	
   contributes;	
  and	
  a	
   third	
  pillar	
  of	
  

additional,	
  individual	
  pension	
  saving.	
  

	
  

2.4	
   Decumulation	
  of	
  retirement	
  savings:	
  annuities	
  
	
  

As	
  we	
  have	
  seen	
  in	
  section	
  2.2,	
  consumption	
  smoothing	
  -­‐	
  to	
  save	
  during	
  one’s	
  working	
  life	
  and	
  use	
  

these	
  savings	
  for	
  expenditure	
  in	
  retirement	
  –	
  enhances	
  a	
  person’s	
  welfare.	
  The	
  great	
  unknown	
  when	
  

planning	
  how	
  much	
  to	
  save	
  is	
  however	
  how	
  long	
  you	
  will	
  live	
  and,	
  therefore,	
  how	
  long	
  your	
  savings	
  

should	
  last	
  in	
  retirement.	
  Assuming	
  that	
  an	
  individual’s	
  only	
  source	
  of	
  retirement	
  income	
  is	
  the	
  one	
  

built	
  up	
  via	
  the	
  pension	
  scheme,	
  and	
  the	
  individual	
  does	
  not	
  have	
  a	
  bequest	
  motive,	
  this	
   individual	
  

will	
  aim	
  at	
  depleting	
  his	
  or	
  her	
  savings	
  at	
  such	
  a	
  pace	
  that	
  they	
  are	
  exhausted	
  at	
  the	
  expected	
  age	
  of	
  

death.	
   Should	
   the	
   individual	
   die	
   before	
   this	
   time,	
   he	
   or	
   she	
   will	
   however	
   leave	
   an	
   unintentional	
  

bequest:	
   the	
   individual	
   could	
   have	
   enjoyed	
   higher	
   consumption	
   in	
   life.	
   If	
   he	
   or	
   she	
   has	
   the	
   good	
  

fortune	
  to	
   live	
   longer	
  than	
  expected,	
  the	
   implications	
  are	
  even	
  more	
  severe:	
  the	
   individual	
  will	
  not	
  

have	
   any	
  means	
   left	
   to	
   finance	
   the	
   rest	
   of	
   his	
   or	
   her	
   old	
   age.	
  When	
  planning	
   how	
   to	
   decumulate	
  

one’s	
  retirement	
  savings,	
  longevity	
  risk	
  therefore	
  needs	
  to	
  be	
  taken	
  into	
  account.	
  

	
  
                                                
22	
  World	
  Bank	
  (1994)	
  

Figure	
  2.4:	
  
	
  
A	
   multipillar	
   system	
   of	
   old	
  
age	
  retirement	
  income	
  
	
  
Adapted	
   from	
   World	
   Bank	
  
(1994)	
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There	
   is	
   a	
   simple	
   way	
   to	
   insure	
   against	
   the	
   risk	
   of	
   outliving	
   your	
   savings,	
   which	
   is	
   by	
   buying	
   an	
  

annuity.	
  An	
  annuity	
   is	
   a	
   guaranteed	
  annual	
   income	
  stream	
   for	
  as	
   long	
  as	
   the	
  holder	
  may	
   live.	
   The	
  

issuer	
  of	
  the	
  annuity	
  (either	
  a	
  pension	
  system	
  or	
  an	
  insurer)	
  is	
  able	
  to	
  offer	
  this	
  guarantee	
  by	
  pooling	
  

the	
  longevity	
  risk	
  of	
  a	
  number	
  of	
  individuals	
  -­‐	
  some	
  of	
  which	
  will	
  live	
  longer	
  than	
  the	
  pool’s	
  average	
  

life	
   expectancy,	
   and	
   some	
   of	
   which	
   will	
   live	
   shorter.	
   When	
   buying	
   an	
   individual	
   annuity	
   from	
   a	
  

(commercial	
   or	
   mutual)	
   provider,	
   the	
   generosity	
   of	
   the	
   annuity	
   typically	
   depends	
   on	
   the	
   target	
  

group’s	
  life	
  expectancy	
  (a	
  higher	
  life	
  expectancy	
  resulting	
  in	
  a	
  lower	
  income	
  stream)	
  and	
  the	
  interest	
  

rates	
   (lower	
   interest	
   rates	
   generating	
   a	
   lower	
   income	
   stream,	
   reflecting	
   the	
   decrease	
   in	
   expected	
  

returns	
   on	
   the	
   investment)	
   at	
   the	
   time	
   the	
   annuity	
   is	
   purchased.	
   Given	
   the	
   benefits	
   of	
   insuring	
  

against	
   longevity	
  risk,	
   it	
  may	
  have	
  been	
  optimal	
   for	
  the	
   individual	
   in	
  the	
  above	
  example	
  to	
  convert	
  

his	
  or	
  her	
  retirement	
  savings	
  into	
  an	
  annuity.	
  

	
  

More	
   generally,	
   there	
   is	
   evidence	
   that	
   annuitising	
   one’s	
   retirement	
   savings	
   –	
   at	
   least	
   in	
   part	
   –	
   is	
  

welfare-­‐enhancing	
   for	
   an	
   individual23.	
   Furthermore,	
   also	
   from	
   a	
   behavioural	
   perspective	
   there	
   are	
  

reasons	
  why	
  buying	
  an	
  annuity,	
  rather	
  than	
  simply	
  depleting	
  a	
  lump	
  sum,	
  is	
  optimal:	
  if	
  people	
  receive	
  

a	
   lump	
   sum,	
   they	
   may	
   be	
   tempted	
   to	
   spend	
   too	
   much	
   of	
   it	
   too	
   soon	
   and	
   risk	
   being	
   left	
   with	
  

insufficient	
   resources	
   later	
   in	
   retirement.	
   Many	
   (collective)	
   pension	
   schemes	
   therefore	
   offer	
   their	
  

members	
  automatic	
  annuitisation:	
   the	
  scheme	
  takes	
  care	
  of	
  paying	
   the	
  member,	
  upon	
  retirement,	
  

an	
  income	
  stream	
  for	
  as	
  long	
  as	
  he	
  or	
  she	
  lives.	
  

	
  

It	
  is	
  therefore	
  surprising	
  that,	
  when	
  people	
  are	
  given	
  the	
  choice,	
  observed	
  annuitisation	
  rates	
  are,	
  in	
  

fact,	
   low:	
  the	
  ‘annuity	
  puzzle’.	
  There	
  are	
  a	
  number	
  of	
  reasons	
  why	
  complete	
  annuitisation	
  may	
  not	
  

be	
   optimal	
   for	
   an	
   individual,	
   such	
   as	
   the	
   incompleteness	
   of	
   annuity	
   markets;	
   the	
   existence	
   of	
  

(mandatory)	
   annuities	
   in	
   first	
   or	
   second	
   pillar	
   pension	
   systems;	
   bequest	
   motives;	
   intra-­‐family	
   risk	
  

sharing;	
  actuarial	
  unfairness	
  in	
  annuities;	
  and	
  adverse	
  selection.	
  In	
  addition,	
  people	
  may	
  refrain	
  from	
  

buying	
  annuity	
  –	
  even	
  though	
   it	
  would	
  be	
  welfare	
  enhancing	
   for	
   them	
  -­‐,	
  as	
  a	
   result	
  of	
  behavioural	
  

motives	
  like	
  complexity	
  and	
  choice	
  overload	
  of	
  the	
  annuity	
  products	
  on	
  offer24.	
  	
  

	
  

In	
  order	
  to	
  protect	
  individuals	
  against	
  insufficient	
  annuitisation,	
  and	
  therefore	
  the	
  risk	
  of	
  ending	
  up	
  

with	
   too	
   little	
   financial	
   resources	
   later	
   in	
   life,	
   it	
   is	
   typically	
   optimal	
   for	
   a	
   pension	
   system	
   to	
   either	
  

require	
  or	
  stimulate	
  some	
  level	
  of	
  annuitisation	
  for	
   its	
  members.	
  Again,	
  a	
  multipillar	
  approach	
  may	
  

prove	
   a	
   useful	
   framework:	
   whereas	
   the	
   state	
   pension	
   and,	
   possibly,	
   the	
   occupational	
   pension	
  

provide	
   automatic	
   annuitisation	
   (and	
   therefore,	
   a	
   minimum	
   retirement	
   income	
   stream	
   with	
   a	
  

                                                
23	
  See	
  for	
  instance	
  Yaari	
  (1965)	
  and	
  Davidoff	
  et	
  al	
  (2005)	
  
24	
  An	
  overview	
  is	
  provided	
  in	
  Bütler	
  et	
  al	
  (2011) 
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reasonable	
  level	
  of	
  certainty),	
  individual	
  (retirement)	
  saving	
  could	
  be	
  used	
  as	
  a	
  buffer	
  that	
  can	
  either	
  

serve	
  as	
  additional	
  income	
  when	
  there	
  is	
  a	
  need	
  for	
  it,	
  or	
  for	
  building	
  up	
  a	
  bequest.	
  

	
  

2.5	
   Actuarial	
  fairness	
  	
  
	
  

Pension	
  systems	
  typically	
  incorporate	
  a	
  number	
  of	
  elements	
  that	
  are	
  not	
  actuarially	
  fair,	
  for	
  instance	
  

in	
   the	
  way	
   benefits	
   are	
   accrued	
   and	
   contribution	
   levels	
   are	
   determined.	
  Whereas	
   there	
  may	
   be	
   a	
  

variety	
  of	
   reasons	
   justifying	
   a	
   certain	
   level	
   of	
   unfairness	
   (indeed,	
   some	
   level	
   of	
   unfairness	
  may	
  be	
  

inevitable),	
  the	
  danger	
  of	
  an	
  actuarially	
  unfair	
  system	
  can	
  be	
  that	
  members	
  loose	
  their	
  motivation	
  to	
  

participate	
   in	
  the	
  system:	
   if	
  participants	
   in	
  a	
  certain	
  population	
  group	
  believe	
  they	
  are	
  consistently	
  

subsidising	
  other	
  participant	
  groups,	
  they	
  may	
  decide	
  to	
  vote	
  with	
  their	
   feet	
  and	
   leave.	
   In	
  addition	
  

(or	
  in	
  the	
  event	
  that	
  participation	
  in	
  a	
  pension	
  system	
  is	
  mandatory,	
  so	
  leaving	
  is	
  not	
  an	
  option),	
  an	
  

actuarially	
  unfair	
  system	
  may	
  (de)motivate	
  certain	
  behaviour	
  in	
  regards	
  to	
  employment	
  and	
  savings.	
  

	
  

How	
   does	
   this	
   work?	
   Perhaps	
   the	
   most	
   straightforward	
   example	
   is	
   that	
   of	
   a	
   means-­‐tested	
   (state)	
  

pension.	
   In	
   such	
   a	
   pension,	
   benefits	
   are	
   only	
   paid	
   to	
   those	
   people,	
   which	
   do	
   not	
   have	
   sufficient	
  

(other)	
  income	
  or	
  wealth:	
  it	
  is	
  therefore	
  only	
  available	
  for	
  those	
  that	
  are	
  really	
  in	
  need.	
  Benefits	
  paid	
  

therefore	
  do	
  not	
  have	
  any	
  link	
  with	
  contributions	
  paid	
  –	
  they	
  are	
  highly	
  actuarially	
  unfair.	
  Whereas	
  

means-­‐tested	
   benefits	
   are	
   an	
   effective	
  way	
   of	
   providing	
   poverty	
   relief,	
   an	
   implication	
   is	
   that	
   they	
  

provide	
   a	
   disincentive	
   to	
   save:	
   in	
   fact,	
   if	
   you	
   do	
   not	
   save,	
   you	
   are	
   more	
   likely	
   to	
   receive	
   these	
  

benefits.	
   Also,	
   as	
   reported	
   by	
   Bütler	
   et	
   al	
   (2011),	
   the	
   availability	
   of	
   a	
   means-­‐tested	
   benefit	
   can	
  

constitute	
  an	
  incentive	
  to	
  cash	
  our	
  pension	
  wealth	
  (and	
  therefore	
  running	
  the	
  risk	
  of	
  depleting	
  your	
  

wealth	
  too	
  soon)	
  instead	
  of	
  taking	
  an	
  annuity.	
  

	
  

More	
  subtle	
  forms	
  of	
  actuarial	
  unfairness	
  can	
  be	
  found	
  in	
  many	
  occupational	
  pension	
  schemes.	
  In	
  a	
  

completely	
   actuarially	
   fair	
   pension	
   scheme,	
   every	
   member	
   accrues	
   pension	
   benefits	
   in	
   line	
   with	
  

contributions	
  paid	
  plus	
  the	
  returns	
  these	
  will	
  have	
  realised	
  by	
  the	
  time	
  of	
  retirement.	
  For	
  instance,	
  

the	
  contributions	
  made	
  by	
  a	
  young	
  member	
  to	
  a	
  pension	
  scheme	
  have	
  a	
  longer	
  investment	
  horizon	
  

and	
  can	
  be	
  expected	
  to	
  have	
  accrued	
  to	
  a	
  larger	
  value	
  by	
  the	
  time	
  of	
  this	
  member’s	
  retirement	
  than	
  

the	
   same	
  contributions	
  made	
  by	
  a	
  member	
  of	
   the	
   scheme	
   that	
  will	
   retire	
   in	
  only	
  one	
  year’s	
   time.	
  

Nevertheless,	
   pension	
   schemes	
   typically	
   use	
  uniform	
  accrual	
   rates	
   as	
  well	
   as	
   uniform	
   contribution	
  

rates.	
  As	
  a	
  result,	
  and	
  as	
  shown	
  in	
  Figure	
  2.5,	
  in	
  such	
  a	
  system,	
  older	
  scheme	
  members	
  are	
  favoured:	
  

they	
  pay	
  relatively	
  too	
  little	
  contributions	
  for	
  the	
  benefits	
  they	
  accrue25.	
  As	
  a	
  result,	
  the	
  system	
  offers	
  

                                                
25	
  Boeijen	
  et	
  al	
  (2007)	
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an	
   incentive	
   to	
   older	
   workers	
   to	
   work	
   more	
   and	
   longer,	
   which	
   may	
   constitute	
   a	
   barrier	
   to	
   labour	
  

mobility.	
  

	
  
Similarly,	
  there	
  is	
  actuarial	
  unfairness	
  in	
  a	
  pension	
  scheme	
  that	
  uses	
  a	
  uniform	
  contribution	
  rate	
  for	
  

both	
  members	
   that	
  start	
  working	
  earlier	
   in	
   life	
  and	
  those	
  that	
  enter	
   late;	
   for	
   those	
  with	
  rising	
  and	
  

stable	
  earnings	
  patterns;	
  and	
  for	
  members	
  with	
  different	
  life	
  expectancies.	
  For	
  instance,	
  a	
  factor	
  of	
  

actuarial	
   unfairness	
   is	
   introduced	
  by	
   the	
   fact	
   that	
   contribution	
   and	
   accrual	
   rates	
   are	
   the	
   same	
   for	
  

men	
  and	
  women,	
  whereas	
  on	
  average	
  women	
  have	
  a	
  higher	
  life	
  expectancy	
  than	
  men.	
  Also,	
  people	
  

on	
   lower	
   earnings	
   and	
   with	
   less	
   years	
   of	
   education	
   tend	
   to	
   display	
   shorter	
   life	
   expectancies	
   than	
  

people	
  with	
   higher	
   earnings	
   and	
   years	
   of	
   education.	
   The	
  way	
   pension	
   benefits	
   are	
   calculated	
   in	
   a	
  

pension	
  system	
  can	
   further	
   increase	
   the	
  actuarial	
  unfairness:	
  a	
   final	
   salary	
  pension	
  system	
   favours	
  

people	
   with	
   rising	
   earnings	
   patterns	
   throughout	
   their	
   careers	
   even	
   more	
   than	
   a	
   career-­‐average	
  

system	
  would.	
  

	
  

Effectively,	
   it	
   can	
   therefore	
   be	
   said	
   that	
   in	
   a	
   collective	
   pension	
   scheme	
   with	
   uniform	
   accrual	
   and	
  

contribution	
   rates,	
   the	
  average	
  male,	
   low	
  and	
   stable	
   income	
  worker	
   that	
  has	
   started	
  working	
  at	
   a	
  

young	
  age	
  and	
  stops	
  working	
  early	
   subsidises	
   the	
  average	
  high	
  earning	
   female	
  employee,	
   that	
  has	
  

entered	
  the	
  workforce	
  relatively	
  late	
  and	
  continues	
  working	
  past	
  retirement	
  age,	
  and	
  that	
  had	
  steep	
  

increases	
  in	
  earnings	
  later	
  in	
  her	
  career.	
  	
  

	
  

Is	
  actuarial	
  unfairness	
  necessarily	
  a	
  bad	
  thing?	
  Obviously,	
  this	
  depends	
  on	
  the	
  behaviour	
  the	
  pension	
  

system	
  intends	
  to	
  stimulate	
  or	
  not.	
  A	
  case	
  in	
  point	
  is	
  how	
  benefits	
  are	
  adjusted	
  when	
  people	
  choose	
  

to	
   retire	
   earlier	
   or	
   later	
   than	
   the	
  normal	
  pension	
  age.	
  Research	
   suggests	
   that	
   an	
   actuarially	
   unfair	
  

Figure	
  2.5:	
  	
  
	
  
Actuarial	
   unfairness	
   through	
   uniform	
  
contributions:	
   Uniform	
   contributions	
  
versus	
   the	
   actuarially	
   required	
  
contribution	
  rate	
  
	
  
Adapted	
  from	
  Boeijen	
  et	
  al	
  (2007)	
  



24	
   REDESIGNING	
  UK	
  WORKPLACE	
  PENSIONS	
  	
  	
  	
  
 

treatment	
  may	
  make	
  deferring	
  benefits	
  unattractive26.	
   In	
  anticipation	
  of	
   increasing	
  pension	
  ages,	
   it	
  

may	
  however	
  be	
  pertinent	
   to	
   stimulate	
   that	
  people	
   already	
  postpone	
   their	
   retirement	
   voluntarily,	
  

therefore	
  justifying	
  a	
  highly	
  actuarially	
  favourable	
  treatment	
  of	
  adjusting	
  benefits.	
  	
  

Also,	
   some	
   systems	
   are	
   inherently	
   more	
   fair	
   than	
   others:	
   a	
   completely	
   individual	
   DC	
   system,	
   you	
  

could	
   argue,	
   does	
   not	
   provide	
   for	
   any	
   cross-­‐subsidisation	
   among	
   participations	
   and	
   is	
   therefore	
  

completely	
  actuarially	
  fair.	
  In	
  a	
  DB	
  system,	
  which	
  is	
  typically	
  a	
  collective	
  system	
  with	
  a	
  high	
  degree	
  of	
  

cross-­‐subsidisation,	
  it	
  is	
  impracticable	
  to	
  have	
  complete	
  actuarial	
  fairness.	
  	
  

	
  

It	
  can	
  therefore	
  be	
  argued	
  that	
  actuarial	
   fairness	
  should	
  be	
  applied	
  where	
  practicable	
  to	
  avoid	
  any	
  

major,	
  unintentional	
  distortions	
  to	
  labour	
  and	
  savings	
  patterns,	
  as	
  would	
  happen,	
  for	
  instance,	
  when	
  

means-­‐tested	
  benefits	
   exist.	
   In	
   this	
   light,	
   a	
   career-­‐average	
   system	
   is	
   clearly	
   preferable	
  over	
   a	
   final	
  

salary	
   pension	
   system.	
   However,	
   a	
   completely	
   actuarially	
   fair	
   system	
   is	
   both	
   infeasible	
   and	
  

undesirable,	
  for	
  instance	
  where	
  it	
  would	
  imply	
  introducing	
  unequal	
  treatment	
  of	
  men	
  and	
  women.	
  	
  

	
  

2.6	
   Completeness	
  of	
  pension	
  contracts	
  and	
  governance	
  
	
  

In	
  designing	
  a	
  pension	
   scheme,	
   an	
   important	
   choice	
   that	
  needs	
   to	
  be	
  made	
   is	
  with	
   respect	
   to	
   the	
  

completeness	
  of	
  the	
  pension	
  contract	
  between	
  the	
  member	
  and	
  the	
  scheme.	
  In	
  a	
  complete	
  contract,	
  

all	
  possible	
   future	
  contingencies	
   (that	
   is,	
   all	
  possible	
  outcomes	
   in	
  different	
   states)	
  are	
   specified.	
   In	
  

such	
  a	
  contract,	
  there	
  is	
  little	
  role	
  for	
  a	
  governance	
  structure,	
  since	
  there	
  will	
  not	
  be	
  any	
  (‘residual’)	
  

decisions	
  left	
  to	
  take.	
  

	
  

Whereas	
  it	
  would	
  be	
  easy	
  to	
  design	
  such	
  a	
  complete	
  contract	
  –	
  just	
  imagine	
  an	
  individual	
  DC	
  pension	
  

product	
  –	
  in	
  real	
  life	
  many	
  pension	
  plans	
  are,	
  at	
  least	
  to	
  some	
  extent,	
  collective	
  and	
  apply	
  some	
  level	
  

of	
   risk	
   sharing.	
   A	
   complete	
   contract	
   for	
   a	
   collective	
   pension	
   would	
   consequently	
   need	
   to	
   be	
   very	
  

comprehensive	
  and	
  would	
  be	
  prohibitively	
  expensive:	
  there	
  will	
  be	
  a	
  very	
  large	
  number	
  of	
  possible	
  

states,	
  which	
  would	
  all	
  need	
  to	
  be	
  accounted	
  for.	
  As	
  a	
  result,	
  collective	
  pension	
  contracts	
  are	
  usually	
  

incomplete.	
  An	
  incomplete	
  contract	
  implies	
  that	
  (part	
  of)	
  the	
  contract	
  may	
  need	
  to	
  be	
  renegotiated	
  

when	
  a	
  certain	
  unspecified	
  contingency	
  occurs,	
  or	
   legal	
  disputes	
  may	
  need	
   to	
  be	
   fought	
  when	
   the	
  

initial	
  contract	
  turns	
  out	
  to	
  be	
  ambiguous.	
  Logically,	
  governance	
  does	
  have	
  an	
  important	
  role	
  when	
  

contracts	
  are	
  incomplete,	
  as	
  a	
  mechanism	
  to	
  allocate	
  residual	
  rights	
  of	
  control27.	
  	
  

	
  

                                                
26	
  See	
  Sanders	
  et	
  al	
  (2010)	
  
27	
  See	
  for	
  instance	
  Hart	
  (1995)	
  and	
  Hart	
  and	
  Moore	
  (1998)	
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In	
   the	
   context	
   of	
   completeness	
  of	
   pension	
   schemes,	
   a	
   highly	
   relevant	
   issue	
   is	
  who	
   is	
   the	
   ‘residual	
  

claimant’	
  of	
  the	
  pension	
  scheme:	
  who	
  is	
  the	
  scheme’s	
  ultimate	
  risk-­‐bearer.	
  As	
  we	
  have	
  seen	
  before,	
  

the	
  extremes	
  are	
  a	
  scheme	
  where	
  the	
  employer	
  is	
  the	
  sole	
  residual	
  claimant	
  –	
  in	
  other	
  words,	
  a	
  pure	
  

DB	
  scheme	
  –	
  and	
  one	
  where	
  the	
  member	
  bears	
   the	
  risk	
  –	
  a	
  pure	
  DC	
  scheme.	
  Although	
   in	
  practice	
  

many	
  hybrid	
  forms	
  can	
  be	
  distinguished,	
   for	
  the	
  sake	
  of	
  the	
  present	
  discussion	
  DB	
  and	
  DC	
  systems	
  

are	
  assumed	
  to	
  have	
  only	
  one	
  residual	
  claimant.	
  

	
  

Besley	
  and	
  Prat	
  (2003)	
  applied	
  the	
  theory	
  of	
  (in)complete	
  contracts	
  to	
  pension	
  fund	
  governance	
  and	
  

demonstrated	
   that,	
  with	
   complete	
   contracting	
   (ie.,	
  where	
   the	
   scheme’s	
   sponsor	
  and	
   the	
  members	
  

can	
  sign	
  binding	
  agreements	
  on	
  all	
  aspects	
  of	
   the	
  pension	
  plan),	
  and	
  risk-­‐neutral	
  beneficiaries,	
   the	
  

governance	
  structure	
  is	
  irrelevant:	
  both	
  a	
  DB	
  and	
  a	
  DC	
  system	
  result	
  in	
  similar	
  decisions	
  and	
  similar	
  

levels	
  of	
  expected	
  utility	
  for	
  both	
  sponsor	
  and	
  beneficiaries.	
  

	
  

For	
  incomplete	
  contracts,	
  the	
  governance	
  structure	
  plays	
  a	
  more	
  important	
  role.	
  More	
  specifically,	
  it	
  

is	
   optimal	
   that	
   governance	
   be	
   organised	
   in	
   such	
   a	
   way	
   that	
   any	
   non-­‐contractible	
   aspects	
   of	
   the	
  

contract	
   are	
   ‘incentive	
   compatible’.	
   This	
   implies	
   that	
   the	
   party	
   that	
   is	
   best	
   suited	
   to	
   carry	
   out	
   a	
  

certain	
   task	
   should	
   be	
   given	
   an	
   incentive	
   to	
   perform	
   this	
   task	
   by	
   making	
   this	
   party	
   the	
   residual	
  

claimant	
  of	
  the	
  contract.	
  	
  

This	
  can	
  be	
  illustrated	
  by	
  the	
  following	
  example.	
  Suppose	
  that	
  the	
  cost	
  of	
  vigilance	
  (of,	
  say,	
  the	
  asset	
  

management	
  of	
  a	
  pension	
  scheme	
  that	
  has	
  been	
  contracted	
  out	
  to	
  an	
  external	
  manager)	
  is	
  lower	
  for	
  

the	
  scheme’s	
  sponsor	
   than	
   for	
   its	
  members.	
  All	
  other	
   things	
  being	
  equal,	
   the	
  sponsor	
  will	
  perform	
  

this	
  vigilance	
  best	
  if	
  it	
  is	
  also	
  the	
  residual	
  claimant	
  of	
  the	
  scheme	
  and	
  therefore	
  has	
  most	
  to	
  gain	
  (or	
  

loose)	
  from	
  (in)effective	
  vigilance.	
  It	
  follows	
  that	
  the	
  optimal	
  governance	
  structure	
  for	
  this	
  scheme	
  is	
  

the	
   one	
   where	
   the	
   sponsor	
   is,	
   indeed,	
   made	
   residual	
   claimant,	
   which	
   would	
   be	
   the	
   case	
   in	
   a	
   DB	
  

system28.	
  

	
  

In	
  order	
   to	
  minimise	
  any	
  risks	
  of	
   ineffective	
  governance,	
   it	
   is	
   therefore	
   recommendable	
   that	
  social	
  

partners,	
  first	
  of	
  all,	
  aim	
  at	
  making	
  contracts	
  as	
  complete	
  as	
  possible.	
  Nevertheless,	
  since	
  in	
  practice	
  

all	
  pension	
  contracts	
  can	
  expected	
  to	
  be	
  –	
  at	
  least	
  to	
  some	
  extent	
  –	
  incomplete,	
  there	
  needs	
  to	
  be	
  a	
  

governance	
   structure	
   in	
   place	
   that	
   ensures	
   that,	
   also	
   when	
   unspecified	
   contingencies	
   occur,	
  

decisions	
   are	
  made	
  by	
   informed	
   trustees	
   and	
   in	
   the	
  best	
   interest	
   of	
   the	
   stakeholders.	
   In	
   addition,	
  

tools	
   can	
  be	
  used	
   to	
  objectivise	
   the	
  decision-­‐making	
  process	
   via	
  pre-­‐agreed	
   scenarios,	
   such	
  as	
   the	
  

‘policyladder’,	
  used	
  by	
  collective	
  pension	
  funds	
  with	
  conditional	
  indexation	
  and	
  flexible	
  contribution	
  

rates	
  in	
  the	
  Netherlands,	
  as	
  is	
  illustrated	
  in	
  Figure	
  2.6.	
  

                                                
28	
  Besley	
  and	
  Prat	
  (2003)	
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2.7	
   Performance	
  and	
  costs	
  
	
  

The	
  increased	
  cost	
  of	
  retirement	
  provision	
  has	
  raised	
  the	
  focus	
  on	
  the	
  return	
  of	
  a	
  pension	
  system.	
  In	
  

the	
  broadest	
  sense	
  of	
  the	
  word,	
  ‘return’	
  is	
  defined	
  here	
  as	
  the	
  retirement	
  benefits	
  generated	
  by	
  the	
  

pension	
   system,	
   set	
   off	
   against	
   the	
   contributions	
   paid.	
   For	
   funded	
   pension	
   systems,	
   an	
   important	
  

factor	
   that	
   determines	
   this	
   ‘return’	
   is	
   the	
   investment	
   performance	
   of	
   the	
   accumulated	
   asset	
   pool	
  

minus	
  the	
  costs	
  made	
  by	
  the	
  scheme.	
  The	
  relevance	
  of	
  performance	
  and	
  costs	
  becomes	
  particularly	
  

clear	
  when	
  we	
   consider	
   the	
   long-­‐term	
  nature	
   of	
   investing	
   retirement	
   savings:	
   for	
   instance,	
   over	
   a	
  

savings	
  period	
  of	
  40	
  years,	
  an	
  increase	
  in	
  annual	
  charges	
  (or	
  a	
  decrease	
  in	
  investment	
  return)	
  of	
  1%	
  

over	
   the	
  savings	
  balance	
  will	
   result	
   in	
  c.	
  20%	
   lower	
  accumulated	
  savings	
  at	
   retirement,	
  which	
  may	
  

result	
  in	
  as	
  much	
  as	
  28%	
  lower	
  annual	
  retirement	
  benefits29.	
  

	
  

What	
   determines	
   performance	
   and	
   costs	
   of	
   a	
   pension	
   scheme?	
   In	
   academic	
   literature,	
   much	
  

evidence	
  points	
   to	
   the	
   scale	
  of	
  pension	
   schemes	
  as	
  a	
   factor	
   that	
   can	
   improve	
  performance	
  versus	
  

cost.	
  Also,	
  elements	
  in	
  the	
  design	
  of	
  a	
  pension	
  scheme,	
  such	
  as	
  whether	
  a	
  pension	
  plan	
  is	
  a	
  Defined	
  

Benefit	
  or	
  Defined	
  Contribution	
  plan,	
  whether	
  it	
  is	
  collective	
  or	
  individual,	
  and	
  whether	
  joining	
  a	
  plan	
  

is	
  compulsory	
  or	
  voluntary,	
  are	
  all	
   linked	
  to	
  performance	
  and	
  cost.	
  Some	
  of	
  these	
  views	
  (though	
  by	
  

no	
  means	
  an	
  exhaustive	
  overview)	
  are	
  presented	
  below.	
  

	
  

                                                
29	
  Using	
  the	
  parameters	
  as	
  per	
  Pitt-­‐Watson	
  (2009)	
  of	
  an	
  individual	
  starting	
  to	
  save	
  at	
  25,	
  retiring	
  at	
  65	
  and	
  dying	
  at	
  85.	
  The	
  
individual	
  saves	
  a	
  constant	
  sum	
  every	
  year,	
  which	
  is	
  revalued	
  annually	
  for	
  3%	
  inflation.	
  The	
  accumulated	
  assets	
  generate	
  an	
  
annual	
   investment	
   return	
   of	
   6%.	
   The	
   resulting	
   pension	
   pot	
   at	
   retirement	
   is	
   converted	
   into	
   an	
   annuity,	
   which	
   is	
   again	
  
revalued	
  for	
  3%	
  inflation,	
  such	
  that	
  the	
  pension	
  pot	
  is	
  depleted	
  at	
  age	
  85.	
  

Figure	
  2.6:	
  
	
  
The	
  ‘policyladder’	
  	
  
	
  
In	
  the	
  Netherlands,	
  the	
  policyladder	
  is	
  often	
  used	
  as	
  a	
  
tool	
  for	
  fairly	
  managing	
  pension	
  fund	
  risk;	
  in	
  particular	
  
for	
   deciding	
   objectively	
   to	
   what	
   extent	
   (conditional)	
  
indexation	
  of	
  pension	
  rights	
  can	
  be	
  awarded	
  and	
  what	
  
the	
   contributions	
   level	
   should	
   be.	
   The	
   outcome	
   is	
  
determined	
   by	
   the	
   level	
   of	
   the	
   pension	
   fund’s	
   assets	
  
versus	
   its	
   liabilities:	
   if	
   assets	
   are	
   insufficient	
   to	
   cover	
  
nominal	
   liabilities,	
   no	
   indexation	
   is	
   awarded	
   and	
  
contributions	
   are	
   at	
   their	
   maximal	
   level;	
   if	
   real	
  
liabilities	
   are	
   covered	
   by	
   assets,	
   full	
   indexation	
   is	
  
applied	
   and	
   contributions	
   are	
   at	
   their	
   minimal	
   level.	
  
Adapted	
  from	
  Ponds	
  (2003).	
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Scale	
  
 
It	
  is	
  generally	
  found	
  that	
  economies	
  of	
  scale	
  exist	
  in	
  both	
  the	
  administrative	
  and	
  investment	
  charges	
  

that	
   pension	
  plans	
   are	
   subject	
   to.	
   The	
   rationale	
   is	
   that,	
   in	
   both	
   cost	
   categories,	
  many	
   charges	
   are	
  

fixed	
   costs.	
   In	
   a	
   larger	
   pension	
   scheme	
   such	
   charges	
   can	
   be	
   spread	
   over	
   a	
   larger	
   number	
   of	
  

participants	
  or	
  assets.	
  Also,	
   larger	
   schemes	
   typically	
  have	
   increased	
  bargaining	
  power,	
   for	
   instance	
  

when	
  negotiating	
  asset	
  management	
  contracts	
  with	
  external	
  managers.	
  	
  

	
  

Bikker	
   and	
   De	
   Dreu	
   (2006),	
   Bauer	
   et	
   al	
   (2010)	
   and	
   Ambachtsheer	
   et	
   al	
   (1998)	
   all	
   confirm	
   that	
  

administrative	
  costs	
  decrease	
  with	
  an	
  increasing	
  size	
  of	
  the	
  pension	
  schemes,	
  resulting	
  in	
  lower	
  per	
  

unit	
  costs	
  with	
  both	
  increases	
  in	
  number	
  of	
  participants	
  and	
  in	
  assets.	
  Bikker	
  and	
  De	
  Dreu	
  find	
  similar	
  

results,	
  though	
  less	
  strong,	
  for	
  investment	
  costs.	
  Also	
  Dyck	
  and	
  Pomorsky	
  (2011)	
  conclude	
  that	
  larger	
  

plan	
  size	
  is	
  associated	
  with	
  a	
  better	
  performance	
  of	
  the	
  entire	
  pension	
  portfolio	
  in	
  the	
  region	
  of	
  43-­‐

50	
  bps	
  per	
  year	
  for	
  the	
  largest	
  plans.	
  They	
  find	
  that	
  this	
  superior	
  performance	
  can	
  be	
  realised	
  partly	
  

thanks	
   to	
   cost	
   savings,	
  but	
   also	
  as	
   a	
   result	
  of	
  better	
  monitoring	
  of	
  managers,	
   in	
  particular	
   for	
   less	
  

liquid	
  /	
  alternative	
   investments.	
  For	
  both	
  administrative	
  and	
   investment	
  costs,	
  Bikker	
  and	
  De	
  Dreu	
  

furthermore	
   find	
   that	
   an	
   ‘optimal’	
   fund	
   size	
   exists,	
   beyond	
   which	
   diseconomies	
   of	
   scale	
   can	
   be	
  

detected.	
  

	
  

There	
   is	
   also	
   evidence	
   that	
   scale	
   can	
   influence	
   gross	
   investment	
   performance	
   (ie.,	
   without	
  

considering	
  the	
  effects	
  of	
  lower	
  costs),	
  although	
  different	
  findings	
  are	
  reported	
  on	
  the	
  exact	
  nature	
  

of	
   this	
   relationship.	
   Whereas	
   a	
   larger	
   investment	
   portfolio	
   can	
   result	
   in	
   a	
   more	
   efficient	
  

diversification	
   –	
   a	
   larger	
   asset	
   pool	
   may	
   create	
   the	
   critical	
   mass	
   necessary	
   to	
   also	
   invest	
   in	
   less	
  

mainstream	
   asset	
   categories	
   –,	
   some	
   studies	
   point	
   out	
   that,	
   from	
   a	
   certain	
   size,	
   diseconomies	
   of	
  

scale	
  may	
  occur	
  due	
  to	
  the	
  fact	
  that	
  funds	
  may	
  face	
  liquidity	
  constraints.	
  	
  

In	
   particular,	
   Bauer	
   et	
   al	
   (2010)	
   conclude	
   that	
   the	
   fund’s	
   investment	
   performance	
   and	
   size	
   are	
  

negatively	
  correlated,	
  with	
  stronger	
  results	
  for	
  less	
  liquid	
  investments,	
  indicating	
  that	
  the	
  impact	
  of	
  

trading	
   on	
   the	
   price	
   of	
   the	
   investment	
   is	
   significant.	
   As	
   a	
   result,	
   they	
   only	
   find	
   above-­‐benchmark	
  

returns	
  for	
  small	
  funds.	
  Also	
  Bikker	
  and	
  De	
  Dreu	
  (2006)	
  find	
  that,	
  in	
  general,	
  higher	
  costs	
  incurred	
  by	
  

funds	
  do	
  not	
  lead	
  to	
  higher	
  returns	
  and	
  that	
  stakeholders	
  are	
  therefore	
  best	
  served	
  by	
  pension	
  funds	
  

with	
  low	
  investment	
  costs.	
  	
  

	
  

A	
   final	
   relationship	
   between	
   scale	
   and	
   performance	
   can	
   be	
   found	
   in	
   a	
   scheme’s	
   management.	
   A	
  

larger	
  scheme	
  can	
  be	
  expected	
  to	
  be	
  able	
  to	
  attract	
  better	
  quality	
  management	
  and	
  trustees,	
  which	
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is	
  linked	
  to	
  better	
  investment	
  performance.	
  Ambachtsheer	
  et	
  al	
  (1998)	
  report	
  that	
  larger	
  funds	
  have	
  

an	
  increased	
  ability	
  to	
  support	
  dedicated	
  professional	
  management,	
  which	
  in	
  turn	
  is	
  linked	
  to	
  higher	
  

performance	
   levels.	
   In	
   particular,	
   they	
   find	
   that	
   pension	
   funds	
   with	
   strong	
   governance	
   and	
  

organisation	
  design	
   characteristics	
  outperform	
   those	
  with	
  poor	
   characteristics	
  by	
   some	
  1%	
  a	
   year,	
  

net	
  of	
  operating	
  costs	
  and	
  adjusted	
  for	
  differences	
  in	
  investment	
  policy.	
  

	
  

Structure	
  
 
Next	
  to	
  scale,	
  various	
  studies	
  point	
  to	
  a	
  number	
  of	
  factors	
  in	
  the	
  pension	
  scheme’s	
  structure	
  that	
  are	
  

related	
  to	
  the	
  performance	
  and	
  cost.	
  

	
  

A	
  pension	
   system	
   in	
  which	
  participation	
   is	
   compulsory	
  has	
  an	
   important	
  advantage	
  over	
   voluntary	
  

systems:	
  the	
  scheme	
  can	
  avoid	
  costs	
  related	
  to	
  acquiring	
  and	
  maintaining	
  clients,	
  such	
  as	
  marketing	
  

costs,	
   and	
   expensive	
   transition	
   processes	
   of	
   customers	
   switching	
   from	
   one	
   provider	
   to	
   another.	
  

Bikker	
  and	
  De	
  Dreu,	
  for	
  instance,	
  report	
  that	
  costs	
  are	
  lowest	
  for	
  compulsory	
  schemes.	
  	
  

	
  
In	
  addition,	
   some	
  studies	
  point	
   to	
  benefits	
   in	
  performance	
  and	
  costs	
  of	
  DB	
  over	
  DC	
  pension	
  plans.	
  

Bauer	
  et	
  al,	
  for	
  instance,	
  find	
  slightly	
  higher	
  performance	
  and	
  lower	
  cost	
  levels	
  for	
  DB	
  as	
  opposed	
  to	
  

DC	
  schemes.	
  As	
  a	
  possible	
  explanation	
  they	
  point	
  to	
  the	
  improved	
  manager	
  selection	
  and	
  monitoring	
  

process,	
  as	
  well	
  as	
  increased	
  bargaining	
  power	
  that	
  (collective)	
  DB	
  schemes	
  appear	
  to	
  have	
  relative	
  

to	
  (individual)	
  DC	
  schemes.	
  Finally,	
  Almeida	
  and	
  Fornia	
  (2008)	
  compare	
  the	
  cost-­‐effectiveness	
  of	
  DB	
  

and	
  DC	
  pension	
  schemes	
  and	
  conclude	
  that,	
  on	
  average,	
  a	
  DB	
  system	
  requires	
  46%	
  less	
  contributions	
  

to	
  arrive	
  at	
  a	
  certain	
  benefits	
  level.	
  As	
  shown	
  in	
  Figure	
  2.7,	
  they	
  find	
  that	
  a	
  DB	
  system	
  is	
  more	
  cost-­‐

effective	
   as	
   a	
   result	
   of	
   the	
   ability	
   to	
   pool	
   longevity	
   risk	
   (which	
   accounts	
   for	
   a	
   15%	
   ‘cost	
   saving’);	
  

Figure	
  2.7:	
  
	
  
Cost-­‐effectiveness	
   of	
   collective	
  
DB	
  and	
  individual	
  DC	
  Plans	
  
	
  
The	
   percentages	
   indicate	
   the	
   annual	
  
contributions	
   required	
   to	
   realise	
   the	
  
same	
   retirement	
   income,	
   set	
   at	
   a	
  
replacement	
  rate	
  of	
  53%.	
  
	
  
As	
  per	
  Almeida	
  and	
  Fornia	
  (2008)	
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superior	
   investment	
   returns	
   thanks	
   to	
   the	
   ability	
   to	
  better	
   diversify	
   its	
   asset	
   portfolio	
   and	
   apply	
   a	
  

longer	
  investment	
  horizon	
  (5%);	
  and	
  by	
  reducing	
  asset	
  management	
  and	
  other	
  fees	
  when	
  pooling	
  the	
  

available	
  assets	
  (26%).	
  

	
  

Whereas	
  these	
  results	
  are	
  indeed	
  substantial,	
   it	
   is	
  worth	
  noticing	
  that	
  all	
  these	
  factors	
  are	
  inherent	
  

to	
  any	
  collective	
  or	
  pooled	
  (as	
  opposed	
  to	
  individual	
  accounts)	
  system	
  and	
  would,	
  for	
  instance,	
  also	
  

apply	
   to	
  a	
  collective	
  DC	
  system.	
   Indeed,	
  many	
  of	
   these	
  arguments	
  boil	
  back	
   to	
   the	
  scale	
  argument	
  

again:	
   the	
   benefits	
   of	
   investing	
   via	
   a	
   collective	
   versus	
   individual	
   asset	
   pools	
   again	
   point	
   to	
   the	
  

benefits	
  of	
  larger	
  versus	
  smaller	
  pension	
  pools.	
  	
  

	
  

In	
  summary,	
  net	
  performance	
  of	
  a	
  pension	
  scheme	
  tends	
  to	
  increase	
  with	
  scale,	
  as	
  a	
  result	
  of	
  lower	
  

per	
  unit	
  costs,	
   increased	
  bargaining	
  power,	
  and	
  the	
  ability	
  of	
  attracting	
  better	
  management.	
  Some	
  

research,	
  however,	
  points	
  at	
   the	
  existence	
  of	
  an	
  optimal	
  size,	
  beyond	
  which	
  diseconomies	
  of	
  scale	
  

exist,	
   for	
   instance	
  due	
  to	
   liquidity	
  constraints	
  of	
   larger	
   funds.	
  There	
   is	
   furthermore	
  evidence	
  that	
  a	
  

fund’s	
  performance	
  is	
  related	
  to	
  design	
  features	
  such	
  as	
  governance	
  or	
  management	
  structures,	
  with	
  

a	
   better	
   performance/cost	
   ratio	
   for	
   compulsory	
   systems	
   and	
   collective	
   pension	
   schemes,	
   like	
   DB	
  

schemes. 

 

2.8	
  	
   Behavioural	
  barriers	
  to	
  retirement	
  planning	
  
	
  

	
  
	
  

In	
   the	
   previous	
   sections	
   of	
   this	
   chapter,	
   we	
   have	
   seen	
   that	
   retirement	
   planning	
   offers	
   a	
   lot	
   of	
  

choices:	
   how	
   much	
   to	
   save,	
   via	
   which	
   vehicle	
   to	
   save,	
   how	
   to	
   invest	
   those	
   savings,	
   and	
   how	
   to	
  

organise	
   the	
  decumulation	
  phase	
  of	
   the	
   accrued	
  pension	
   rights?	
  Also,	
  we	
  have	
  until	
   now	
   typically	
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assumed	
   that	
  people	
   are	
   fully	
   informed,	
   financially	
   literate,	
   and	
   rational	
   utility-­‐optimisers	
   that	
   are	
  

able	
  to	
  make	
  the	
  right	
  decisions	
  when	
  facing	
  such	
  complex	
  choices.	
  

	
  

In	
  practice,	
  however,	
  we	
  can	
  observe	
  that	
  people	
  tend	
  to	
  save	
  significantly	
   less	
   than	
   is	
  optimal	
   for	
  

them,	
  have	
  difficulty	
  making	
  the	
  right	
  investment	
  decisions	
  on	
  their	
  savings,	
  and	
  annuitise	
  too	
  little	
  if	
  

they	
   have	
   the	
   choice.	
   Whereas	
   for	
   some,	
   low	
   savings	
   may	
   be	
   premeditated	
   when	
   means-­‐tested	
  

benefits	
  exist,	
  many	
  people	
  appear	
  to	
   ‘undersave’	
  unintentionally:	
  either	
  they	
  are	
  unaware	
  of	
  how	
  

much,	
  and	
   in	
  what	
  way	
  to	
  save	
  for	
  retirement;	
  or	
  they	
  turn	
  out	
  to	
  be	
  unable	
  to	
  do	
  so,	
  despite	
  the	
  

fact	
   that	
   they	
  are	
  well	
   aware	
   that	
   they	
   should	
   save	
  more.	
  Apparently,	
  people	
  are	
  not	
  as	
   informed	
  

and	
  rational	
  as	
  we	
  have	
  assumed	
  so	
  far,	
  but	
  are	
  subject	
  to	
  both	
  financial	
   illiteracy	
  and	
  behavioural	
  

barriers.	
  

	
  

Is	
  financial	
  literacy	
  necessarily	
  a	
  guarantee	
  for	
  good	
  retirement	
  planning?	
  Lusardi	
  and	
  Mitchell	
  (2011)	
  

report	
   that	
  people	
  with	
  a	
  higher	
   level	
  of	
   financial	
  knowledge	
   tend	
  to	
  be	
  more	
  active	
   in	
   retirement	
  

planning.	
   However,	
   they	
   also	
   show	
   that	
   the	
   rate	
   of	
   financial	
   illiteracy	
   is	
   widespread	
   even	
   in	
  

developed	
  countries	
   like	
  Germany,	
   the	
  Netherlands	
  or	
   Sweden,	
  and	
   that	
  good	
  education	
   levels	
  do	
  

not	
  necessarily	
  guarantee	
  good	
  knowledge	
  of	
  financial	
  markets30.	
  This	
  situation	
  is	
  not	
  helped	
  by	
  the	
  

situation	
   that	
   traditional	
   financial	
   education	
   is	
   often	
   reported	
   to	
   be	
   ineffective31.	
   A	
   further	
  

complicating	
   factor	
   is	
   that	
   people	
   frequently	
   overestimate	
   their	
   own	
   level	
   of	
   financial	
   knowledge,	
  

which	
  may	
  lead	
  to	
  people	
  mistakenly	
  relying	
  on	
  their	
  own	
  judgement	
  when	
  planning	
  for	
  retirement,	
  

when	
  it	
  would,	
  for	
  instance,	
  have	
  been	
  better	
  to	
  get	
  expert	
  advice.	
  	
  

	
  

Even	
  when	
  people	
  are	
  aware	
  of	
   the	
  need	
   to	
   save	
   for	
   retirement,	
   they	
  often	
   fail	
   to	
  make	
   the	
   right	
  

decisions.	
   In	
   other	
   words:	
   retirement	
   planning	
   appears	
   to	
   be	
   a	
   topic	
   in	
   which	
   people’s	
   normative	
  

preferences	
   (what	
   they	
   believe	
   they	
   should	
   do)	
   frequently	
   differ	
   from	
   their	
   revealed	
   preferences	
  

(what	
  they	
  actually	
  do).	
  Beshears	
  et	
  al	
   (2008)	
  provide	
  an	
  overview	
  of	
  behavioural	
   factors	
  that	
  help	
  

explain	
  why	
  such	
  a	
  gap	
  between	
  normative	
  and	
  revealed	
  preferences	
  exists	
  in	
  retirement	
  saving.	
  	
  

	
  

First	
  of	
  all,	
  people	
  often	
  tend	
  to	
  delay	
  making	
  decisions	
  -­‐	
  they	
  procrastinate	
  -­‐	
  and	
  prefer	
  to	
  take	
  the	
  

path	
  of	
  least	
  resistance:	
  do	
  nothing	
  or	
  take	
  the	
  ‘default	
  option’.	
  When	
  it	
  comes	
  to	
  retirement	
  saving,	
  

and	
   given	
   that	
  many	
  pensions	
   and	
   savings	
   programmes	
   require	
   active	
   enrolment,	
   this	
  means	
   that	
  

people	
  have	
  a	
  tendency	
  not	
  to	
  save.	
  	
  

                                                
30	
  See,	
  for	
  instance,	
  Brown	
  and	
  Weisbenner	
  (2009)	
  
31	
  Willis	
  (2011)	
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In	
  addition,	
  planning	
  for	
  retirement	
  is	
  complex:	
  there	
  is	
  typically	
  a	
  large	
  number	
  of	
  options	
  to	
  choose	
  

from	
   (eg	
   different	
   savings	
   products	
   and	
   investment	
   options),	
   it	
   concerns	
   a	
   complex	
   product	
   that	
  

people	
  may	
  not	
  be	
  knowledgeable	
  about	
  (as	
  we	
  have	
  seen	
  above),	
  and	
  it	
  has	
  a	
  long	
  planning	
  horizon	
  

during	
   which	
   many	
   different	
   contingencies	
   may	
   occur.	
   All	
   these	
   factors	
   typically	
   increase	
   the	
  

tendency	
   to	
   delay	
   or	
   make	
   no	
   active	
   choice.	
   Also,	
   complexity	
   stimulates	
   that	
   people	
   simplify	
   the	
  

decision	
  making	
  process	
  by	
  using	
  rules-­‐of-­‐thumb,	
  which	
  may	
  result	
  in	
  flawed	
  choices32.	
  

Furthermore,	
  in	
  retirement	
  savings	
  decisions	
  there	
  is	
  typically	
  little	
  scope	
  to	
  learn	
  from	
  experience.	
  

In	
   the	
  unfortunate	
  event	
   that	
  people	
  discover	
   that	
   their	
  projected	
   retirement	
   income	
   is	
  much	
   less	
  

than	
  expected	
  it	
  will	
  often	
  be	
  too	
  late	
  to	
  do	
  something	
  about	
  it.	
  

Also,	
  commercial	
   retirement	
  savings	
  products	
  are	
  often	
  heavily	
  marketed.	
   It	
   is	
   therefore	
   likely	
  that	
  

people	
   end	
   up	
   choosing	
   those	
   products	
   that	
   are	
   most	
   effectively	
   marketed	
   rather	
   than	
   those	
  

products	
  that	
  are	
  best	
  suited	
  to	
  their	
  particular	
  situation.	
  

Last	
  but	
  not	
  least,	
  in	
  retirement	
  planning	
  people	
  have	
  to	
  deal	
  with	
  intertemporal	
  choice:	
  they	
  make	
  a	
  

decision	
   today	
   that	
   will	
   have	
   an	
   impact	
   on	
   their	
   living	
   standard	
   tomorrow.	
   Whereas	
   this	
   is	
   by	
  

definition	
   a	
   difficult	
   task	
   (after	
   all,	
   you	
   will	
   need	
   to	
   determine	
   how	
   to	
   value	
   today’s	
   versus	
  

tomorrow’s	
  consumption:	
  your	
  rate	
  of	
  time	
  preference),	
  a	
  further	
  complicating	
  factor	
  is	
  the	
  situation	
  

that	
  people	
  turn	
  out	
  to	
  have	
  a	
  disproportionately	
  high	
  bias	
  for	
  the	
  present.	
  As	
  reported	
  by,	
  among	
  

others,	
  Laibson	
  (1998)	
  and	
  O’Donoghue	
  and	
  Rabin	
  (1999),	
  discount	
  factors	
  of	
  present	
  versus	
  future	
  

states	
   are,	
   in	
   fact,	
   ‘hyperbolic’.	
   As	
   a	
   result,	
   giving	
   up	
   consumption	
   today	
   to	
   enjoy	
   more	
   income	
  

tomorrow	
  is	
  something	
  that	
  is,	
  for	
  many	
  people,	
  highly	
  unattractive	
  to	
  commit	
  to.	
  

	
  

There	
  are	
  even	
  more	
  specific	
  behavioural	
  biases	
  at	
  play	
  when	
  planning	
  for	
  retirement33.	
  In	
  particular,	
  

people	
  may	
  display	
  myopic	
  loss	
  aversion	
  when	
  planning	
  for	
  retirement:	
  invest	
  their	
  savings	
  in	
  a	
  way	
  

that	
   is	
   excessively	
   risk-­‐averse	
   (ie.,	
   underweight	
   in	
   equities)	
   and	
   therefore	
   inconsistent	
   with	
   their	
  

long-­‐term	
   risk	
   preferences34.	
   Also,	
   people	
   generally	
   suffer	
   from	
   ‘money	
   illusion’	
   -­‐	
   the	
   tendency	
   to	
  

think	
  in	
  nominal	
  rather	
  than	
  in	
  real	
  monetary	
  terms	
  –	
  which	
  explains	
  why	
  people	
  often	
  misjudge	
  the	
  

importance	
  of	
   indexation	
  decisions	
   in	
  pension	
  plans35.	
  Finally,	
  as	
  we	
  have	
  seen	
   in	
  our	
  discussion	
  of	
  

life	
  cycle	
  investing	
  at	
  the	
  beginning	
  of	
  this	
  chapter,	
  the	
  optimal	
  asset	
  allocation	
  of	
  retirement	
  assets	
  

typically	
  features	
  a	
  higher	
  proportion	
  of	
  financial	
  wealth	
   invested	
  in	
  risky	
  assets	
  when	
  young	
  and	
  a	
  

lower	
   proportion	
   when	
   old,	
   although	
   this	
   allocation	
   may	
   change	
   significantly	
   depending	
   on	
   the	
  

riskiness	
  of	
  that	
  person’s	
  human	
  capital.	
  People’s	
  inability	
  to	
  consider	
  this	
  final	
  caveat	
  is	
  labelled	
  the	
  

                                                
32	
  See	
  Benartzi	
  and	
  Thaler	
  (2001) 
33	
  As	
  listed	
  by	
  Bodie	
  and	
  Prast	
  (2011)	
  
34	
  Benartzi	
  and	
  Thaler	
  (1995)	
  
35	
  Shafir	
  et	
  al	
  (1997) 
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‘time	
   diversification	
   fallacy’,	
   which	
   may	
   result	
   in	
   people	
   mistakenly	
   overweighing	
   their	
   retirement	
  

investments	
  in	
  equities.	
  

	
  

In	
   all,	
   there	
   are	
   many	
   reasons	
   why	
   people	
   do	
   not	
   behave	
   in	
   a	
   rational	
   manner	
   when	
   it	
   comes	
   to	
  

retirement	
  planning,	
  explaining	
  why	
  many	
  have	
  insufficient	
  savings	
  and	
  make	
  inadequate	
  investment	
  

decisions.	
   In	
   view	
   of	
   people’s	
   tendency	
   to	
   refrain	
   from	
   making	
   active	
   decisions	
   where	
   retirement	
  

saving	
   decisions	
   are	
   concerned,	
   it	
   is	
   optimal	
  when	
   a	
   pension	
   system	
   includes	
   default	
   options	
   that	
  

ensure	
   the	
   adequacy	
   of	
   peoples’	
   savings;	
   the	
   appropriateness	
   of	
   their	
   asset	
   mix;	
   and	
   a	
   minimum	
  

level	
  of	
  annuitisation.	
   

 

2.9	
   A	
  framework	
  for	
  optimal	
  pension	
  design	
  
	
  

In	
   the	
   above	
   sections	
   we	
   have	
   explored	
   a	
   number	
   of	
   design	
   elements	
   of	
   pension	
   systems	
   and	
  

discussed	
  what	
  would	
  constitute	
  optimal	
  design	
  as	
  to	
  these	
  elements,	
  if	
  we	
  were	
  to	
  construct	
  a	
  new	
  

pension	
  system	
  from	
  scratch.	
  The	
  main	
  findings	
  are	
  summarised	
  in	
  the	
  framework	
  in	
  Table	
  2.1.	
  

	
  

As	
  we	
  can	
  see,	
  some	
  of	
  the	
  elements	
  result	
  in	
  contradictory	
  opinions	
  as	
  to	
  what	
  constitutes	
  optimal	
  

pension	
   design.	
   In	
   particular,	
   whereas	
   pooling	
   of	
   assets	
   and	
   risks	
   offers	
   some	
   clear	
   advantages	
   in	
  

terms	
  of	
  improving	
  performance	
  and	
  reducing	
  costs	
  of	
  investing	
  a	
  pension	
  plan’s	
  funds,	
  this	
  typically	
  

allows	
   for	
   less	
   tailoring	
   of	
   the	
   pension	
   arrangement	
   to	
   an	
   individual	
   member’s	
   preferences.	
   As	
   a	
  

result,	
   a	
   collective	
   system	
   is	
   likely	
   to	
   be	
   less	
   actuarially	
   fair	
   –	
   since	
   it	
   typically	
   uses	
   uniform	
  

contribution	
   and	
   accrual	
   levels	
   –	
   and	
   less	
   likely	
   to	
   apply	
   a	
   savings	
   rate	
   and	
   asset	
   allocation	
   that	
  

perfectly	
  match	
  the	
  individual’s	
  risk	
  and	
  consumption	
  smoothing	
  preferences.	
  	
  

	
  

Nevertheless,	
  when	
  we	
  recognise	
  the	
  presence	
  of	
  behavioural	
  bias,	
  it	
  is	
  doubtful	
  whether	
  individuals	
  

are	
   capable	
   of	
   determining	
   their	
   own	
   personal	
   preferences,	
   and	
   adequately	
   translating	
   them	
   into	
  

their	
  own	
  retirement	
  planning.	
  An	
  ‘optimal’	
  pension	
  system	
  should	
  therefore	
  provide	
  a	
  high	
  degree	
  

of	
  a	
  handholding	
  –	
  in	
  the	
  form	
  of	
  strong	
  defaults	
  or	
  even	
  compulsion	
  -­‐	
  to	
  ensure	
  people	
  save	
  enough	
  

for	
  retirement,	
  invest	
  these	
  savings	
  adequately	
  and	
  annuitise	
  sufficiently.	
  	
  

	
  

At	
  the	
  same	
  time,	
  such	
  a	
  system	
  should	
  be	
  transparent	
  –	
  the	
  pension	
  contract	
  should	
  be	
  designed	
  to	
  

have	
  a	
  high	
  degree	
  of	
  completeness,	
  the	
  governance	
  structure	
  should	
  be	
  clear	
  and	
  trustees	
  of	
  high	
  

professional	
   standard	
   –	
   to	
   ensure	
   that	
   participants	
   have	
   confidence	
   in	
   the	
   system,	
   which	
   is	
   a	
  

prerequisite	
  for	
  high	
  participation.	
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Table	
  2.1.	
  Summary:	
  Framework	
  for	
  optimal	
  pension	
  design	
  
	
  

	
  

	
  

	
  

Framework	
  for	
  
optimal	
  pension	
  design	
  

1	
   Consumption	
  smoothing	
  &	
  

life	
  cycle	
  investing	
  

The	
   pension	
   system	
   should	
   facilitate	
   consumption	
   smoothing	
   by	
   incentivising	
  

retirement	
   saving	
   or	
  making	
   saving	
   compulsory,	
   and	
   facilitating	
   that	
   people	
   pay	
   an	
  

adequate	
   level	
  of	
  contributions.	
  The	
  system	
  should	
  allow	
  for	
   investment	
  of	
  savings	
   in	
  

accordance	
  with	
  the	
  life	
  cycle	
  model.	
  Since	
  plan	
  members’	
  preferences	
  determine	
  their	
  

optimal	
   savings	
   rates	
   and	
   asset	
   allocations,	
   individual	
   member’s	
   utility	
   can	
   best	
   be	
  

optimised	
  in	
  an	
  individual	
  accounts	
  system.	
  

2	
   PAYG	
  vs	
  funding	
   Both	
   PAYG	
   and	
   funded	
   system	
   are	
   subject	
   to	
   a	
   number	
   of	
   the	
   same	
   uncertainties.	
  

Nevertheless,	
   a	
   certain	
  minimum	
   level	
   of	
   funding	
   can	
   be	
   expected	
   to	
   be	
   optimal	
   for	
  

both	
   taxpayer	
   and	
   plan	
   members,	
   reducing	
   implicit	
   pension	
   debt	
   and	
   providing	
  

‘collateral’	
  for	
  non-­‐compliance	
  of	
  pension	
  promises.	
  	
  

An	
  optimal	
  way	
  to	
  share	
  risks	
  –	
  and	
  benefits	
  –	
  of	
  both	
  PAYG	
  and	
  funded	
  systems	
  is	
  to	
  

apply	
  both	
  systems	
  in	
  a	
  multipillar	
  pension	
  system.	
  

3	
   Decumulation	
   Annuitisation	
   of	
   (at	
   least	
   part	
   of	
   the)	
   pension	
  benefits	
   is	
   optimal	
   for	
   participants	
   and	
  

should	
   therefore	
  be	
  stimulated	
  or	
   compulsory.	
  The	
  optimal	
   level	
   of	
  annuitisation	
  will	
  

typically	
  be	
   lower	
  than	
  100%	
  depending	
  on	
   individual	
  characteristics	
  and	
  preferences,	
  

such	
  as	
  bequest	
  motives	
  and	
  the	
  availability	
  of	
  other	
  annuitised	
  income.	
  	
  

4	
   (Actuarial)	
  fairness	
   The	
  pension	
   system	
   should	
   be	
   actuarially	
   fair	
  where	
   feasible	
   and	
  practicable	
   to	
  avoid	
  

any	
  (major)	
  distortions.	
  An	
  optimally	
  fair	
  system	
  would	
  be	
  completely	
  individualised.	
  

5	
   Completeness	
  of	
  contracts	
  

and	
  governance	
  

Pension	
   contracts	
   should	
   strive	
   to	
   be	
   as	
   complete	
   as	
   possible,	
   however	
   since	
   totally	
  

complete	
   pension	
   contracts	
   are	
   likely	
   to	
   be	
   infeasible,	
   the	
   pension	
   plan’s	
  governance	
  

structure	
   should	
   be	
   incentive-­‐compatible,	
   and	
   trustees	
   should	
   adhere	
   to	
   high	
  

professional	
  standards.	
  	
  

6	
   Performance	
  &	
  costs	
   Pensions	
   plans’	
   performance-­‐to-­‐cost	
   ratio	
   should	
   be	
   optimised	
   by	
   maximising	
  

economies	
  of	
  scale,	
  improving	
  the	
  quality	
  of	
  management	
  and	
  trustees,	
  and	
  by	
  pooling	
  

assets	
  and	
  risks:	
  using	
  a	
  collective	
   system	
  with	
  an	
  optimal	
  scale.	
  Costs	
  can	
   further	
  be	
  

lowered	
  by	
  making	
  the	
  pension	
  system	
  compulsory.	
  

7	
   Behavioural	
  barriers	
   An	
  optimal	
  system	
  has	
  default	
  options	
  in	
  place	
  that	
  ensure	
  a	
  certain	
  participation	
  level	
  

and	
  savings	
  rate;	
  a	
  life	
  cycle	
  investment	
  policy;	
  and	
  annuitisation	
  of	
  at	
  least	
  part	
  of	
  the	
  

savings.	
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Chapter	
  3:	
   The	
  UK	
  pension	
  system	
  
	
  

After	
  drawing	
  up	
  a	
  framework	
  for	
  optimal	
  pension	
  design,	
  based	
  on	
  academic	
  literature,	
  we	
  will	
  now	
  

move	
  on	
  to	
  the	
  current	
  organisation	
  of	
  UK	
  pensions	
  and	
  their	
  upcoming	
  reforms.	
  

	
  

In	
   the	
   first	
   part	
   of	
   this	
   chapter,	
   section	
   3.1,	
   we	
   will	
   take	
   a	
   look	
   at	
   how	
   pensions	
   in	
   the	
   UK	
   are	
  

structured	
  –	
  which	
  ‘pillars’	
  can	
  be	
  distinguished,	
  how	
  they	
  are	
  organised	
  and	
  what	
  the	
  relevant	
  facts	
  

and	
  figures	
  are.	
  A	
  separate	
  sub-­‐section	
  will	
  deal	
  with	
  the	
  organisation	
  of	
  public	
  sector	
  pensions	
  in	
  the	
  

UK.	
   Each	
   part	
  will	
   conclude	
  with	
   setting	
   off	
   the	
   findings	
   in	
  UK	
   pensions	
   against	
   the	
   framework	
   of	
  

optimal	
  pension	
  design,	
  as	
  discussed	
  in	
  the	
  Chapter	
  2.	
  

	
  

Subsequently,	
  section	
  3.2	
  will	
  focus	
  on	
  why	
  there	
  is	
  a	
  need	
  to	
  reform	
  pensions.	
  Recent	
  developments	
  

and	
  trends	
  are	
  discussed,	
  as	
  well	
  as	
  their	
  impact	
  on	
  the	
  pensions	
  sector.	
  	
  

	
  

Finally,	
   in	
   section	
   3.3	
   an	
   overview	
   is	
   provided	
   of	
   the	
  main	
   reforms	
   already	
   implemented	
   or	
   set	
   in	
  

motion	
   to	
  address	
   these	
   issues.	
  The	
  chapter	
  ends	
  with	
  an	
  overview	
  of	
   the	
   reforms	
   in	
  UK	
  pensions	
  

rated	
  against	
  the	
  optimal	
  pension	
  design	
  framework,	
  and	
  concludes	
  by	
  describing	
  the	
  key	
  points	
  still	
  

to	
  be	
  filled	
  in	
  by	
  policymakers	
  in	
  order	
  to	
  improve	
  the	
  sustainability	
  of	
  the	
  UK	
  pension	
  system.	
  

	
  

3.1	
   Overview	
  of	
  the	
  sector:	
  facts	
  and	
  figures	
  
	
  

In	
  this	
  section,	
  we	
  will	
   first	
   look	
  at	
  the	
  background	
  and	
  history	
  of	
  the	
  UK	
  pensions	
  system.	
  We	
  will	
  

then	
   move	
   on	
   to	
   describe	
   the	
   three	
   ‘pillars’	
   that	
   can	
   be	
   distinguished	
   in	
   UK	
   pensions,	
   while	
  

highlighting	
   the	
   relevant	
   design	
   features.	
   A	
   separate	
   sub-­‐section	
   will	
   focus	
   on	
   UK	
   public	
   sector	
  

pensions.	
  

	
  

3.1.1	
   Background	
  

 
The	
  UK	
  pensions	
   industry	
  has	
  a	
   long	
  history	
  with	
   some	
  pension	
   schemes	
  dating	
  back	
   for	
  over	
  200	
  

years36.	
  

	
  

                                                
36	
  Hutton	
  Review,	
  Interim	
  Report	
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  In	
   fact,	
   perhaps	
   the	
   first	
   ‘pension	
   fund’	
   in	
   the	
  UK	
  was	
   the	
   Chatham	
  Chest,	
   set	
   up	
   in	
   1590	
   to	
   pay	
  

pensions	
  to	
  disabled	
  seamen37.	
  The	
  Chatham	
  Chest,	
  which	
  was	
  an	
  actual,	
  wooden	
  chest	
  in	
  which	
  the	
  

monies	
  contributed	
  –	
  sixpence	
  a	
  month	
  -­‐	
  were	
  stored,	
  had	
  an	
  interesting	
  governance	
  structure.	
  The	
  

chest	
  was	
  fitted	
  with	
  seven	
  locks,	
  the	
  keys	
  to	
  which	
  were	
  held	
  by	
  seven	
  ‘trustees’,	
  which	
  all	
  had	
  to	
  be	
  

present	
   to	
   open	
   the	
   chest.	
   These	
   precautionary	
   measures	
   could	
   however	
   not	
   avoid	
   that,	
   with	
   a	
  

certain	
   frequency,	
   sums	
   were	
   illegally	
   taken	
   from	
   the	
   chest.	
   Whereas	
   the	
   ‘fund’	
   was	
   later	
  

amalgamated	
  into	
  another	
  pension	
  fund,	
  the	
  actual	
  chest	
  is	
  still	
  on	
  display38.	
  

	
  

The	
  first	
  organised	
  pension	
  scheme	
  in	
  the	
  UK	
  was	
  founded	
  slightly	
   later,	
   in	
  the	
  1670s,	
  and	
  was	
  the	
  

scheme	
  for	
  the	
  Royal	
  Navy	
  Officers39.	
  The	
  UK	
  social	
  security	
  and	
  state	
  pensions	
  system	
  stems	
  from	
  

the	
  Old	
  Age	
  Pensions	
  Act	
  1908,	
  while	
  the	
  ‘cradle	
  to	
  grave’	
  welfare	
  state	
  as	
  we	
  know	
  it	
  today	
  is	
  the	
  

result	
  of	
  post-­‐WW2	
  reforms	
  inspired	
  by	
  William	
  Beveridge40.	
  

	
  

Whereas	
   a	
   number	
   of	
   aspects	
   of	
   the	
   pensions	
   structure	
   have	
   obviously	
   changed	
   since	
   their	
  

inception,	
  many	
  design	
   features	
  have	
   remained	
   the	
   same,	
  explaining,	
   as	
  we	
  will	
   see	
  below,	
  why	
  a	
  

thorough	
  update	
  of	
  certain	
  structural	
  assumptions	
  underlying	
  the	
  pensions	
  system	
  is	
  pertinent	
  and,	
  

perhaps,	
  overdue.	
  

	
  

Within	
   the	
   pension	
   system	
   as	
   it	
   currently	
   stands	
   we	
   can	
   distinguish	
   a	
   mandatory	
   first	
   pillar	
   state	
  

pension,	
  voluntary	
  second	
  pillar	
  occupational	
  pensions,	
  and	
  voluntary	
  complementary	
  savings.	
  

	
  

3.1.2	
   First	
  pillar:	
  the	
  State	
  Pension	
  
	
  

The	
  first	
  pillar	
  State	
  Pension	
   is	
  organised	
  as	
  a	
  pay-­‐as-­‐you-­‐go	
  (‘PAYG’)	
  pension	
  and	
  consists	
  of	
  three	
  

parts41.	
  

	
  

First,	
   the	
   Basic	
   State	
   Pension	
   (‘BSP’)	
   pays	
   a	
   flat-­‐rate	
   pension	
   to	
   all	
   citizens	
   that	
   have	
   contributed	
  

National	
  Insurance	
  Contributions	
  (‘NICs’),	
  with	
  full	
  pensions	
  paid	
  to	
  pensioners	
  that	
  have	
  contributed	
  

NICs	
  during	
  30	
  years42.	
  The	
  maximum	
  BSP	
  rate	
  for	
  2012-­‐13	
  amounts	
  to	
  £107.45	
  per	
  week.	
  The	
  BSP	
  

                                                
37	
  See	
  Lewin	
  (2003)	
  
38	
  At	
  The	
  Museum	
  of	
  the	
  Royal	
  Dockyard	
  in	
  Chatham	
  Historic	
  Dockyard	
  
39	
  www.napf.co.uk	
  
40	
  Beveridge’s	
  report	
  Social	
  Insurance	
  and	
  Allied	
  Services	
  was	
  published	
  in	
  1942	
  and	
  mapped	
  the	
  way	
  to	
  a	
  universal	
  social	
  
insurance	
  system	
  (Office	
  for	
  National	
  Statistics,	
  2011a).	
  A	
  Beveridgean	
  social	
  security	
  system	
  has	
  since	
  become	
  synonymous	
  
for	
  a	
  flat-­‐rate	
  system	
  with	
  earnings-­‐related	
  contributions,	
  therefore	
  implying	
  a	
  large	
  redistribution	
  of	
  income	
  
41	
  www.direct.gov.uk,	
  the	
  central	
  website	
  of	
  HM	
  Government	
  
42	
  The	
  minimum	
  number	
  of	
  30	
  qualifying	
  years	
  applies	
  to	
  men	
  born	
  from	
  6	
  April	
  1945	
  and	
  women	
  born	
  from	
  6	
  April	
  1950.	
  
For	
  men	
  born	
  before	
   this	
  date,	
   the	
  number	
  of	
  qualifying	
  years	
   is	
   still	
   44;	
   to	
  women	
  born	
  before	
   this	
  date,	
  39	
  qualifying	
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increases	
  each	
  year	
  by	
  the	
  highest	
  of	
  the	
  average	
  earnings	
  growth,	
  the	
  increase	
  in	
  prices	
  (measured	
  

until	
  2011	
  by	
  the	
  Retail	
  Prices	
  Index	
  (‘RPI’)	
  and	
  from	
  2012	
  by	
  the	
  Consumer	
  Price	
  Index	
  or	
  CPI43),	
  and	
  

2.5%.	
  

	
  

On	
   top	
   of	
   the	
   BSP,	
   the	
   state	
   provides	
   an	
   Additional	
   Pension	
   (‘AP’)	
   to	
   people	
   that	
   paid	
   NICs.	
   The	
  

additional	
  state	
  pension	
  was	
  first	
  introduced	
  in	
  1978	
  as	
  the	
  State	
  Earnings-­‐Related	
  Pension	
  Scheme	
  

(‘SERPS’)	
   and	
  was	
   replaced	
  by	
   the	
   State	
   Second	
  Pension	
   (‘S2P’)	
   in	
  200244.	
  Also	
   the	
  AP	
   is	
   therefore	
  

contributory	
  however,	
  unlike	
  the	
  BSP,	
  AP	
  benefits	
  are	
  earnings-­‐related.	
  For	
  2012-­‐13,	
  the	
  maximum	
  

S2P	
  rate	
  amounts	
  to	
  £161.94	
  per	
  week.	
  The	
  additional	
  state	
  pension	
  increases	
  each	
  year	
  with	
  prices,	
  

using	
   the	
   CPI;	
   until	
   the	
   State	
   Pension	
   Age45	
   is	
   reached,	
   accruals	
   will	
   increase	
   with	
   the	
   growth	
   in	
  

average	
  earnings46.	
  

	
  

Another	
  important	
  difference	
  between	
  the	
  BSP	
  and	
  the	
  AP	
  is	
  that	
  employees	
  with	
  earnings	
  above	
  a	
  

certain	
  annual	
  amount	
  are	
  able	
  to	
  ‘contract	
  out’	
  their	
  AP	
  to	
  their	
  occupational	
  pension	
  scheme,	
  their	
  

personal	
  pension	
  or	
  their	
  stakeholder	
  plan47.	
  When	
  ‘contracted	
  out’,	
  the	
  accrual	
  of	
  pension	
  rights	
  is	
  

taken	
  over	
  by	
  the	
  alternative	
  plan,	
   typically	
  resulting	
   in	
   lower	
  NICs.	
   In	
  order	
  to	
  protect	
  employees’	
  

pension	
  rights48	
  as	
  well	
  as	
  to	
  simplify	
  the	
  system,	
  from	
  6	
  April	
  2012	
  the	
  right	
  to	
  contract	
  out	
  your	
  S2P	
  

to	
  a	
  Defined	
  Contribution	
  pension	
  plan49	
  has	
  been	
  abolished.	
  	
  

	
  

Finally,	
   the	
   first	
   pillar	
   comprises	
   an	
   (income	
   and)	
   means-­‐tested,	
   non-­‐contributory	
   component,	
   the	
  

Pension	
  Credit,	
  designed	
  to	
  supplement	
  retirement	
  income	
  for	
  those	
  on	
  low	
  income	
  and	
  little	
  savings	
  

up	
  until	
  a	
  certain	
  minimum	
  amount,	
  currently	
  £142.70	
  per	
  week	
  for	
  a	
  single	
  person	
  and	
  £217.90	
  for	
  

couples.	
  In	
  addition	
  to	
  the	
  Pension	
  Credit,	
  pensioners	
  on	
  low	
  income	
  may	
  be	
  eligible	
  for	
  other	
  state	
  

benefits	
  such	
  as	
  housing	
  benefits	
  and	
  council	
  tax	
  benefits.	
  

	
  

As	
  part	
  of	
  the	
  current	
  Conservative	
  -­‐	
  Liberal	
  Democrat	
  Government’s	
  efforts	
  to	
  reform	
  the	
  pensions	
  

system,	
  plans	
  have	
  been	
  announced50	
  to	
  develop	
  a	
  single-­‐tier	
  system	
  for	
  the	
  state	
  pension	
  with	
  flat	
  

                                                                                                                                                   
years	
  apply.	
  The	
  reduction	
  in	
  the	
  number	
  of	
  qualifying	
  years	
  was	
  implemented	
  as	
  part	
  of	
  the	
  Pension	
  Act	
  2007	
  and	
  allows	
  
for	
  people	
  with	
  interrupted	
  careers,	
  for	
  instance	
  due	
  to	
  childcare,	
  to	
  still	
  build	
  up	
  full	
  BSP	
  rights	
  (www.direct.gov.uk).	
  
43	
  The	
  Retail	
  Price	
  Index	
  (‘RPI’)	
  and	
  the	
  Consumer	
  Price	
  Index	
  (‘CPI’)	
  differ	
  in	
  that	
  the	
  RPI	
  includes	
  housing	
  costs	
  and	
  does	
  
not	
  allow	
  for	
  substitution	
  of	
  goods	
  and	
  services	
  by	
  others	
  of	
  a	
  comparable	
  type	
  as	
  they	
  become	
  relatively	
  more	
  expensive.	
  
As	
  a	
  result,	
  the	
  RPI	
  is	
  typically	
  higher	
  than	
  the	
  CPI.	
  
44	
  Levy	
  (2012)	
  
45	
  SPA:	
  the	
  age	
  at	
  which	
  people	
  become	
  eligible	
  to	
  receive	
  State	
  Pension	
  benefits	
  
46	
  www.direct.gov.uk	
  and	
  Office	
  for	
  National	
  Statistics	
  (2011a)	
  
47	
  For	
  definitions	
  of	
  the	
  terms	
  used,	
  please	
  refer	
  to	
  the	
  Glossary	
  
48	
  It	
  has	
  become	
  clear	
  that	
  financial	
  advisers	
  have	
  been	
  successful	
  in	
  selling	
  inappropriate	
  pension	
  products	
  to	
  people	
  that	
  
‘contracted	
  out’:	
  the	
  1990s	
  ‘mis-­‐selling	
  scandal’	
  (Turner	
  Commission,	
  Second	
  Report)	
  	
  
49	
  Comprising	
  DC	
  occupational	
  pension	
  schemes,	
  personal	
  pensions	
  and	
  stakeholder	
  plans	
  
50	
  In	
  fact,	
  these	
  reforms	
  were	
  confirmed	
  in	
  the	
  Queen’s	
  Speech	
  of	
  9	
  May	
  2012 
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rate	
  benefits	
  of	
  £140	
  per	
  week	
  and	
  to	
  reduce	
  the	
  means-­‐tested	
  component.	
  With	
  such	
  a	
  structure,	
  

Government	
  intends	
  to	
  simplify	
  the	
  state	
  pension	
  and	
  eliminate	
  the	
  adverse	
  incentive	
  to	
  saving	
  that	
  

a	
  means-­‐tested	
  system	
  may	
  bring	
  about,	
  as	
  we	
  have	
  seen	
   in	
  section	
  2.5.	
   In	
   the	
  new	
  structure,	
   the	
  

State	
  Pension	
  will	
  therefore	
  eliminate	
  the	
  earnings-­‐related	
  component	
  and	
  become	
  a	
  pure	
  flat-­‐rate	
  

pension,	
  therefore	
  (even)	
  more	
  ‘Beveridgean’	
  in	
  nature,	
  as	
  well	
  as	
  less	
  actuarially	
  fair	
  and	
  offering	
  a	
  

higher	
  degree	
  of	
  income	
  redistribution	
  among	
  population	
  groups.	
  

	
  

As	
   stated,	
   employees	
   contribute	
   to	
   the	
   state	
   pension	
   through	
   national	
   insurance	
   contributions	
  

(‘NICs’).	
   The	
   contributions	
   are	
   automatically	
   deducted	
   from	
   the	
   employee’s	
  wages	
   at	
   a	
   rate	
   of,	
   at	
  

present,	
  12%	
  of	
  the	
  weekly	
  earnings	
  from	
  £146	
  to	
  £817,	
  and	
  2%	
  over	
  any	
  additional	
  earnings.	
  Self-­‐

employed	
  pay	
  a	
  flat	
  rate	
  weekly	
  contribution51.	
  Employers	
  do	
  not	
  contribute	
  to	
  the	
  State	
  Pension.	
  

	
  

People	
  become	
  eligible	
   to	
   receive	
   state	
  pension	
  benefits	
  when	
   they	
   reach	
   their	
   State	
  Pension	
  Age	
  

(‘SPA’).	
  The	
  SPA	
  for	
  men	
  is	
  65,	
  and,	
  until	
  recently,	
  60	
  for	
  women.	
  Since	
  2010,	
  the	
  SPA	
  for	
  women	
  has	
  

been	
  gradually	
   increased	
  and	
  it	
   is	
  set	
  to	
  be	
  harmonised	
  with	
  the	
  SPA	
  for	
  men,	
  at	
  65,	
  by	
  November	
  

201852.	
   Subsequently,	
   for	
   both	
   men	
   and	
   women	
   the	
   SPA	
   will	
   increase	
   further	
   to	
   66	
   between	
  

November	
  2018	
  and	
  October	
  2020;	
   to	
  67	
  between	
  2026	
  and	
  202853;	
  and	
   to	
  68	
  between	
  2044	
  and	
  

2046.	
   Government	
   furthermore	
   intends	
   to	
   link	
   the	
   SPA	
   more	
   directly	
   to	
   future	
   changes	
   in	
   life	
  

expectancy54,	
   for	
   instance	
   through	
   a	
   set	
   mechanism	
   as	
   is	
   currently	
   being	
   implemented	
   in	
   the	
  

Netherlands55.	
  

	
  

When	
  reaching	
  the	
  SPA,	
  people	
  have	
  the	
  option	
  of	
  deferring	
  the	
  receipt	
  of	
  their	
  State	
  Pension,	
   for	
  

instance	
  in	
  the	
  event	
  they	
  choose	
  to	
  continue	
  working	
  past	
  SPA.	
  If	
  the	
  receipt	
  of	
  the	
  State	
  Pension	
  is	
  

deferred,	
  the	
  pensions	
  will	
  either	
  accrue	
  additional	
  benefits,	
  currently	
  at	
  a	
  rate	
  of	
  10.4%	
  per	
  year,	
  or	
  

the	
  person	
  is	
  entitled	
  to	
  a	
  one-­‐off	
  lump	
  sum	
  benefit.	
  As	
  per	
  section	
  2.5,	
  Government	
  appears	
  to	
  be	
  

keen	
   to	
   incentivise	
   deferring	
   the	
   state	
   pension	
   by	
   applying	
   an	
   actuarially	
   unfair	
   adjustment	
  

mechanism,	
  which	
  highly	
  favours	
  those	
  that	
  work	
  longer56.	
  

                                                
51	
  HM	
  Revenue	
  and	
  Customs;	
  www.hmrc.gov.uk	
  
52	
  Office	
  for	
  National	
  Statistics	
  (2011a)	
  
53	
  The	
  change	
  to	
  67	
  years	
  between	
  2026	
  and	
  2028	
  has	
  been	
  announced	
  by	
  Government	
  however	
  is	
  awaiting	
  approval	
  by	
  
Parliament.	
  Current	
  legislation	
  stipulates	
  the	
  change	
  to	
  67	
  years	
  will	
  take	
  place	
  between	
  2034	
  and	
  2036.	
  
54	
  Also	
  this	
  reform	
  was	
  announced	
  in	
  the	
  Queen’s	
  Speech	
  of	
  9	
  May	
  2012	
  
55	
   In	
   the	
  Netherlands,	
   from	
  2020	
  onwards,	
   every	
   five	
   years	
   pensions	
  will	
   be	
   adjusted	
   to	
   relate	
   the	
  number	
   of	
   expected	
  
benefit	
  years	
  to	
  the	
  number	
  of	
  working	
  years,	
  thus	
  linking	
  the	
  effective	
  retirement	
  age	
  to	
  changes	
  in	
   longevity.	
  Recently,	
  
the	
  IMF	
  called	
  this	
  flexible	
  approach	
  in	
  regards	
  to	
  longevity	
  risk	
  as	
  adopted	
  in	
  the	
  Netherlands	
  “exemplary”	
  (International	
  
Monetary	
  Fund	
  (2012))	
  
56	
  Prior	
  to	
  April	
  2005,	
  deferral	
  of	
  the	
  State	
  Pension	
  was	
  possible	
  at	
  a	
  rate	
  of	
  7.5%	
  per	
  year	
  and	
  up	
  until	
  a	
  period	
  of	
  five	
  years	
  
at	
  most.	
  The	
  improvement	
  of	
  the	
  rate	
  and	
  conditions	
  for	
  deferring	
  the	
  State	
  Pension	
  was	
  implemented	
  as	
  a	
  ‘fairer’	
  way	
  of	
  
rewarding	
  the	
  deferral.	
  As	
  calculated	
  by	
  the	
  Pensions	
  Policy	
   Institute	
  (2003),	
  at	
  a	
  rate	
  of	
  7.5%,	
  a	
  man	
  would	
  have	
  to	
   live	
  
until	
  age	
  86	
  and	
  a	
  woman	
  to	
  age	
  81	
  to	
  benefit,	
  which	
  has	
  a	
  probability	
  of	
  40%	
  and	
  70%,	
  respectively.	
  Under	
  the	
  new	
  rate,	
  a	
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The	
  default	
  retirement	
  age	
  –	
  indicating	
  when	
  an	
  employee	
  can	
  compulsorily	
  be	
  made	
  to	
  retire	
  by	
  his	
  

or	
  her	
  employer	
  –	
  is	
  being	
  abolished	
  and	
  will	
  be	
  phased	
  out	
  completely	
  by	
  October	
  2012,	
  eliminating	
  

any	
  legal	
  impediments	
  for	
  employees	
  to	
  remain	
  working	
  past	
  the	
  SPA.	
  

	
  

	
  

	
  

The	
   State	
   Pension	
   constitutes	
   a	
   significant	
   part	
   of	
   elderly	
   citizens’	
   income.	
   In	
   2010-­‐11,	
   97%	
   of	
   all	
  

‘pensioner	
  units’57	
  had	
  income	
  from	
  the	
  BSP	
  and	
  an	
  additional	
  state	
  pension,	
  at	
  an	
  average	
  of	
  £124	
  a	
  

week	
  for	
  singles	
  and	
  £177	
  a	
  week	
  for	
  couples.	
  These	
  state	
  pension	
  benefits	
  on	
  average	
  accounted	
  for	
  

43%	
  of	
  the	
  average	
  pension	
  unit’s	
  total	
  income,	
  against	
  26%	
  from	
  occupational	
  pensions,	
  20%	
  from	
  

earnings,	
   7%	
   from	
   investment	
   income	
   and	
   4%	
   from	
   personal	
   pensions	
   (see	
   Figure	
   3.1).	
   30%	
   of	
  

pensioner	
  units	
  received	
  at	
  least	
  one	
  income	
  related	
  benefit	
  (eg	
  a	
  Pension	
  Credit,	
  Housing	
  Benefit	
  or	
  

Council	
  Tax	
  Benefit)	
  in	
  2010-­‐1158.	
  

	
  

The	
  proportion	
  of	
  the	
  State	
  Pension	
   in	
  the	
  total	
  retirement	
   income	
  differs	
  however	
  significantly	
  by	
  

income	
   levels,	
   as	
   Figure	
   3.2	
   shows.	
   As	
   a	
   consequence,	
   for	
   those	
   in	
   the	
   lowest	
   quintile	
   of	
   the	
  

retirement	
  income	
  distribution,	
  State	
  Pensions	
  comprise	
  on	
  average	
  73%	
  (for	
  couples)	
  and	
  86%	
  (for	
  

single	
   pensioners)	
   of	
   their	
   total	
   income.	
   In	
   comparison,	
   for	
   those	
   in	
   the	
   highest	
   earning	
   quantile,	
  

these	
  percentages	
  are	
  only	
  13%	
  for	
  couples	
  and	
  24%	
  for	
  single	
  pensioners.	
  	
  

                                                                                                                                                   
man	
  would	
  have	
   to	
   live	
   to	
  81	
  and	
  a	
  woman	
   to	
  age	
  76	
   to	
  benefit,	
  which	
   is	
  more	
   likely,	
  at	
  probabilities	
  of	
  60%	
  and	
  82%,	
  
respectively.	
  Since	
  it	
  is	
  possible	
  to	
  continue	
  employment	
  while	
  collecting	
  the	
  State	
  Pension,	
  deferring	
  the	
  State	
  Pension	
  is	
  
thought	
  to	
  be	
  only	
  attractive	
  if	
  there	
  is	
  a	
  clear	
  incentive	
  to	
  do	
  so. 
57	
  Pensioner	
  units	
  comprise	
  pensioner	
  couples	
  and	
  single	
  pensioners.	
  In	
  2010-­‐11	
  there	
  were	
  8,700,000	
  ‘pensioner	
  units’	
  in	
  
the	
  UK,	
  consisting	
  of	
  4.15m	
  pensioner	
  couples	
  and	
  4.55m	
  single	
  pensioners	
  (Department	
  for	
  Work	
  and	
  Pensions	
  (2011)).	
  
58	
  All	
  figures	
  taken	
  from	
  the	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2011)	
  

Figure	
  3.1:	
  
	
  
Total	
  retirement	
   income	
  of	
  the	
  
average	
  pensioner	
  unit	
  
	
  
Figures	
   represent	
   the	
   2010-­‐11	
  
weekly	
   income	
   in	
   £.	
   Data	
   taken	
  
from	
   Department	
   for	
   Work	
   and	
  
Pensions	
  (2011)	
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Compared	
  with	
  other	
  developed	
  countries,	
  the	
  mandatory	
  pension	
  results	
  in	
  a	
  relatively	
  low	
  income,	
  

with	
  a	
  gross	
  replacement	
  rate	
  of	
  only	
  32%	
  against	
  an	
  OECD	
  average	
  of	
  57%	
  and	
  rates	
  of,	
  for	
  instance,	
  

88%	
  in	
  the	
  Netherlands	
  and	
  80%	
  in	
  Denmark,	
  as	
  shown	
  in	
  Figure	
  3.359.	
  	
  

	
  

	
  
Figure	
  3.3:	
  	
   OECD	
  gross	
  pension	
  replacement	
  rates	
  for	
  average	
  earners	
  
	
  

Source:	
  OECD	
  (2011)	
  
	
  

	
   	
  

                                                
59	
  OECD	
  (2011);	
  NB	
  in	
  their	
  comparison,	
  OECD	
  include	
  retirement	
  income	
  from	
  any	
  mandatory	
  system,	
  therefore	
  including	
  
income	
  from	
  mandatory	
  private	
  sector	
  pension	
  plans 
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Figure	
  3.2a	
  and	
  b:	
  	
   Average	
  retirement	
  income	
  distribution	
  by	
  quintile	
  
	
  

2008-­‐10	
  average	
  data	
  in	
  £	
  per	
  week,	
  for	
  pensioner	
  couples	
  and	
  single	
  pensioners.	
  	
  
Data	
  from	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2011)	
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When	
  evaluating	
  the	
  UK	
  State	
  Pension	
  against	
  the	
  framework	
  of	
  optimal	
  pension	
  design,	
  we	
  can	
  

therefore	
  conclude	
  the	
  following:	
  

	
  

Table	
  3.1:	
  The	
  UK	
  State	
  Pension	
  vis-­‐à-­‐vis	
  the	
  optimal	
  pension	
  design	
  framework	
  

	
  

	
  

	
  

	
  
State	
  Pension	
  

1	
   Consumption	
  smoothing	
  &	
  

life	
  cycle	
  investing	
  

Participation	
  is	
  compulsory,	
  resulting	
  in	
  high	
  coverage	
  rate.	
  Despite	
  recent	
  reforms	
  (like	
  

the	
  decrease	
   in	
  the	
  number	
  of	
  contributory	
  years	
  required	
  for	
  building	
  up	
  full	
  pension	
  

rights),	
   the	
   adequacy	
   of	
   the	
   State	
   Pension	
   is	
   however	
   low;	
   for	
   adequate	
   retirement	
  

benefits,	
   individuals	
   need	
   to	
   save	
   additionally	
   via	
   occupational	
   pension	
   scheme	
   and	
  

third-­‐pillar	
  saving	
  products.	
  

2	
   PAYG	
  vs	
  funding	
   As	
  is	
  common	
  in	
  first	
  pillar	
  pensions,	
  the	
  State	
  Pension	
  is	
  completely	
  PAYG	
  

3	
   Decumulation	
   The	
   system	
   provides	
   automatic	
   annuitisation,	
   therefore	
   eliminating	
   annuities	
  

conversion	
  risk	
  and	
  avoiding	
  behavioural	
  pitfalls	
  

4	
   (Actuarial)	
  fairness	
   As	
   a	
   Beveridgean	
   system,	
   the	
   UK	
   State	
   Pension	
   has	
   a	
   high	
   degree	
   of	
   actuarial	
  

unfairness,	
  which	
  will	
  be	
  even	
  more	
  so	
  if,	
  as	
  proposed,	
  a	
  flat	
  rate	
  pension	
  is	
  introduced.	
  

This	
   is	
   however	
   in	
   line	
  with	
   one	
   of	
   basic	
   objectives	
   of	
   a	
   first	
   pillar	
   pension:	
   providing	
  

poverty	
  relief	
  through	
  a	
  large	
  degree	
  of	
   income	
  redistribution.	
  The	
  proposed	
   lowering	
  

of	
   the	
  means-­‐tested	
   benefits	
   will	
   take	
   away	
   the	
   disincentive	
   to	
   work	
   and	
   contribute	
  

among	
   people	
   on	
   low	
   salaries.	
   The	
   actuarially	
   favourable	
   treatment	
   of	
   deferred	
  

benefits	
  can	
  be	
  expected	
  to	
  be	
  effective	
  in	
  promoting	
  that	
  people	
  voluntarily	
  postpone	
  

claiming	
  benefits.	
  

5	
   Completeness	
  of	
  contracts	
  

and	
  governance	
  

NA	
  

6	
   Performance	
  &	
  costs	
   NA	
  

7	
   Behavioural	
  barriers	
   With	
   its	
   mandatory	
   nature,	
   set	
   contribution	
   rates	
   and	
   automatic	
   annuitisation,	
   the	
  

State	
  Pension’s	
  ‘default	
  options’	
  are	
  set	
  to	
  ensure	
  high	
  coverage,	
  although	
  the	
  resulting	
  

income	
  typically	
  represents	
  an	
  inadequate	
  replacement	
  rate	
  in	
  retirement	
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3.1.2	
   Second	
  pillar:	
  workplace	
  pensions	
  
	
  

There	
  are	
  a	
  number	
  of	
  different	
  ways	
  to	
  define	
  and	
  categorise	
  second	
  pillar	
  pension	
  plans,	
  as	
  shown	
  

in	
  Figure	
  3.4.	
  For	
  the	
  purpose	
  of	
  this	
  thesis,	
  we	
  will	
  use	
  the	
  term	
  ‘workplace	
  pensions’	
  to	
  refer	
  to	
  any	
  

pension	
   plans,	
   which	
   are	
   facilitated,	
   and	
   typically	
   contributed	
   to,	
   by	
   the	
   employer.	
   These	
   include	
  

trust-­‐based,	
   occupational	
   pension	
   plans	
   (which	
   may	
   be	
   either	
   DB	
   or	
   DC),	
   however	
   also	
   contract-­‐

based	
  group	
  pension	
  plans.	
  

	
  

	
  
	
  

Participation	
  in	
  such	
  pension	
  plans	
  is	
  voluntary,	
  and	
  in	
  2011	
  just	
  48%	
  of	
  all	
  employees	
  were	
  members	
  

of	
  employer-­‐sponsored	
  pension	
  schemes60.	
  There	
  is	
  a	
  significant	
  variation	
  between	
  the	
  proportion	
  of	
  

private	
  sector	
  vis-­‐à-­‐vis	
  public	
  sector	
  workers	
  participating	
  in	
  workplace	
  pension	
  plans:	
  around	
  83%	
  of	
  

public	
  sector	
  employees	
  participate	
   in	
  an	
  employer-­‐sponsored	
  pension	
  plan,	
  against	
  only	
  33%61	
   for	
  

private	
  sector	
  employees,	
  resulting	
  in	
  some	
  12.4	
  million	
  private	
  sector	
  workers	
  without	
  coverage	
  of	
  

an	
   employer-­‐sponsored	
   pension	
   plan	
   in	
   200962.	
   Among	
   the	
   employees	
   that	
   are	
   member	
   of	
   a	
  

workplace	
  pension	
  plan,	
  most	
  are	
  still	
  member	
  of	
  an	
  occupational	
  DB	
  pension	
  schemes,	
  although	
  this	
  

                                                
60	
  Office	
  for	
  National	
  Statistics	
  (2012b).	
  NB	
  ‘employer-­‐sponsored’	
  indicates	
  that	
  the	
  employer	
  contributes	
  to	
  the	
  member’s	
  
savings	
  in	
  the	
  pension	
  plan.	
  It	
  therefore	
  does	
  not	
  refer	
  to	
  who	
  bears	
  the	
  risk	
  in	
  the	
  pension	
  plan.	
  
61	
  The	
  extreme	
  difference	
   in	
  participation	
  rates	
  of	
  public	
  and	
  private	
  sector	
  employees	
  can	
  be	
  explained	
  by	
  the	
  situation	
  
that	
   pensions	
   are	
   more	
   institutionalised	
   for	
   public	
   sector	
   workers	
   and	
   by	
   the	
   more	
   attractive	
   pension	
   arrangements	
   in	
  
public	
  sector	
  pension	
  plans.	
  For	
  instance,	
  there	
  is	
  evidence	
  that	
  (high)	
  employer	
  contribution	
  levels,	
  as	
  applicable	
  to	
  public	
  
sector	
   plans,	
   stimulate	
   plan	
   participation	
   levels	
   (Madrian	
   and	
   Shea	
   (2001)).	
   This	
   result	
   is	
   also	
   confirmed	
   in	
   NAPF’s	
  
Workplace	
   Pensions	
   Survey,	
  where	
   49%	
  of	
   contestants	
   confirm	
   that	
   they	
   expect	
   to	
   stay	
   enrolled	
   in	
   a	
   pension	
  plan	
   as	
   a	
  
result	
  of	
  the	
  employer	
  contribution	
  paid	
  (NAPF	
  (2012))	
  
62	
  Hutton	
  Review,	
  Interim	
  Report	
  

Figure	
  3.4:	
  
	
  
UK	
  pension	
  plans	
  
	
  
Adapted	
  from	
  the	
  Turner	
  
Commission,	
  First	
  Report	
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proportion	
   has	
   gradually	
   decreased	
   from	
   46%	
   in	
   1997	
   to	
   30%	
   in	
   2011	
   (see	
   Figure	
   3.5).	
   Contract-­‐

based	
  group	
  pension	
  plans	
  have	
  however	
  been	
  on	
  the	
  increase,	
  up	
  from	
  1%	
  in	
  1997	
  to	
  10%	
  in	
  2011.	
  

	
  

	
  
	
  

In	
  all,	
  as	
  illustrated	
  by	
  Figure	
  3.6,	
  the	
  total	
  number	
  of	
  members	
  in	
  occupational	
  (DB	
  and	
  DC)	
  pension	
  

schemes	
  has	
  decreased	
  steadily	
  since	
  the	
  1960s,	
  with	
  especially	
  participation	
  among	
  private	
  sector	
  

employees	
  showing	
  a	
  sharp	
  decline.	
  In	
  2010,	
  total	
  membership	
  of	
  occupational	
  schemes	
  amounted	
  

to	
  some	
  8.3	
  million	
  members,	
  of	
  which	
  64%,	
  or	
  5.3m,	
  are	
  public	
  sector	
  and	
  36%	
  (3.0m)	
  are	
  private	
  

sector	
  workers.	
  

	
  

Among	
  pensioners,	
  61%	
  had	
  income	
  from	
  an	
  occupational	
  pension	
  in	
  2010-­‐11,	
  at	
  an	
  average	
  amount	
  

of	
  £189	
  per	
  week63.	
  

	
  

                                                
63	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2011)	
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Figure	
  3.5:	
  
	
  
Proportion	
   of	
   employees	
  
with	
   workplace	
   pensions:	
  
by	
  type	
  of	
  pension,	
  1997	
  to	
  
2011	
  
	
  
Source:	
   Office	
   for	
   National	
  
Statistics	
  (2012b)	
  

	
  
Figure	
  3.6:	
  
	
  
Number	
   of	
   private	
   versus	
  
public	
   sector	
   employees	
  
that	
   are	
   member	
   of	
   an	
  
occupational	
   pension	
  
scheme	
  
	
  
Source:	
   Office	
   for	
   National	
  
Statistics	
  (2011e)	
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DB	
  versus	
  DC	
  
 
As	
   we	
   have	
   seen	
   before	
   in	
   Chapter	
   2,	
   occupational	
   pension	
   plans	
   can	
   be	
   in	
   the	
   form	
   of	
   defined	
  

benefit	
  (‘DB’)	
  or	
  defined	
  contribution	
  (‘DC’)	
  plans.	
  In	
  order	
  to	
  reduce	
  the	
  risk	
  of	
  default	
  or	
  insolvency	
  

of	
   the	
   employer	
   in	
   a	
   DB	
   plan,	
   private	
   sector	
   employers	
   (ie.,	
   employers	
   without	
   a	
   Government	
  

guarantee)	
  must	
  pay	
  an	
  annual	
  levy	
  to	
  the	
  Pension	
  Protection	
  Fund	
  (‘PPF’)64.	
  	
  

Traditionally,	
  DB	
  plans	
  in	
  the	
  UK	
  have	
  been	
  final-­‐salary	
  based,	
  although	
  these	
  are	
  expected	
  to	
  change	
  

to	
  career-­‐average	
  revalued	
  earnings	
  (‘CARE’)	
  plans,	
  as	
  we	
  will	
  see	
  below	
  in	
  section	
  3.3.	
  	
  

	
  

As	
  a	
  result	
  of	
  the	
  higher	
  risks	
  for	
  the	
  employer	
  (as	
  the	
  DB	
  plan’s	
  sponsor),	
  resulting	
  from	
  increased	
  

life	
  expectancy,	
  and	
  of	
  changing	
  accounting	
  standards	
  making	
  the	
  impact	
  of	
  pension	
  liabilities	
  more	
  

visible	
  on	
  the	
  employer’s	
  balance	
  sheet,	
  many	
  private	
  sector	
  employers	
  have	
  in	
  recent	
  years	
  closed	
  

their	
   final	
   salary	
  DB	
  pension	
  plans	
  and	
  replaced	
   them	
  by	
  DC	
  plans65.	
   In	
   fact,	
  earlier	
   this	
  year	
  Royal	
  

Dutch	
  Shell	
  was	
  the	
  last	
  FTSE	
  100	
  company	
  to	
  announce	
  it	
  will	
  close	
  its	
  final	
  salary	
  DB	
  scheme	
  to	
  new	
  

members66.	
  	
  

	
  

When	
  an	
  employer	
  changes	
  the	
  pension	
  plan	
  arrangement	
  for	
  its	
  employees	
  from	
  a	
  DB	
  to	
  a	
  DC	
  plan,	
  

the	
   employer	
   can	
   either	
   offer	
   an	
   occupational	
   pension	
   scheme	
   or	
   an	
   arrangement	
   organised	
   as	
   a	
  

group	
   personal	
   pension	
   plan.	
   Both	
   categories	
   are	
   individual	
   DC	
   plans,	
   implying	
   that	
   assets	
   are	
  

administered	
   in	
   separate	
   asset	
   pools	
   or	
   each	
   participant.	
   The	
   plans	
   differ	
   in	
   their	
   organisational	
  

structure	
   however.	
   The	
   trust-­‐based	
   DC	
   occupational	
   pension	
   scheme	
   is,	
   in	
   terms	
   of	
   governance	
  

structure,	
  similar	
  to	
  a	
  DB	
  plan,	
  with	
  a	
  board	
  of	
  trustees	
  representing	
  the	
   interests	
  of	
  the	
  members	
  

and	
  (as	
  we	
  have	
  seen	
  before	
   in	
  section	
  2.6)	
   in	
  charge	
  of	
  taking	
  those	
  decisions	
  that	
  have	
  not	
  been	
  

explicitly	
  laid	
  down	
  in	
  the	
  pension	
  contract.	
  The	
  trustees’	
  responsibilities	
  and	
  liabilities	
  are	
  laid	
  down	
  

in	
  the	
  Trustee	
  Law,	
  stipulating,	
  among	
  other	
  things,	
  that	
  an	
  individual	
  trustee	
  is	
  legally	
  liable	
  if	
  he	
  or	
  

she	
  is	
  shown	
  not	
  to	
  adhere	
  to	
  the	
  ‘prudent	
  person’	
  principle.	
  	
  

	
  

On	
  the	
  other	
  hand,	
  the	
  contract-­‐based	
  group	
  personal	
  pension	
  plan	
  is	
  typically	
  negotiated	
  between	
  

the	
  employer	
  and	
  an	
  external	
  provider	
  (such	
  as	
  an	
  insurance	
  company),	
  at	
  set	
  conditions,	
  however	
  

upon	
   enrolment	
   the	
   employee	
   has	
   a	
   direct	
   contractual	
   relationship	
   with	
   the	
   provider.	
   Typically,	
  

employee	
   contributions	
   can	
  be	
   set	
  by	
   the	
  employee,	
  with	
  a	
   certain	
  minimum	
   level,	
   and	
   there	
   is	
   a	
  

fixed	
   formula	
   at	
  which	
  employer	
   contributions	
   are	
  paid	
   (for	
   instance,	
   the	
  employer	
  may	
  match	
  or	
  

double	
  the	
  employee	
  contributions).	
  These	
  contributions	
  are	
  invested	
  into	
  individual	
  ‘pension	
  pots’	
  

                                                
64	
  Office	
  for	
  National	
  Statistics	
  (2011b)	
  
65	
  In	
  some	
  cases	
  for	
  new	
  members	
  only,	
  in	
  other	
  cases	
  for	
  any	
  new	
  accruals	
  
66	
  ‘Shell	
  closes	
  last	
  FTSE	
  100	
  final	
  salary	
  pension	
  scheme’,	
  the	
  Telegraph,	
  dd.	
  6	
  January	
  2012 
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on	
  behalf	
  of	
  each	
  individual	
  member.	
  The	
  plan	
  usually	
  offers	
  the	
  employee	
  flexibility	
  as	
  to	
  how	
  these	
  

savings	
  are	
  invested	
  (from	
  a	
  set	
  funds	
  range),	
  with	
  a	
  default	
  option	
  for	
  those	
  that	
  prefer	
  not	
  to	
  make	
  

an	
  active	
  choice.	
  Even	
  more	
  flexibility	
  to	
  determine	
  the	
  way	
  the	
  savings	
  are	
  invested	
  (eg	
  in	
  terms	
  of	
  

the	
  number	
  of	
  asset	
  classes	
  that	
  can	
  be	
  used)	
  are	
  available	
  to	
  eligible	
  plan	
  members	
  in	
  (group)	
  self-­‐

invested	
   personal	
   pensions	
   (‘SIPPs’),	
   which	
   the	
   employer	
   may	
   offer	
   access	
   to	
   as	
   part	
   of	
   its	
   group	
  

personal	
  pension	
  plan.	
  Within	
  personal	
  pension	
  plans,	
  the	
  stakeholder	
  pensions	
  can	
  be	
  distinguished	
  

as	
  a	
  separate	
  category	
  with	
  specific	
  minimum	
  standards.	
  

	
  

As	
  individual	
  arrangements,	
  DC	
  plans	
  therefore	
  do	
  not	
  offer	
  the	
  benefits	
  that	
  collective	
  investments	
  

(for	
   instance,	
   in	
  a	
  traditional	
  DB	
  plan	
  or	
  a	
   ‘collective	
  DC’	
  structure	
  as	
  used	
   in	
  some	
  other	
  countries	
  

like	
  the	
  Netherlands)	
  may	
  bring	
  about,	
  as	
  was	
  explained	
  in	
  section	
  2.767.	
  Moreover,	
  in	
  contract-­‐based	
  

DC	
   plans,	
   the	
   participant’s	
   own	
   responsibility	
   as	
   to	
   the	
   decisions	
   he	
   or	
   she	
   will	
   need	
   to	
   make	
   in	
  

regards	
  to	
  retirement	
  planning	
  is	
  high:	
  the	
  individual	
  can	
  be	
  expected	
  to	
  be	
  more	
  vulnerable	
  to	
  the	
  

pitfalls	
  of	
  behavioural	
  bias,	
  as	
  discussed	
  in	
  section	
  2.8,	
  than	
  in	
  a	
  trust-­‐based	
  system.	
  

 	
  
Figure	
  3.7a	
  and	
  b:	
  	
   Provision	
  of	
  different	
  types	
  of	
  pension	
  plans	
  by	
  private	
  sector	
  employers	
  and	
  active	
  

membership	
  of	
  such	
  pension	
  plans	
  
	
  

Source:	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2012)	
  
	
  

As	
  shown	
  in	
  Figure	
  3.7a,	
  the	
  proportion	
  of	
  private	
  sector	
  employers	
  still	
  offering	
  a	
  (DB	
  or	
  DC)	
  trust-­‐

based	
  occupational	
  pension	
  scheme	
  to	
  their	
  employees	
  amounted	
  to	
  a	
  mere	
  3%	
  in	
  2011,	
  while	
  the	
  

proportion	
   of	
   private	
   sector	
   employers	
   providing	
   any	
   pensions	
   arrangement	
   to	
   their	
   employees	
  

declined	
   between	
   2007	
   and	
   2011	
   from	
   41%	
   to	
   31%68.	
   These	
   low	
   figures	
   reflect	
   that	
   many	
   small	
  

employers,	
   do	
   not	
   offer	
   any	
   pension	
   plan	
   to	
   their	
   staff	
   at	
   present	
   -­‐	
   which,	
   prior	
   to	
   the	
  

implementation	
  of	
  the	
  auto-­‐enrolment	
  policy,	
  they	
  are	
  not	
  required	
  to.	
  Since	
  many	
  larger	
  employers	
  

do	
  offer	
  their	
  staff	
  a	
  pension	
  arrangement,	
  employers	
  with	
  a	
  pension	
  provision	
  however	
  cover	
  81%	
  

                                                
67	
  See,	
  for	
  instance,	
  Bovenberg	
  and	
  Nijman	
  (2009)	
  
68	
  These	
  percentages	
  are	
  actually	
  lower	
  than	
  the	
  ones	
  reported	
  in	
  the	
  table,	
  since	
  some	
  companies	
  offer	
  multiple	
  types	
  of	
  
pension	
  schemes 
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of	
  private	
  sector	
  employees.	
  Nevertheless,	
  as	
  shown	
  in	
  Figure	
  3.7b,	
  in	
  2011	
  only	
  26%	
  of	
  these	
  private	
  

sector	
  employees	
  were	
  active	
  member	
  of	
  any	
  pension	
  plan	
  to	
  which	
  the	
  employer	
  contributes69.	
  Of	
  

these	
   employees,	
   around	
   half	
   are	
   members	
   of	
   trust-­‐based	
   occupational	
   schemes,	
   reflecting	
   the	
  

larger	
  average	
  size	
  of	
  such	
  schemes.	
  	
  

	
  

Following	
  the	
  shift	
  away	
   from	
  DB	
  plans	
   in	
   the	
  private	
  sector,	
  employer-­‐sponsored	
  DC	
  plans	
   (either	
  

trust-­‐based	
  occupational	
  plans	
  or	
  workplace	
  group	
  personal	
  pension	
  plans)	
  are	
  about	
  to	
  replace	
  DB	
  

plans	
  as	
  the	
  main	
  source	
  of	
  occupational	
  pensions.	
   In	
  2009,	
  of	
  19m	
  private	
  sector	
  employees,	
  only	
  

some	
  2.6m	
  (or	
  14%)	
  were	
  still	
  active	
  members	
  of	
  DB	
  plans,	
  while	
  c.	
  1m	
  (5%)	
  were	
  active	
  members	
  of	
  

(trust-­‐based)	
   occupational	
   DC	
   schemes,	
   and	
   another	
   3m	
   (16%)	
   were	
   covered	
   by	
   (contract-­‐based)	
  

employer-­‐sponsored	
  individual	
  DC	
  schemes,	
  such	
  as	
  personal	
  pensions	
  or	
  stakeholder	
  pensions70.	
  

	
  

A	
  consequence	
  of	
  the	
  shift	
   from	
  DB	
  to	
  DC	
  plans	
  has	
  been	
  that	
  the	
  average	
  contribution	
  rates	
  have	
  

decreased	
  significantly.	
  By	
  way	
  of	
  illustration,	
  in	
  2009	
  the	
  average	
  contribution	
  rate	
  of	
  employers	
  in	
  

private	
   sector	
  DB	
   schemes	
   amounted	
   to	
   16.5%	
   and	
   of	
  members	
   to	
   5.2%.	
   In	
   the	
   same	
   year,	
   these	
  

percentages	
   in	
  private	
  sector	
  DC	
  schemes	
  were	
  6.4%	
  and	
  2.9%,	
  respectively71.	
  More	
  specifically,	
  as	
  

Figures	
   3.8	
   and	
   3.9	
   indicate,	
   a	
   significantly	
   larger	
   proportion	
   of	
   public	
   sector	
   employees	
   has	
  

(employee	
  and	
  employer)	
  contributions	
  in	
  the	
  upper	
  range;	
  for	
  private	
  sector	
  workers,	
  the	
  variation	
  

among	
   contributions	
   paid	
   is	
   large	
   with	
   a	
   relatively	
   sizeable	
   group	
   (around	
   18%	
   of	
   private	
   sector	
  

workers)	
   choosing	
  not	
   to	
  make	
  any	
   contributions	
   to	
   their	
  pension	
  plan.	
   The	
  data	
   for	
  public	
   sector	
  

contributions	
   are	
   coherent	
  with	
   those	
   for	
  occupational	
  DB	
  plans,	
  which	
   is	
  not	
   surprising	
  given	
   the	
  

large	
  proportion	
  of	
  public	
  sector	
  employees	
  that	
  are	
  on	
  DB	
  pensions.	
  Similarly,	
  around	
  20%	
  of	
  both	
  

employees	
   in	
  occupational	
  DC	
  and	
   in	
  group	
  pension	
  plans	
  do	
  not	
  contribute	
  anything	
  to	
  their	
  own	
  

pension	
  plans,	
  which	
  is	
  in	
  line	
  with	
  the	
  percentage	
  of	
  non-­‐contributing	
  private	
  sector	
  workers.	
  

	
  

As	
  indicated	
  above,	
  not	
  only	
  the	
  contribution	
  rates,	
  but	
  also	
  the	
  participation	
  rates	
  in	
  private	
  sector	
  

pension	
  plans	
  have	
  suffered	
  in	
  recent	
  years.	
  In	
  private	
  sector	
  occupational	
  pensions,	
  male	
  employee	
  

membership	
   declined	
   from	
   52%	
   in	
   1997	
   to	
   39%	
   in	
   2010,	
   while	
   female	
   employee	
   membership	
   fell	
  

from	
   37	
   to	
   28%	
   in	
   this	
   period.	
   By	
   contrast,	
   in	
   public	
   sector	
   pension	
   plans,	
   which	
   have	
   remained	
  

almost	
   exclusively	
   DB,	
   the	
   membership	
   rate	
   for	
   male	
   employees	
   was	
   unchanged	
   at	
   87%	
   in	
   2010	
  

                                                
69	
   The	
   participation	
   rate	
   in	
  workplace	
   pensions	
   for	
   private	
   sector	
   employees	
   reported	
   here	
   –	
   26%	
   -­‐	
   differs	
   (and	
   is	
   even	
  
lower)	
   than	
   the	
   rate	
  of	
  33%	
  reported	
  earlier	
   in	
   this	
   section.	
  The	
  differerence	
   is	
  due	
   to	
   the	
  different	
  methodology	
  of	
   the	
  
research	
  that	
  produces	
  these	
  data	
   (by	
  DWP	
  and	
  ONS,	
  respectively).	
  Since	
  the	
  data	
   in	
   the	
  present	
  table	
  are	
  taken	
  from	
  a	
  
DWP	
   survey	
   among	
   a	
   sample	
   of	
   companies,	
   the	
   ONS	
   data	
   on	
   participation	
   reported	
   earlier	
   are	
   likely	
   to	
   be	
   the	
   most	
  
accurate	
   ones	
   on	
   participation	
   rates.	
   Nevertheless,	
   the	
   DWP	
   survey	
   provides	
   useful	
   additional	
   information	
   to	
   enable	
  
classification	
  on	
  how	
  employers	
  have	
  organised	
  their	
  workplace	
  pension	
  provision.	
  
70	
  Hutton	
  Review,	
  Interim	
  Report	
  
71	
  Office	
  for	
  National	
  Statistics	
  (2011b)	
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compared	
  with	
  1997,	
  while	
  female	
  employee	
  membership	
  in	
  the	
  public	
  sector	
  in	
  fact	
  increased	
  from	
  

75%	
  to	
  82%72.	
  	
  

	
   	
  

	
  
Figures	
  3.8	
  and	
  3.9:	
  	
   Proportion	
  of	
   employees	
  enjoying	
  a	
   certain	
  percentage	
  of	
   employee	
  and	
  employer	
  

contribution	
  rates,	
  categorised	
  by	
  sector	
  (private	
  versus	
  public)	
  and	
  type	
  of	
  pensions	
  
(occupational	
  DB,	
  occupational	
  DC,	
  and	
  group	
  personal	
  /	
  stakeholder	
  plans)	
  
	
  
2011	
  data	
  from	
  Office	
  for	
  National	
  Statistics	
  (2012b)	
  

	
  

We	
  can	
  therefore	
  conclude	
  that	
  the	
  shift	
  from	
  DB	
  to	
  DC-­‐based	
  private	
  sector	
  pension	
  plans	
  has	
  had	
  a	
  

detrimental	
  effect	
  on	
  the	
   level	
  of	
   retirement	
  saving	
   for	
  private	
  sector	
  employees,	
  which	
  has	
  called	
  

for	
  measures	
  to	
  limit	
  the	
  potential	
  liability	
  that	
  this	
  undersaving	
  imposes	
  on	
  society.	
  

Auto-­‐enrolment	
  
 
In	
   response	
   to	
   this	
   situation	
   -­‐	
   in	
   order	
   to	
   stimulate	
   retirement	
   saving	
   and	
   overcome	
   behavioural	
  

hurdles	
   to	
  setting	
  aside	
  money	
  for	
  pensions,	
  as	
  discussed	
   in	
  section	
  2.8	
   -­‐	
  Government	
  has	
  decided	
  

implementing	
   a	
   system	
   of	
   automatic	
   enrolment	
   into	
   an	
   occupational	
   pension	
   plan	
   from	
   October	
  

2012	
  onwards73.	
  	
  

                                                
72	
  Office	
  for	
  National	
  Statistics	
  (2011c)	
  
73	
  Already	
  now	
  (ie.,	
  before	
  the	
  implementation	
  of	
  auto-­‐enrolment),	
   it	
   is	
  possible	
  for	
  pension	
  schemes	
  to	
  apply	
  automatic	
  
enrolment,	
  with	
  an	
  opt-­‐out	
  clause,	
   for	
   (new)	
  scheme	
  members.	
  Figures	
  show	
  that	
   in	
  2004,	
   the	
  participation	
   rate	
  among	
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Auto-­‐enrolment	
   implies	
   that	
   all	
   employers	
   are	
   required	
   to	
   automatically	
   enrol	
   employees	
   into	
   an	
  

eligible	
  pension	
  plan74	
  with	
  defined,	
  minimum	
  contribution	
  levels	
  for	
  both	
  employer	
  and	
  employee.	
  

The	
  employee	
  has	
  the	
  possibility	
  to	
  actively	
  opt	
  out	
  of	
  the	
  pension	
  plan;	
  if	
  he	
  or	
  she	
  decides	
  to	
  opt	
  

out,	
  the	
  employer	
  however	
  needs	
  to	
  automatically	
  enrol	
  the	
  employee	
  again	
  after	
  a	
  certain	
  period	
  of	
  

time	
  (typically,	
  three	
  years),	
  after	
  which	
  the	
  employee	
  may	
  again	
  opt	
  out.	
  	
  

Auto-­‐enrolment	
   will	
   be	
   applicable	
   to	
   all	
   employees	
   aged	
   between	
   22	
   and	
   the	
   SPA75	
   that	
   earn	
   a	
  

certain	
   minimum	
   wage	
   (as	
   per	
   April	
   2012,	
   £8,105	
   per	
   year)76.	
   The	
   minimum	
   contribution	
   levels,	
  

consisting	
  of	
  the	
  employee	
  contribution,	
  the	
  employer	
  contribution	
  and	
  the	
  Government’s	
  tax	
  relief,	
  

must	
  initially	
  meet	
  2%	
  of	
  the	
  employee’s	
  earnings	
  and	
  will	
  be	
  increased	
  to	
  8%	
  after	
  a	
  few	
  years.	
  Of	
  

this	
  percentage,	
  a	
  minimum	
  of	
  1%	
  (increasing	
  to	
  5%)	
  will	
  need	
  to	
  be	
  contributed	
  by	
  the	
  employer.	
  

The	
  Department	
  for	
  Work	
  and	
  Pensions	
  estimates	
  that	
  between	
  5	
  and	
  8	
  million	
  employees	
  will	
  start	
  

saving	
  or	
  will	
  save	
  more	
  in	
  an	
  employer-­‐sponsored	
  scheme	
  as	
  a	
  result	
  of	
  auto-­‐enrolment77	
  although	
  

this	
  is	
  disputed	
  by	
  other	
  sources.	
  It	
  is	
  suggested	
  that	
  a	
  low	
  take-­‐up	
  of	
  additional	
  saving	
  in	
  the	
  current	
  

economic	
  environment	
  could	
  make	
  Government	
  consider	
  making	
  participation	
  compulsory78.	
  As	
  we	
  

have	
  seen	
  before	
  in	
  section	
  2.7,	
  a	
  compulsory	
  system	
  would	
  offer	
  the	
  added	
  benefit	
  of	
  being	
  more	
  

cost-­‐effective	
   than	
   a	
   voluntary	
   system.	
  Government	
   has	
   announced	
   that	
   it	
  will	
   evaluate	
   the	
   auto-­‐

enrolment	
  system	
  in	
  2017.	
  

	
  

A	
  prerequisite	
  when	
  implementing	
  an	
  overall	
  auto-­‐enrolment	
  policy	
  is	
  that	
  there	
  is	
  a	
  default	
  pension	
  

scheme	
  available	
  that	
  the	
  employer	
  can	
  enrol	
   its	
  employees	
   into,	
   in	
  the	
  absence	
  of	
  a	
  (pre-­‐existing)	
  

eligible	
  plan.	
   In	
  order	
   to	
  meet	
   this	
   requirement	
  and	
   following	
   the	
   recommendations	
  of	
   the	
  Turner	
  

Commission	
  (2005),	
   in	
  2010	
  the	
  National	
  Employment	
  Savings	
  Trust,	
  or	
  NEST,	
  was	
  set	
  up.	
  NEST	
  is	
  a	
  

trust-­‐based,	
   Defined	
   Contribution	
   pension	
   scheme,	
   designed	
   to	
   administer	
   and	
   invest	
   personal	
  

pension	
   accounts	
   on	
   behalf	
   of	
   employees	
   of	
   companies	
   that	
   have	
   selected	
   NEST	
   as	
   their	
   pension	
  

scheme.	
   NEST	
   is	
   set	
   up	
   as	
   a	
   non-­‐profit,	
   low-­‐cost	
   structure.	
   As	
   default	
   fund,	
   NEST	
   is	
   expected	
   to	
  

attract	
   in	
  particular	
   small	
  and	
  medium-­‐sized	
  employers	
   that	
  currently	
  do	
  not	
  have	
  eligible	
  pension	
  

plans.	
  Next	
  to	
  NEST,	
  also	
  the	
  first	
  commercial	
  alternatives	
  have	
  been	
  launched	
  in	
  the	
  meantime79.	
  

	
  

                                                                                                                                                   
private	
  sector	
  plans	
   that	
  auto-­‐enrol	
  all	
  employees	
  amounted	
  to	
  92%	
  for	
  DB	
  and	
  85%	
  for	
  DC	
  plans	
  against	
  68%	
  and	
  57%,	
  
respectively,	
  for	
  plans	
  that	
  would	
  require	
  active	
  enrolment	
  (Government	
  Actuary’s	
  Department,	
  2005).	
  	
  
74	
  This	
  can	
  be	
  the	
  company	
  pension	
  scheme,	
  provided	
  it	
  meets	
  certain	
  minimum	
  criteria,	
  or	
  a	
  pension	
  plan	
  provided	
  by	
  an	
  
external	
  provider	
  
75	
  State	
  Pension	
  Age	
  
76	
  www.direct.gov.uk	
  
77	
  www.dwp.gov.uk	
  
78	
  See	
  for	
  instance	
  ‘Gov’t	
  could	
  introduce	
  compulsory	
  saving,	
  CPS’,	
  FT	
  Adviser,	
  dd.	
  29	
  May	
  2012)	
  
79	
  In	
  particular,	
  NOW	
  Pensions	
  (a	
  subsidiary	
  of	
  Danish	
  pension	
  fund	
  ATP)	
  and	
  the	
  People’s	
  Pension	
  (by	
  UK	
  financial	
  benefits	
  
provider	
  B&CE)	
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Since,	
  as	
  we	
  have	
  seen	
  before	
  in	
  section	
  2.8,	
  people	
  are	
  prone	
  to	
  inertia	
  –	
  to	
  do	
  nothing	
  or	
  take	
  the	
  

path	
  or	
  least	
  resistance	
  –	
  where	
  retirement	
  planning	
  is	
  concerned,	
  auto-­‐enrolment	
  can	
  be	
  expected	
  

to	
  be	
  an	
  effective	
  tool	
   in	
  raising	
  participation	
  levels	
  and	
  the	
  savings	
  rate	
  in	
  occupational	
  pensions	
  -­‐	
  

provided	
  the	
  default	
  contribution	
  rates	
  are	
  set	
  at	
  a	
  sufficiently	
  high	
  level.	
  It	
   is	
  exactly	
  here	
  that	
  the	
  

current	
  auto-­‐enrolment	
  procedure	
  may	
  fall	
  short	
  of	
  its	
  objective.	
  The	
  minimum	
  contribution	
  levels	
  –	
  

of	
  initially	
  2%	
  and	
  after	
  a	
  few	
  years	
  8%	
  of	
  a	
  participant’s	
  salary	
  –	
  are	
  clearly	
  insufficient	
  for	
  building	
  

up	
   an	
   adequate	
   level	
   of	
   retirement	
   benefits.	
   Whereas	
   these	
   numbers	
   are	
   minimum	
   levels,	
   and	
  

people	
   are	
   therefore	
   able	
   to	
   voluntarily	
   raise	
   these	
   percentages,	
   also	
   here	
   behavioural	
   theory	
  

predicts	
  that	
  people	
  are	
  prone	
  to	
  hold	
  on	
  to	
  the	
  default.	
  This	
  means	
  that	
  even	
  people	
  that	
  are	
  willing	
  

and	
  able	
  to	
  contribute	
  more	
  than	
  the	
  minimum	
  contribution	
  level	
  are	
  likely	
  to	
  stick	
  to	
  the	
  set	
  level;	
  

in	
   this	
   case,	
   the	
  auto-­‐enrolment	
  procedure	
  will	
   actually	
   cause	
   these	
  people	
   to	
   save	
   less	
   than	
   they	
  

would	
  otherwise	
  have	
  done.	
  An	
  alternative	
  to	
  stimulate	
  contribution	
  rates	
  by	
  the	
  employee	
  in	
  such	
  

an	
  auto-­‐enrolment	
  system	
  is	
  to	
  (further)	
  increase	
  employer	
  contributions	
  relative	
  to	
  the	
  employee’s,	
  

as	
  suggested	
  by	
  Madrian	
  and	
  Shea	
  (2001).	
  

	
  

Nevertheless,	
   the	
   introduction	
  of	
  auto-­‐enrolment	
  can	
  be	
  considered	
  a	
   step	
   in	
   the	
   right	
  direction	
  –	
  

given	
   that	
   auto-­‐enrolment,	
   even	
   with	
   low	
   default	
   contribution	
   rates,	
   is	
   better	
   than	
   a	
   voluntary	
  

system	
  with	
  active	
  enrolment	
  only.	
  

Decumulation	
  
	
  

Upon	
  retirement,	
  there	
  are	
  several	
  ways	
  to	
  decumulate	
  the	
  accrued	
  savings.	
  People	
  with	
  savings	
  in	
  

DB	
  pensions	
  are	
  paid	
  a	
   lifetime	
  annuity	
   from	
  the	
  normal	
  pension	
  age	
  of	
   their	
   scheme.	
   In	
  addition,	
  

they	
  may	
  be	
  eligible	
  to	
  take	
  out	
  a	
  lump	
  sum	
  payment,	
  depending	
  on	
  the	
  scheme	
  rules.	
  

	
  

Participants	
  in	
  (occupational	
  and	
  personal)	
  DC	
  pensions	
  need	
  to	
  organise	
  the	
  decumulation	
  of	
  their	
  

pension	
  pot	
  themselves	
  when	
  they	
  retire.	
  At	
  retirement,	
   they	
  can	
  opt	
  to	
  purchase	
  an	
  annuity	
  with	
  

their	
  pension	
  assets,	
  as	
  well	
  as	
  take	
  up	
  until	
  25%	
  of	
  their	
  DC	
  fund	
  in	
  the	
  form	
  of	
  a	
  tax-­‐free	
  lump	
  sum.	
  

Such	
   an	
   annuity	
   pays	
   a	
   guaranteed	
   annual	
   income	
   to	
   the	
   holder	
   for	
   the	
   rest	
   of	
   his	
   or	
   her	
   life,	
   by	
  

pooling	
  the	
  mortality	
  risks	
  associated	
  with	
  individual	
  annuity	
  holders;	
  the	
  annuity	
  therefore	
  insures	
  

the	
  holder	
  against	
  longevity	
  risk.	
  The	
  amount	
  of	
  the	
  annuity	
  offered	
  at	
  retirement	
  by	
  the	
  insurance	
  

company	
  will	
  depend	
  on	
  the	
  size	
  of	
  the	
  individual’s	
  fund,	
  the	
  annuity	
  rate	
  used	
  and	
  the	
  type	
  of	
  the	
  

annuity	
   chosen	
   –	
   for	
   instance,	
   level	
   (or	
   nominal)	
   annuities,	
   index-­‐linked	
   annuities	
   or	
   investment-­‐

linked	
  annuities.	
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Until	
  recently,	
  people	
  with	
  DC	
  pensions	
  were	
  obliged	
  to	
  buy	
  an	
  annuity	
  between	
  the	
  ages	
  of	
  55	
  and	
  

75.	
  From	
  April	
  2011,	
  people	
  with	
  DC	
  pensions	
  are	
  no	
  longer	
  required	
  to	
  buy	
  an	
  annuity.	
  Instead,	
  at	
  

any	
  time	
  from	
  age	
  55	
  they	
  can	
  either	
  buy	
  and	
  annuity	
  or	
  opt	
  for	
  ‘drawdown’,	
  allowing	
  people	
  with	
  a	
  

lifetime	
   pension	
   income	
   of	
   £20,000	
   or	
   more	
   the	
   option	
   of	
   taking	
   unlimited	
   amounts	
   out	
   of	
   their	
  

pension	
  fund	
  at	
  any	
  time	
  (‘flexible	
  drawdown’),	
  while	
  people	
  with	
  less	
  than	
  £20,000	
  can	
  take	
  up	
  to	
  

an	
   amount	
   equivalent	
   to	
   what	
   they	
   would	
   receive	
   from	
   an	
   annuity	
   in	
   any	
   one	
   year	
   (‘capped	
  

drawdown’).	
  In	
  addition,	
  the	
  option	
  remains	
  to	
  take	
  out	
  a	
  25%	
  lump	
  sum80.	
  	
  

	
  

Whereas	
   this	
   reform	
   has	
   introduced	
   greater	
   flexibility	
   as	
   to	
   how	
   to	
   organise	
   the	
   decumulation	
   of	
  

savings,	
   it	
   also	
   implies	
   a	
   higher	
   risk	
   that	
   people	
   end	
   up	
   with	
   too	
   little	
   resources	
   later	
   in	
   life,	
   and	
  

therefore	
  may	
  need	
  to	
  call	
  upon	
  (means-­‐tested)	
  benefits81.	
  As	
  calculated	
  by	
  PPI	
  (2011),	
  this	
  risk	
  is	
  in	
  

particular	
   relevant	
   for	
   individuals	
   opting	
   for	
   a	
   capped	
  drawdown.	
  PPI	
   find	
   that	
   an	
   individual	
   has	
   a	
  

36%	
   chance	
   of	
   exhausting	
   their	
   funds	
   by	
   age	
   89	
   when	
   withdrawing	
   100%	
   of	
   the	
   corresponding	
  

annuities	
   value	
   in	
   a	
   capped	
  drawdown.	
  Nevertheless,	
   PPI’s	
  modelling	
  also	
   shows	
   that	
  only	
   a	
   small	
  

proportion	
  of	
  individuals	
  would	
  meet	
  the	
  criteria	
  (that	
  is,	
  have	
  sufficient	
  sources	
  of	
  other	
  income)	
  to	
  

be	
  able	
  to	
  use	
  a	
  flexible	
  or	
  even	
  a	
  capped	
  drawdown.	
  	
  

	
  

PPI’s	
  overall	
  conclusion	
  is	
  therefore	
  that	
  annuitisation	
  remains	
  the	
  most	
  appropriate	
  option	
  for	
  most	
  

individuals.	
  Automatic	
  annuitisation	
  as	
  offered	
  by	
  DB	
  pension	
  plans,	
  which,	
   in	
  addition,	
  takes	
  away	
  

the	
  annuities	
  conversion	
  risk	
  for	
  the	
  individual,	
  can	
  therefore	
  be	
  considered	
  optimal	
  for	
  most	
  people.	
  

	
  
	
  

3.1.2.1	
  	
   Public	
  sector	
  pension	
  plans	
  
	
  

Public	
   sector	
   pension	
   plans	
   constitute	
   a	
   large	
   and	
   special	
   category	
   among	
   occupational	
   pension	
  

plans.	
  The	
  relevance	
  of	
  public	
  pensions	
  in	
  the	
  UK	
  is	
  easily	
  illustrated	
  by	
  some	
  key	
  figures.	
  At	
  present,	
  

about	
  12	
  million,	
  or	
  one	
  in	
  five	
  UK	
  citizens,	
  are	
  members	
  or	
  beneficiaries	
  of	
  a	
  public	
  sector	
  pension	
  

                                                
80	
  Office	
  for	
  National	
  Statistics	
  (2011b)	
  
81	
  Blake	
  et	
  al	
  (2010)	
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plans.	
  Total	
  pension	
  benefits	
  paid	
   in	
  2008-­‐9	
   totalled	
  c.	
  £32	
  billion,	
   compared	
   to	
  c.	
  £50	
  billion	
  paid	
  

through	
  the	
  same	
  Basic	
  State	
  Pension	
  in	
  the	
  same	
  period82.	
  The	
  average	
  annual	
  pension	
  benefits	
  paid	
  

by	
  the	
  public	
  sector	
  schemes	
  in	
  2009-­‐10	
  amounted	
  to	
  £7,84183.	
  

	
  

In	
  essence,	
  the	
  way	
  public	
  and	
  private	
  sector	
  employees	
  can	
  save	
  for	
  retirement	
   is	
  the	
  same:	
  both	
  

public	
  and	
  private	
  sector	
  employees	
  offer	
  their	
  staff	
  the	
  possibility	
  to	
  participate	
  in	
  an	
  occupational	
  

pension	
   scheme	
   to	
   which	
   both	
   employer	
   and	
   employee	
   contribute.	
   There	
   are	
   however	
   some	
  

differences	
  in	
  the	
  design	
  of	
  these	
  pension	
  plans.	
  

	
  

Perhaps	
  the	
  main	
  distinction	
  between	
  public	
  and	
  private	
  sector	
  pension	
  plans	
  concerns	
  the	
  way	
  the	
  

plans	
  are	
  financed.	
  Since	
  public	
  sector	
  employers	
  are,	
  directly	
  or	
  indirectly,	
  Government-­‐backed,	
  the	
  

ultimate	
  sponsor	
  (or	
  guarantor)	
  of	
  a	
  public	
  sector	
  pension	
  plan	
  is	
  the	
  taxpayer.	
  As	
  was	
  explained	
  in	
  

Chapter	
   2,	
   public	
   sector	
   plans	
   therefore	
   have	
   the	
   possibility	
   to	
   finance	
   their	
   pension	
   benefits	
   -­‐	
  

completely	
   or	
   in	
   part	
   -­‐	
   from	
   general	
   taxation	
   instead	
   of	
   from	
   a	
   combination	
   of	
   contributions	
   and	
  

investment	
  returns.	
  In	
  other	
  words,	
  public	
  sector	
  pension	
  plans	
  have	
  the	
  possibility	
  to	
  use	
  either	
  pay-­‐

as-­‐you-­‐go	
  (‘PAYG’)	
  or	
  pre-­‐funding	
  as	
  their	
  financing	
  mechanism.	
  

	
  

In	
   effect,	
   both	
   PAYG	
   and	
   funded	
   public	
   sector	
   pension	
   plans	
   can	
   be	
   distinguished	
   in	
   the	
   UK.	
   In	
  

particular,	
   the	
   pension	
   plans	
   for	
   employees	
   of	
   local	
   authorities,	
   united	
   in	
   the	
   Local	
   Government	
  

Pension	
   Scheme	
   (‘LGPS’),	
   are	
   funded	
   plans,	
   whereas	
   all	
   other	
   public	
   sector	
   plans	
   (of	
   which	
   the	
  

pension	
   plans	
   of	
   the	
   National	
   Health	
   Service	
   (‘NHS’),	
   the	
   Teachers	
   and	
   the	
   Civil	
   Service	
   are	
   the	
  

largest	
  ones	
  in	
  terms	
  of	
  active	
  members)	
  are	
  organised	
  on	
  a	
  PAYG	
  basis.	
  These	
  PAYG	
  schemes	
  work	
  

on	
   the	
   basis	
   of	
   ‘book	
   reserves’:	
   the	
   sponsoring	
   government	
   bodies	
   recognise	
   a	
   liability	
   on	
   their	
  

balance	
  sheet	
  which	
  reflects	
   the	
  accrued	
  pensions	
  of	
   their	
  members,	
  although	
  there	
  are	
  no	
   legally	
  

separated	
  pension	
  assets.	
  

The	
  dual	
  system	
  of	
  both	
  PAYG	
  and	
  funded	
  public	
  sector	
  pension	
  plans	
  occasionally	
  gives	
  rise	
  to	
  some	
  

discussion:	
  should	
  all	
  public	
  sector	
  plans	
  adopt	
  the	
  same	
  funding	
  structure	
  or	
  not?	
  And	
  if	
  so,	
  should	
  

that	
  be	
  PAYG	
  or	
  funded?	
  Whereas	
  a	
  harmonisation	
  of	
  funding	
  structure	
  would	
  have	
  some	
  benefits	
  in	
  

terms	
   of	
   the	
   ability	
   to	
   compare	
   public	
   sector	
   plans	
  more	
   easily,	
   changing	
   the	
   structure	
   has	
   so	
   far	
  

never	
  been	
  concretely	
  on	
  the	
  agenda.	
   It	
  can	
  be	
  expected	
  that	
  this	
  will	
   remain	
  the	
  case	
   in	
  the	
  near	
  

future,	
  given	
  that	
  there	
  are	
  more	
  pressing	
  issues	
  to	
  deal	
  with,	
  as	
  we	
  will	
  explore	
  in	
  section	
  3.384.	
  	
  

	
  

                                                
82	
  Hutton	
  Review,	
  Interim	
  Report	
  
83	
  Hutton	
  Review,	
  Interim	
  Report 
84	
  Although	
  this	
  could	
  potentially	
  change	
  when	
  the	
  funded	
  public	
  sector	
  plans	
  cease	
  to	
  have	
  a	
  positive	
  annual	
  cashflow,	
  as	
  
is	
  expected	
  to	
  happen	
  in	
  the	
  next	
  few	
  years.	
  More	
  about	
  this	
  can	
  be	
  found	
  in	
  section	
  3.3.	
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The	
   UK	
   public	
   pension	
   schemes	
   are	
   in	
   part	
   centrally,	
   in	
   part	
   locally	
   administered,	
   resulting	
   in	
   a	
  

relatively	
  large	
  number	
  of	
  around	
  300	
  administrative	
  bodies.	
  For	
  instance,	
  the	
  LGPS	
  unites	
  a	
  total	
  of	
  

101	
   local	
   and	
   regional	
   authorities	
   with	
   their	
   own	
   pension	
   funds,	
   which	
   each	
   have	
   their	
   individual	
  

governance	
  structure.	
  Of	
  the	
  unfunded	
  plans,	
  some	
  are	
  administered	
  centrally,	
  such	
  as	
  the	
  Teachers,	
  

NHS	
   and	
   Armed	
   Forces	
   pension	
   schemes85.	
   Other	
   unfunded	
   plans	
   are	
   part	
   of	
   national	
   schemes	
  

however	
  are	
  administered	
  on	
  a	
   local	
  basis,	
  such	
  as	
  the	
  Police	
  Pension	
  Scheme	
  and	
  the	
  Firefighters’	
  

Pension	
  Scheme.	
  Public	
  sector	
  pension	
  plans	
  range	
  in	
  size	
  from	
  the	
  LGPS	
  as	
  the	
  largest	
  scheme	
  with	
  

4.5	
  million	
  members	
  to	
  individual	
  arrangements,	
  sometimes	
  set	
  up	
  for	
  a	
  single	
  individual86.	
  	
  

	
  

As	
   is	
   illustrated	
  in	
  Figure	
  3.10,	
  the	
  public	
  sector	
  pension	
  schemes	
  are	
  furthermore	
  characterised	
  by	
  

the	
  fact	
  that,	
  unlike	
  their	
  private	
  sector	
  counterparts,	
  they	
  are	
  still	
  predominantly	
  organised	
  as	
  final-­‐

salary	
  DB	
  plans87.	
  	
  

Also,	
  the	
  normal	
  pension	
  age88	
   for	
  public	
  sector	
  workers	
  typically	
  has	
  been	
   lower	
  than	
  the	
  average	
  

private	
  sector	
  workers’	
  pension	
  age,	
  often	
  at	
  60	
  rather	
  than	
  65	
  with	
  lower	
  pension	
  ages	
  of	
  55	
  years	
  

for	
  some	
  of	
  the	
  ‘uniformed	
  services’89.	
  Harmonising	
  the	
  normal	
  pension	
  age	
  of	
  public	
  sector	
  plans	
  to	
  

the	
  SPA,	
  which	
   is	
   set	
   to	
   increase	
   in	
   line	
  with	
   longevity	
  changes,	
   is	
  one	
  of	
   the	
   topics	
  of	
   the	
  current	
  

public	
   pension	
   reforms.	
   Typically,	
   public	
   sector	
   pension	
   plans	
   offer,	
   like	
   private	
   sector	
   plans,	
   the	
  

possibility	
   of	
   early	
   retirement	
   from	
   a	
   certain	
   minimum	
   pension	
   age,	
   with	
   reduced	
   retirement	
  

benefits.	
  	
  

                                                
85	
   ‘Central’	
   typically	
   means	
   ‘on	
   country	
   level’	
   here.	
   For	
   instance,	
   the	
   Teachers	
   pension	
   scheme	
   is	
   subdivided	
   in	
   the	
  
Teachers’	
   Pension	
   Scheme	
   for	
   England	
   and	
   Wales;	
   the	
   Scottish	
   Teachers’	
   Superannuation	
   Scheme;	
   and	
   the	
   Northern	
  
Ireland	
  Teachers’	
  Superannuation	
  Scheme	
  (Hutton	
  Review,	
  Interim	
  Report)	
  
86	
  2008-­‐9	
  figures;	
  in	
  Hutton	
  Review,	
  Interim	
  Report	
  
87	
  The	
  main	
  exceptions	
  are	
  the	
  latest	
  sections	
  of	
  the	
  civil	
  service	
  schemes	
  (‘Nuvos’)	
  and	
  the	
  general	
  and	
  dental	
  practitioner	
  
sections	
  of	
  the	
  NHS	
  schemes,	
  which	
  are	
  based	
  on	
  career	
  average	
  earnings;	
  and	
  the	
  civil	
  service	
  ‘Partnership’	
  option,	
  which	
  
is	
  Defined	
  Contribution	
  (Hutton	
  Review,	
  Interim	
  Report)	
  
88	
  NPA;	
  the	
  age	
  at	
  which	
  the	
  pension	
  plan	
  member	
  normally	
  becomes	
  entitled	
  to	
  receive	
  pension	
  benefits	
  
89	
  The	
  armed	
  forces,	
  police	
  and	
  firefighters	
  

Figure	
  3.10:	
  Public	
  versus	
  private	
  sector	
  
employees	
   with	
   workplace	
   pensions,	
  
categorised	
  by	
  type	
  of	
  pension.	
  
	
  
Based	
   on	
   2011	
   data	
   taken	
   from	
   Office	
   for	
  
National	
  Statistics	
  (2012b)	
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It	
   is	
   common	
   practice	
   for	
   public	
   sector	
   employees	
   that	
   the	
   additional	
   State	
   Pension,	
   eg	
   the	
   State	
  

Second	
  Pension	
  (‘S2P’),	
  is	
  contracted	
  out	
  to	
  the	
  employee’s	
  pension	
  plan,	
  since	
  this	
  results	
  in	
  pension	
  

benefits	
  that	
  are	
  at	
  least	
  as	
  good	
  as	
  would	
  be	
  generated	
  by	
  the	
  S2P	
  system	
  itself.	
  	
  

Public	
   sector	
   pension	
   plans	
   may	
   differ	
   considerably	
   among	
   them	
   in	
   a	
   number	
   of	
   other	
   design	
  

aspects,	
  such	
  as	
  the	
  contribution	
  level	
  of	
  the	
  employee	
  (ranging	
  from	
  nil	
  to	
  c.	
  11%	
  with	
  average	
  rates	
  

at	
  around	
  6.5%)	
  and	
  the	
  employer	
  (from	
  c.	
  13	
  to	
  32%)90,	
  the	
  accrual	
  rates	
  and,	
  as	
  mentioned	
  above,	
  

the	
  normal	
  pension	
  age.	
  	
  

	
  

As	
  DB	
  plans,	
  retirement	
  benefits	
  from	
  public	
  sector	
  pension	
  plans	
  are	
  guaranteed	
  by	
  the	
  (in	
  this	
  case,	
  

Government-­‐backed)	
   employer.	
   However,	
   a	
   certain	
   level	
   of	
   risk	
   sharing	
   between	
   public	
   sector	
  

employers	
  and	
  employees	
  has	
  been	
  introduced	
  in	
  some	
  schemes	
  in	
  the	
  form	
  of	
  ‘cap	
  and	
  share’	
  rules.	
  

These	
   are	
   designed	
   to	
   spread	
   the	
   cost	
   of	
   any	
   future	
   unexpected	
   increases	
   in	
   contributions	
   more	
  

equitably	
  between	
  employer	
  and	
  employees,	
  up	
  to	
  a	
  cap	
  after	
  which	
  any	
  future	
  increases	
  are	
  borne	
  

by	
   the	
   employees	
   only91.	
   Public	
   sector	
   pensions	
   are	
   typically	
   uprated	
   in	
   line	
   with	
   inflation.	
   In	
   line	
  

with	
  the	
  State	
  Pension,	
  the	
  indexation	
  rate	
  will	
  change	
  from	
  RPI	
  to	
  CPI	
  as	
  part	
  of	
  the	
  current	
  pension	
  

reforms92.	
  	
  

	
  

Public	
  sector	
  pensions	
  are	
  frequently	
  considered	
  ‘generous’.	
  Is	
  this	
  a	
  valid	
  notion?	
  

	
  

To	
  a	
  certain	
  extent,	
  yes	
  –	
  at	
  least	
  when	
  comparing	
  the	
  average	
  public	
  and	
  the	
  average	
  private	
  sector	
  

pension.	
  For	
  public	
  sector	
  workers,	
  the	
  mean	
  value	
  of	
  total	
  accrued	
  pension	
  benefits	
  as	
  a	
  percentage	
  

of	
   total	
   pay	
   amounted	
   to	
   25.1%	
   in	
   2005,	
   up	
   from	
   23.7%	
   in	
   2001;	
   whereas	
   the	
   corresponding	
  

percentage	
  for	
  private	
  sector	
  workers	
  was	
  8.2%	
  in	
  2005,	
  down	
  from	
  8.7%	
  in	
  200193.	
  The	
  explanation	
  

for	
  this	
  discrepancy	
  does	
  not	
  lay	
  in	
  the	
  generosity	
  of	
  the	
  average	
  private	
  vis-­‐à-­‐vis	
  the	
  average	
  public	
  

sector	
   DB	
   plan,	
   which	
   are	
   quite	
   comparable.	
   Rather,	
   the	
   low	
   participation	
   rates	
   of	
   private	
   sector	
  

workers	
  in	
  such	
  generous	
  DB	
  plans	
  and	
  the	
  high	
  participation	
  rates	
  in	
  less	
  generous	
  DC	
  schemes,	
  in	
  

addition	
   to	
  a	
   low	
  overall	
  participation	
   rate	
  of	
  private	
  sector	
  workers	
   in	
  occupational	
  pension	
  plans	
  

accounts	
   for	
   this	
   disparity.	
   As	
   a	
   result,	
   the	
   variance	
   among	
   employees’	
   private	
   sector	
   pensions	
   is	
  

significantly	
   higher	
   than	
   that	
   for	
   public	
   sector	
   pensions.	
   In	
   addition,	
   the	
   certainty	
   of	
   the	
   average	
  

private	
  pension	
  benefits	
   is	
  substantially	
   less	
  than	
  that	
  of	
  the	
  average	
  public	
  pension	
  benefits,	
  given	
  

that	
  many	
  private	
  pensions	
   are	
  DC-­‐based	
  whereby	
   the	
  employee	
  assumes,	
   among	
  other	
   risks,	
   the	
  

                                                
90	
  Hutton	
  Review,	
  Interim	
  Report	
  
91	
  Hutton	
  Review,	
  Interim	
  Report;	
  at	
  present,	
  four	
  public	
  sector	
  pension	
  plans	
  have	
  set	
  caps.	
  
92	
  Office	
  for	
  National	
  Statistics	
  (2011a)	
  
93	
  Hutton	
  Review,	
  Interim	
  Report	
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investment	
   risk	
   on	
   his	
   or	
   her	
   savings	
   and	
   the	
   annuities	
   conversion	
   risk.	
   Also,	
   the	
   costs	
   associated	
  

with	
  the	
  average	
  DC	
  scheme	
  –	
   in	
  particular	
  contract-­‐based	
  DC	
  schemes	
  –	
  can	
  be	
  high	
  compared	
  to	
  

the	
  average	
  DB	
  scheme,	
  with	
  fees	
  that	
  can	
  easily	
  reach	
  1.5%	
  of	
  assets,	
  swallowing	
  potentially	
  up	
  to	
  

40%	
  of	
  contributions	
  to	
  private	
  DC	
  pensions94.	
  The	
  resulting	
  lower	
  pension	
  benefits	
  for	
  the	
  average	
  

private	
   sector	
   worker	
   compared	
   to	
   the	
   average	
   public	
   sector	
   worker	
   are,	
   moreover,	
   not	
   a	
  

compensation	
  for	
  lower	
  salaries	
  paid	
  in	
  the	
  private	
  versus	
  the	
  public	
  sector:	
  on	
  the	
  contrary,	
  figures	
  

indicate	
   that	
   the	
  hourly	
  pay	
  of	
   the	
  average	
  public	
   sector	
  worker	
   is	
   c.	
  8.3%	
  higher	
   than	
   that	
  of	
   the	
  

average	
  private	
  sector	
  worker95.	
  Finally,	
  certain	
  professions	
  within	
  the	
  public	
  sector	
  (still)	
  enjoy	
  lower	
  

retirement	
  ages	
  vis-­‐à-­‐vis	
  the	
  average	
  private	
  sector	
  pension	
  age.	
  	
  

	
  

In	
  all,	
  it	
  can	
  therefore	
  be	
  concluded	
  that	
  the	
  average	
  public	
  sector	
  employee’s	
  pension	
  still	
  contains	
  

more	
  favourable	
  terms	
  than	
  the	
  average	
  private	
  sector	
  employee’s.	
  

	
  

Conclusion	
  
	
  

We	
  conclude	
  the	
  section	
  on	
  workplace	
  pensions	
  in	
  the	
  UK	
  by	
  evaluating	
  our	
  findings	
  against	
  the	
  

framework	
  for	
  optimal	
  pension	
  design,	
  as	
  summarised	
  in	
  Table	
  3.2.	
  

	
  

	
  

	
   	
  

                                                
94	
  Pitt-­‐Watson	
  (2009)	
  and	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2010);	
  calculations	
  as	
  per	
  the	
  model	
  explained	
   in	
  note	
  29	
  
and	
  section	
  2.7	
  
95	
  Institute	
  for	
  Fiscal	
  Studies	
  (2012)	
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Table	
  3.2:	
  UK	
  Workplace	
  Pensions	
  vis-­‐à-­‐vis	
  the	
  optimal	
  pension	
  design	
  framework	
  
	
  
	
  

	
  

	
  

	
  
Workplace	
  Pensions	
  

1	
   Consumption	
  smoothing	
  &	
  

life	
  cycle	
  investing	
  

Participation	
   is	
  voluntary,	
   resulting	
   in	
   low	
  coverage	
  and	
  contributions	
  rates	
   in	
  private	
  

sector	
   plans.	
   The	
   upcoming	
   implementation	
   of	
   auto-­‐enrolment	
   can	
   be	
   expected	
   to	
  

increase	
   participation	
   rates	
   although	
   default	
   (minimum)	
   contribution	
   rates	
   are	
  

inadequate.	
  	
  

The	
   quality	
   of	
   investment	
   decisions	
   taken	
   differs	
   per	
   (type	
   of)	
   scheme,	
   with	
   more	
  

flexibility	
  for	
  the	
  saver	
  (and	
  therefore	
  more	
  potential	
  to	
  fall	
  subject	
  to	
  behavioural	
  bias)	
  

in	
  contract-­‐based	
  DC	
  schemes.	
  

2	
   PAYG	
  vs	
  funding	
   Whereas	
  some	
  public	
  sector	
  plans	
  are	
  PAYG,	
  all	
  other	
  second	
  pillar	
  plans	
  are	
  funded.	
  In	
  

view	
  of	
  the	
  fact	
  that	
  the	
  State	
  Pension	
   is	
  organised	
  as	
  PAYG,	
   it	
  makes	
  sense	
  to	
  have	
  a	
  

funded	
  second	
  pillar	
  to	
  limit	
  the	
  level	
  of	
  implicit	
  pension	
  debt	
  inherent	
  to	
  an	
  unfunded	
  

system.	
  	
  

3	
   Decumulation	
   Whereas	
  DB	
  plans	
  offer	
  automatic	
  annuitisation,	
   the	
  annuities	
  reform	
  has	
   introduced	
  

more	
  flexibility	
  for	
  members	
  of	
  DC	
  plans	
  to	
  avoid	
  annuitisation,	
  which	
  exposes	
  members	
  

to	
  more	
  risk	
  of	
  depleting	
  their	
  funds,	
  as	
  well	
  as	
  to	
  the	
  annuities	
  conversion	
  risk	
  inherent	
  

to	
  DC	
  pensions.	
  

4	
   (Actuarial)	
  fairness	
   Collective	
  DB	
  pension	
  schemes	
  inevitably	
  imply	
  a	
   larger	
  degree	
  of	
  actuarial	
  unfairness	
  

due	
  to	
  uniform	
  contribution	
  and	
  accrual	
   rates.	
  The	
  upcoming	
  change	
   from	
   final-­‐salary	
  

to	
   career-­‐average	
   plans	
   will	
   however	
   make	
   plans	
  more	
   actuarially	
   fair,	
   since	
   people	
  

with	
  rising	
  salaries	
  will	
  be	
  favoured	
  less.	
  Individual	
  DC	
  plans	
  are	
  highly	
  actuarially	
  fair.	
  

In	
  additional	
  to	
  actuarial	
  unfairness,	
  a	
  large	
  degree	
  of	
  unfairness	
  exists	
  between	
  public	
  

and	
  private	
  sector	
  employees	
  due	
   to	
   the	
  difference	
   in	
  quality	
  and	
   level	
  of	
  guarantees	
  

between	
  the	
  average	
  public	
  and	
  private	
  sector	
  employee’s	
  pension.	
  

5	
   Completeness	
  of	
  contracts	
  

and	
  governance	
  

Whereas	
  contract-­‐based	
  pension	
  systems,	
  by	
  definition,	
  are	
  more	
  complete	
  than	
  trust-­‐

based	
  systems,	
   in	
  a	
   trust-­‐based	
   system	
  there	
   is	
  a	
  board	
  of	
   trustees	
  with	
   the	
   fiduciary	
  

duty	
  to	
  act	
  in	
  members’	
  best	
  interests.	
  

6	
   Performance	
  &	
  costs	
   Pension	
  schemes	
  with	
  a	
  larger	
  scale	
  are	
  able	
  to	
  achieve	
  better	
  performance	
  relative	
  to	
  

cost.	
  Typically,	
   these	
  benefits	
  are	
  also	
  found	
   in	
  collective	
  DB	
   (as	
  opposed	
  to	
   individual	
  

DC)	
  pension	
  plans.	
  Also,	
  compulsory	
  participation	
  leads	
  to	
  lower	
  costs.	
  

7	
   Behavioural	
  barriers	
   As	
   mentioned	
   above,	
   auto-­‐enrolment	
   can	
   be	
   expected	
   to	
   increase	
   participation	
  

however	
  the	
  low	
  minimum	
  contribution	
  rates	
  can	
  be	
  harmful	
  to	
  people	
  that	
  otherwise	
  

would	
  have	
  been	
  willing	
  to	
  save	
  more.	
  An	
  individual	
  saver’s	
  behavioural	
  bias	
  in	
  choosing	
  

an	
   investment	
   and	
   annuitisation	
   policy	
   is	
   most	
   effectively	
   overcome	
   in	
   a	
   trust-­‐based,	
  

collective	
  pension	
  plan.	
  

	
  

 	
  

Op#mal'
pension'
design'

Consump#on'
smoothing'&'

Life'cycle'
inves#ng'

PAYG'
versus'

Funding'

Decumula#on:'
Annui#sa#on'

Actuarial'
Fairness'

Completeness'
of'contracts'&'
Governance'

Performance'''
&'costs'

Behavioural'
barriers'



REDESIGNING	
  UK	
  WORKPLACE	
  PENSIONS	
  	
  	
  	
   55	
  
 

3.1.3	
   Third	
  pillar:	
  individual	
  retirement	
  saving	
  
	
  

In	
   addition	
   to	
   the	
   State	
   Pension	
   and	
   workplace	
   pensions,	
   people	
   may	
   save	
   for	
   retirement	
   using	
  

individual	
   (DC-­‐based)	
   savings	
  products.	
  Many	
   individual	
  DC-­‐based	
   savings	
  products	
   surfaced	
   in	
   the	
  

1980s,	
  stimulated	
  by	
  tax	
  incentives	
  for	
  retirement	
  savings	
  and	
  an	
  active	
  financial	
  adviser	
  community.	
  

As	
  part	
  of	
   the	
   shift	
  of	
  many	
  private	
   sector	
  occupational	
  pensions	
  plans	
   from	
  DB	
   to	
  DC,	
  employees	
  

sometimes	
  have	
  the	
  opportunity	
  to	
  contract	
  out	
  their	
  occupational	
  pensions	
  to	
  individual	
  DC	
  plans,	
  

to	
  which	
  the	
  employer	
  contributes,	
  making	
  the	
  distinction	
  between	
  second	
  and	
  third	
  pillar	
  DC	
  plans	
  

opaque.	
  

	
  

Data	
  for	
  third	
  pillar	
  pension	
  savings	
  alone	
  are	
  hard	
  to	
  find,	
  since	
  data	
  on	
  personal	
  pensions	
  usually	
  

comprise	
   both	
   ‘group’	
   personal	
   pension	
   plans	
   (which	
   we	
   have	
   categorised	
   as	
   workplace	
   –	
   hence	
  

second	
   pillar	
   –	
   pensions)	
   and	
   individual	
   personal	
   pensions.	
   For	
   instance,	
   the	
   Office	
   for	
   National	
  

Statistics	
   (2011d)	
   reports	
   that,	
   in	
   2006-­‐08,	
   out	
   of	
   all	
   adults	
   aged	
   16-­‐64,	
   13%	
   saved	
   in	
   personal	
  

pensions	
   (which	
   include	
  group	
  and	
   individual	
  personal	
  pensions)	
   and	
  1%	
  contributed	
   to	
   additional	
  

voluntary	
  contributions	
  next	
  to	
  participation	
   in	
  a	
  DB	
  scheme.	
  For	
  households	
  where	
  the	
  household	
  

head	
  is	
  aged	
  between	
  50	
  and	
  64,	
  23%	
  had	
  pension	
  savings	
  in	
  personal	
  pensions	
  and	
  4%	
  in	
  additional	
  

voluntary	
   contributions,	
   with	
   median	
   accumulated	
   savings	
   of	
   £24,700	
   and	
   £12,000,	
   respectively.	
  

Moreover,	
  the	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2011)	
  states	
  that,	
  in	
  2010-­‐11,	
  16%	
  of	
  pensioner	
  

units	
   had	
   some	
   degree	
   of	
   (either	
   group	
   or	
   individual)	
   personal	
   pension	
   income,	
   although	
   this	
  

typically	
  represented	
  a	
  small	
  proportion	
  of	
  their	
  total	
  income. 

 

3.2	
   History	
  and	
  recent	
  developments:	
  why	
  the	
  need	
  to	
  reform	
  

	
  

Many	
  aspects	
  of	
  the	
  way	
  in	
  which	
  public	
  pensions	
  are	
  organised	
  in	
  the	
  UK	
  are	
  still	
  essentially	
  as	
  they	
  

were	
  when	
  they	
  were	
  introduced.	
  Features	
  like	
  the	
  pension	
  age	
  of	
  60	
  and	
  the	
  final	
  salary	
  structure	
  

date	
  back	
  to	
  the	
  19th	
   century	
  when	
  the	
  civil	
   service	
  scheme	
  –	
  the	
  original	
  public	
  pension	
  scheme	
  -­‐	
  

was	
   founded96.	
  Also,	
  employee	
  contribution	
   levels	
  of	
   certain	
  public	
   schemes,	
   like	
   the	
  NHS	
  and	
   the	
  

Teachers	
  pension	
  scheme,	
  have	
  been	
  stable	
  at	
  5	
  or	
  6%	
  since	
  the	
  first	
  half	
  of	
  the	
  20th	
  century97.	
  

	
  

Needless	
  to	
  say,	
  since	
  then	
  a	
  number	
  of	
  significant	
  changes	
  have	
  taken	
  place	
  in	
  both	
  demographics	
  

and	
  in	
  work	
  and	
  social	
  patterns.	
  Also,	
  gradually	
  the	
  way	
  pension	
  burdens	
  are	
  shared	
  by	
  population	
  

groups	
  has	
  changed,	
  which	
  has	
  created	
   inequalities	
   in	
  pension	
  provision	
   that	
  are	
  often	
  considered	
  

                                                
96	
  Hutton	
  Review,	
  Interim	
  Report	
  
97	
  Hutton	
  Review,	
  Interim	
  Report 
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unfair.	
  Last	
  but	
  not	
  least,	
  the	
  search	
  for	
  higher	
  returns	
  on	
  pension	
  savings	
  has	
  increase	
  awareness	
  on	
  

costs,	
  which	
  has	
  made	
  evident	
  that	
  pension	
  plans	
  may	
  not	
  be	
  run	
  in	
  the	
  most	
  cost-­‐efficient	
  way.	
  

	
  
As	
  a	
  result	
  there	
  is	
  a	
  need	
  to	
  reform,	
  to	
  ensure	
  the	
  retirement	
  saving	
  system	
  is	
  sustainable	
  -­‐	
  is	
  robust	
  

to	
   future	
   developments	
   and	
   uncertainties,	
   and	
   is	
   affordable	
   –	
   and	
   that	
   is	
   adequate	
   -­‐	
   is	
   able	
   to	
  

provide	
  a	
  decent	
  level	
  of	
  retirement	
  income	
  with	
  an	
  acceptable	
  level	
  of	
  certainty.	
  

	
  

3.2.1	
  	
   Demographics	
  

 
The	
   combination	
   of	
   increased	
   life	
   expectancy	
   and	
   low	
   birth	
   rates	
   have	
   caused	
   throughout	
   the	
  

Western	
  world	
  an	
   increase	
   in	
   the	
  number	
  of	
  years	
   that	
  people	
  enjoy	
  their	
   retirement,	
  as	
  well	
  as	
  a	
  

growing	
  number	
  of	
  pensioners	
  –	
  both	
  in	
  absolute	
  terms	
  and	
  in	
  relation	
  to	
  the	
  number	
  of	
  people	
  in	
  

the	
  working	
  population.	
  The	
  United	
  Kingdom	
  is	
  no	
  exception,	
  even	
  though	
  birth	
  rates	
  are	
  not	
  as	
  low	
  

as	
  in	
  some	
  other	
  developed	
  countries	
  (although,	
  at	
  2.0	
  in	
  2010,	
  still	
  just	
  below	
  the	
  replacement	
  rate	
  

of	
  approximately	
  2.1)	
  and	
  there	
  is	
  a	
  positive	
  net	
  immigration	
  level	
  of	
  c.	
  203,000	
  per	
  year98.	
  In	
  figures,	
  

in	
  1841	
   the	
  average	
   life	
  expectancy	
   for	
   those	
  who	
   reached	
   the	
  age	
  of	
  60	
  was	
  around	
  14	
  years.	
   In	
  

1981,	
   the	
  remaining	
   life	
  expectancy	
  at	
  age	
  65	
  was	
  14	
  years	
   for	
  men	
  and	
  18	
  years	
   for	
  women.	
   It	
   is	
  

projected	
  that	
  by	
  2051,	
   life	
  expectancy	
  at	
  65	
  will	
  have	
  increased	
  further	
  to	
  25.9	
  years	
  for	
  men	
  and	
  

28.3	
  years	
  for	
  women99.	
  	
  

	
  

The	
  increase	
  in	
  life	
  expectancy	
  implies	
  that	
  the	
  percentage	
  of	
  the	
  population	
  aged	
  65	
  and	
  over	
  will	
  

nearly	
  double	
  between	
  2005	
  and	
  2050,	
  with	
  further	
  increases	
  thereafter100.	
  As	
  a	
  result,	
  in	
  the	
  1950s,	
  

there	
  were	
  6.25	
  workers	
  for	
  each	
  retiree.	
  By	
  2010,	
  this	
  figure	
  had	
  already	
  reduced	
  to	
  3.2	
  people	
  of	
  

                                                
98	
  Office	
  for	
  National	
  Statistics	
  (2012a)	
  
99	
  Office	
  for	
  National	
  Statistics	
  (2012a)	
  
100	
  Pensions	
  Commission,	
  First	
  Report 

Figure	
  3.11:	
  	
  
	
  
The	
  need	
  for	
  pension	
  reform	
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working	
  age	
  for	
  each	
  person	
  of	
  State	
  Pension	
  Age	
  or	
  over.	
  As	
  shown	
  in	
  Figure	
  3.12,	
  if	
  there	
  were	
  no	
  

changes	
  in	
  the	
  SPA,	
  this	
  number	
  would	
  be	
  expected	
  to	
  fall	
  further	
  to	
  2.0	
  workers	
  per	
  retiree	
  by	
  2051.	
  

With	
  the	
  proposed	
  changes	
  in	
  SPA,	
  this	
  number	
  will	
  deteriorate	
  significantly	
  less	
  and	
  is	
  expected	
  to	
  

be	
  at	
  2.9	
  workers	
  per	
  retiree	
  in	
  2051101.	
  	
  

	
  
As	
  we	
  have	
  seen	
   in	
  section	
  2.3,	
   increased	
   longevity	
  and	
   lower	
  birth	
  rates	
  have	
  a	
  direct	
  effect	
  on	
  a	
  

PAYG	
   system,	
   like	
   the	
  UK	
   State	
  Pension	
   and	
   the	
  unfunded	
  public	
   pension	
  plans.	
  A	
   combination	
  of	
  

high	
   longevity	
   and	
   low	
   fertility	
   rates	
   will	
   translate	
   in	
   a	
   higher	
   dependency	
   ratio,	
   which	
   (assuming	
  

fixed	
  contribution	
  and	
  benefits	
   levels)	
   implies	
  that	
  the	
  total	
  cost	
  of	
  pension	
  benefits	
  paid	
   increases	
  

while	
  the	
  total	
  benefits	
  collected	
  decrease.	
  	
  

	
  

In	
   a	
   funded	
   system,	
   the	
   same	
   pension	
   pot	
   will	
   need	
   to	
   buy	
   more	
   years	
   of	
   retirement	
   benefits,	
  

resulting	
   in	
   an	
   additional	
   financial	
   burden	
   requiring	
   either	
   higher	
   contributions	
   (from	
   employer	
  

and/or	
  employee)	
  or	
  additional	
  funding	
  (by	
  the	
  employer	
  as	
  plan	
  sponsor).	
  This	
  additional	
  financial	
  

burden	
  on	
  the	
  plan	
  sponsors,	
  further	
  aggravated	
  by	
  fluctuating	
  investment	
  returns	
  made	
  explicit	
  by	
  

the	
   new	
   IAS19	
   financial	
   reporting	
   standards,	
   requiring	
   pension	
   liabilities	
   to	
   be	
   reported	
   at	
  market	
  

value,	
  has	
   resulted	
   in	
   the	
   situation	
  as	
  described	
   in	
   section	
  3.1.1	
  above:	
  employers	
   close	
   their	
   final	
  

salary	
  DB	
  pension	
  plans	
  and	
  replace	
  them	
  by	
  DC	
  plans.	
  

	
  

Also	
  those	
  that	
  save	
  for	
  retirement	
  through	
  a	
  DC	
  plan	
  will	
  need	
  to	
  make	
  sure	
  their	
  retirement	
  fund	
  

represents	
   sufficient	
   income	
   for	
   the	
   rest	
   of	
   their	
   life,	
   which	
   is	
   likely	
   to	
   be	
   an	
   increasingly	
   lengthy	
  

period.	
   As	
   a	
   result	
   of	
   increasing	
   longevity,	
   annuity	
   rates	
   are	
   declining,	
   implying	
   that	
   the	
   same	
  

‘pension	
  pot’	
  buys	
  a	
  lower	
  income	
  throughout	
  retirement.	
  	
  

	
  

                                                
101	
  Office	
  for	
  National	
  Statistics	
  (2012a)	
  

Figure	
  3.12:	
  Old	
  Age	
  Dependency	
  
Ratio	
  –	
  with	
  and	
  without	
  changes	
  
in	
  the	
  State	
  Pension	
  Age	
  
	
  
Source:	
   Office	
   for	
   National	
   Statistics	
  
(2012a)	
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Whereas	
  in	
  the	
  private	
  sector,	
  these	
  effects	
  need	
  to	
  be	
  paid	
  for	
  by	
  the	
  employee,	
  in	
  the	
  public	
  sector	
  

the	
   effects	
   were	
   not	
   warded	
   off	
   to	
   the	
   employees	
   by	
   making	
   their	
   pension	
   benefits	
   less	
   secure.	
  

Instead,	
   despite	
   significant	
   increases	
   in	
   life	
   expectancies	
   of	
   their	
   members	
   (see	
   the	
   examples	
   for	
  

selected	
  public	
  sector	
  schemes	
  in	
  Figure	
  3.13),	
  public	
  sector	
  pensions	
  have	
  to	
  date	
  remained	
  almost	
  

exclusively	
  final	
  salary	
  DB-­‐based.	
  

	
  
Higher	
  life	
  expectancy	
  (as	
  well	
  as	
  an	
  increase	
  of	
  people	
  on	
  a	
  public	
  sector	
  pension	
  resulting	
  from	
  the	
  

expansion	
  of	
  the	
  public	
  sector	
  workforce	
  and	
  the	
  extension	
  of	
  pension	
  rights	
  to,	
  for	
  instance,	
  women	
  

and	
   early	
   leavers),	
   have	
   therefore	
   directly	
   increased	
   the	
   costs	
   of	
   public	
   sector	
   pensions	
   to	
   ‘the	
  

taxpayer’	
  as	
  the	
  ultimate	
  plan	
  sponsor:	
   ie.,	
   the	
  annual	
  payments	
  out	
  of	
  the	
  Government	
  budget	
  to	
  

the	
  public	
  sector	
  pension	
  plans.	
  Government	
  funding	
  of	
  public	
  sector	
  pensions	
  (that	
  is,	
  total	
  pensions	
  

and	
  lump	
  sums	
  paid)	
  increased	
  by	
  32%	
  in	
  the	
  period	
  from	
  1999	
  to	
  2009102	
  to	
  a	
  current	
  level	
  of	
  c.	
  64%	
  

of	
  GDP103	
  at	
  an	
  estimated	
  level	
  of	
  £28.2	
  billion	
  for	
  2011-­‐12104.	
  	
  

	
  

The	
   net	
   funding	
   shortfall	
   of	
   public	
   pensions	
   plans	
   (ie.,	
   the	
   pension	
   benefits	
   paid	
   minus	
   the	
  

contributions	
   received,	
   in	
   relation	
   to	
   the	
   unfunded	
   public	
   sector	
   pension	
   plans),	
   which	
   is	
   covered	
  

from	
  general	
  taxation,	
  is	
  projected	
  to	
  be	
  at	
  a	
  level	
  of	
  £8.4	
  billion	
  for	
  2011-­‐12105.	
  Whereas	
  the	
  funded	
  

public	
   sector	
  pension	
  plans,	
  united	
   in	
   the	
  LGPS,	
  currently	
   still	
   face	
  a	
  positive	
  annual	
   cash-­‐flow	
   (ie.,	
  

contributions	
  received	
  exceed	
  benefits	
  paid),	
  this	
  is	
  expected	
  to	
  become	
  a	
  negative	
  annual	
  figure	
  in	
  

                                                
102	
  Hutton	
  Review,	
  Interim	
  Report 
103	
  Johnson	
  (2009)	
  
104	
  Institute	
  for	
  Fiscal	
  Studies	
  (2012)	
  
105	
  Office	
  for	
  Budgetary	
  Responsibility	
  (2012)	
  

Figure	
   3.13:	
   Cohort	
   life	
  
expectancy	
   assumptions	
  
for	
   pensioners	
   aged	
   60,	
  
by	
  scheme	
  
	
  
Source:	
   Hutton	
   Review,	
  
Interim	
  Report	
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the	
  next	
  few	
  years106	
  due	
  to	
  the	
  maturing	
  population	
  and	
  the	
  scheme’s	
  low	
  funding	
  ratio	
  of	
  currently	
  

c.	
  75%107.	
  

	
  

Summing	
  up,	
  demographic	
  changes	
  directly	
  deteriorate	
  the	
  funding	
  position	
  of	
  a	
  PAYG	
  system,	
  while	
  

any	
   DB	
   plan	
   will	
   face	
   additional	
   costs	
   by	
   (ultimately)	
   the	
   plan	
   sponsor	
   to	
   be	
   able	
   to	
   meet	
   the	
  

payment	
  of	
  the	
  guaranteed	
  benefits	
  to	
  the	
  participants.	
  In	
  both	
  cases,	
  the	
  effects	
  of	
  rising	
  longevity	
  

can	
  be	
  warded	
  off	
  via	
  a	
  combination	
  of	
   increased	
  contributions	
  by	
  the	
  employer	
  and/or	
  employee;	
  

increasing	
   the	
  age	
   from	
  which	
   the	
  members	
  become	
  eligible	
   to	
   receive	
  benefits;	
  and	
  scaling	
  down	
  

the	
   level	
   of	
   the	
   benefits,	
   eg	
   changing	
   the	
   benchmark	
   for	
   indexation	
   of	
   pension	
   rights,	
   the	
   accrual	
  

rates	
  applied	
  by	
  the	
  scheme,	
  and	
  changing	
  from	
  final	
  salary	
  to	
  career-­‐average	
  earnings.	
  	
  

	
  

Table	
  3.3:	
  Status	
  of	
  UK	
  pension	
  reforms	
  

State	
  Pension	
   Increase	
  in	
  SPA;	
  link	
  with	
  increases	
  in	
  

longevity	
  

Implemented;	
   further	
   improvements	
   (faster	
  

increase	
   SPA	
   and	
   set	
   mechanism,	
   linked	
   to	
  

longevity	
  changes)	
  are	
  expected	
  

Change	
  indexation	
  from	
  RPI	
  to	
  CPI	
   Implemented	
  

(Public	
  sector)	
  DB	
  

pension	
  plans	
  

Increase	
  of	
  NPA;	
  link	
  with	
  SPA	
   First	
   increases	
   in	
   NPA	
   in	
   2005-­‐08	
   reforms.	
   Link	
  

to	
  SPA:	
  part	
  of	
  2014-­‐15	
  reforms.	
  Still	
  exceptions	
  

in	
  NPA	
  for	
  uniformed	
  services	
  

Switch	
  from	
  final	
  salary	
  to	
  CARE	
   Part	
  of	
  2014-­‐15	
  reforms	
  

Change	
  indexation	
  from	
  RPI	
  to	
  CPI	
   Part	
  of	
  2014-­‐15	
  reforms	
  

Increase	
  in	
  contribution	
  levels	
   First	
  amendments	
  implemented	
  in	
  2012.	
  Further	
  

increases	
  part	
  of	
  2014-­‐15	
  reforms	
  

Applying	
  ‘caps’	
  to	
  employer	
  contributions	
   ‘Cap	
   and	
   share	
   rules’	
   implemented	
   for	
   4	
  

schemes	
   in	
   2005-­‐08	
   reforms.	
   Further	
  

implementation	
  part	
  of	
  2014-­‐15	
  reforms	
  

DC	
  plans	
  /	
  overall	
   Increase	
   the	
   retirement	
   savings	
   rate,	
   eg	
  

through	
  higher	
  pension	
  scheme	
  participation	
  

and	
  contributions	
  

Implementation	
  of	
  auto-­‐enrolment	
  from	
  2012	
  

Abolish	
   default	
   retirement	
   age,	
   enabling	
  

people	
  to	
  work	
  after	
  NPA	
  /	
  SPA	
  	
  

Effective	
  as	
  of	
  2012	
  

	
  

For	
   members	
   of	
   DC	
   plans,	
   increasing	
   longevity	
   typically	
   implies	
   a	
   direct	
   reduction	
   in	
   the	
   resulting	
  

income	
   stream	
   at	
   retirement	
   from	
   their	
   savings,	
   in	
   view	
   of	
   the	
   increased	
   number	
   of	
   years	
   in	
  

                                                
106	
   In	
   2010,	
   the	
   Audit	
   Commission	
   estimated	
   this	
   to	
   happen	
   in	
   2025	
   if	
   the	
   current	
   workforce	
   would	
   remain	
   unchanged	
  
however	
  already	
  in	
  2016	
  if	
  the	
  workforce	
  were	
  to	
  be	
  reduced	
  (Audit	
  Commission,	
  2010)	
  
107	
  Audit	
  Commission	
  (2010);	
  data	
  on	
  funding	
  ratios	
  of	
  public	
  sector	
  pension	
  plans	
  are	
  however	
  very	
  difficult	
  to	
  obtain	
  due	
  
to	
  the	
  decentralised	
  nature	
  of	
  the	
  funded	
  schemes. 
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retirement	
  and	
  declining	
  annuity	
  rates,	
  to	
  which	
  they	
  can	
  respond	
  by	
  contributing	
  (ie.,	
  saving)	
  more	
  

throughout	
  their	
  working	
  life	
  and	
  retiring	
  at	
  a	
  later	
  moment	
  in	
  time.	
  

	
  

Not	
  surprisingly,	
  most	
  of	
  the	
  measures	
  mentioned	
  have	
  already	
  been	
  (or	
  are	
  in	
  the	
  process	
  of	
  being)	
  

implemented	
  in	
  the	
  UK,	
  as	
  shown	
  in	
  Table	
  3.3.	
  

	
  

3.2.2	
  	
   Growing	
  unfairness	
  in	
  pensions	
  
	
  

As	
  described	
  in	
  section	
  3.1.2.1,	
  public	
  sector	
  pensions	
  are	
  often	
  considered	
  more	
  generous	
  than	
  their	
  

private	
   sector	
   counterparts.	
   As	
   explained,	
   the	
   reason	
   for	
   the	
   growing	
   gap	
   between	
   the	
   average	
  

public	
   sector	
   and	
   the	
   average	
   private	
   sector	
   pension	
   can	
   be	
   blamed	
   on	
   the	
   downscaling	
   of	
  

occupational	
   pensions	
   in	
   the	
   private	
   sector,	
   a	
   process	
   that	
   has	
   gone	
   accompanied	
   by	
   lower	
  

contribution	
   and	
   participation	
   rates.	
   In	
   addition	
   to	
   the	
   gap	
   between	
   public	
   and	
   private	
   pensions,	
  

other	
  sources	
  of	
  (actuarial)	
  unfairness	
  in	
  DB	
  schemes	
  can	
  be	
  distinguished	
  among,	
  for	
  instance,	
  high	
  

and	
  low-­‐earners	
  within	
  the	
  same	
  pension	
  plan;	
  young	
  and	
  old	
  members;	
  and	
  potentially	
  even	
  current	
  

and	
  future	
  generations	
  of	
  pension	
  plan	
  members.	
  

	
  

What	
   is	
   the	
   danger	
   of	
   such	
   inequalities?	
   As	
   we	
   have	
   seen	
   in	
   section	
   2.4,	
   actuarial	
   unfairness	
   can	
  

cause	
   distortions.	
   For	
   instance,	
   large	
   differences	
   in	
   the	
   generosity	
   of	
   pension	
   plans	
   restrict	
   labour	
  

mobility.	
  In	
  particular	
  when	
  comparing	
  public	
  and	
  private	
  sector	
  workers,	
  the	
  certainty	
  of	
  the	
  public	
  

sector	
  worker’s	
  pension	
  benefits	
  can	
  be	
  considered	
  a	
  ‘perk’	
  that	
  he	
  or	
  she	
  is	
  keen	
  to	
  hold	
  on	
  to	
  and	
  is	
  

likely	
  to	
  be	
  a	
  barrier	
  for	
  a	
  job	
  move	
  to	
  the	
  private	
  sector.	
  

In	
   addition,	
   relatively	
   generous	
  pensions	
   for	
   public	
   sector	
   employees	
  paid	
   for	
   by	
   the	
   taxpayer	
   can	
  

easily	
  be	
  deemed	
  unfair	
  from	
  the	
  perspective	
  of	
  private	
  sector	
  employees	
  that	
  have	
  a	
  scaled	
  down	
  

pension	
  themselves.	
  In	
  the	
  long	
  run,	
  such	
  a	
  situation	
  can	
  therefore	
  be	
  considered	
  unsustainable:	
  at	
  a	
  

certain	
  moment,	
  political	
   support	
   for	
  maintaining	
  public	
  pensions	
  at	
   their	
  current	
   level	
  may	
  simply	
  

be	
  failing.	
  Especially	
  for	
  the	
  unfunded	
  public	
  sector	
  pension	
  plans	
  the	
  implicit	
  debt	
  is	
  of	
  such	
  a	
  level	
  

that	
  it	
  is	
  vulnerable	
  to	
  the	
  (‘political’)	
  risk	
  of	
  policymakers	
  not	
  wishing	
  to	
  honour	
  existing	
  promises.	
  

	
  

A	
  more	
  subtle	
  restriction	
  to	
  labour	
  mobility	
  is	
  inherent	
  to	
  the	
  fact	
  that	
  DB	
  pension	
  plans	
  typically	
  use	
  

uniform	
  contribution	
  and	
  accrual	
   rates.	
   This	
   implies	
   that	
   an	
  active	
  member	
  accumulates	
   the	
   same	
  

pension	
  benefits	
  in	
  each	
  year	
  that	
  he	
  or	
  she	
  contributes,	
  even	
  though	
  the	
  contributions	
  paid	
  in	
  the	
  

first	
   year	
   of	
   membership	
   correspond	
   with	
   a	
   much	
   longer	
   investment	
   horizon	
   (and	
   will	
   therefore	
  

typically	
  accrue	
  to	
  a	
  higher	
  value)	
  than	
  contributions	
  paid	
  in	
  the	
  last	
  year	
  before	
  retirement.	
  Such	
  an	
  

actuarially	
  unfair	
  accrual	
   system	
  effectively	
   favours	
  employees	
  close	
   to	
   retirement:	
   they	
   ‘backload’	
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pension	
   benefits	
   partly	
   accrued	
   by	
   younger	
   members’	
   contributions.	
   For	
   these	
   employees,	
   this	
  

pensions	
  accrual	
  system	
  therefore	
  is	
  a	
  barrier	
  to	
  change	
  to	
  a	
  different	
  pension	
  plan.	
  	
  

	
  

Finally,	
   in	
   DB	
   plans,	
   where	
   both	
   unforeseen	
   shortfalls	
   and	
   benefits	
   are	
   shared	
   by	
   all	
   members	
  

(including,	
  potentially,	
   future	
  members),	
   it	
   is	
   likely	
   that	
  one	
  generation	
  of	
  participants	
   is	
   better	
  or	
  

worse	
  off	
  than	
  another,	
  which	
  can	
  be	
  considered	
  unfair.	
  Whether	
  such	
  intergenerational	
  ‘unfairness’	
  

exists	
  depends	
  on	
  how	
  the	
  scheme	
  allocates	
  gains	
  or	
  losses	
  (for	
  instance	
  of	
  rising	
  longevity),	
  which	
  is	
  

typically	
  determined	
  by	
  the	
  pension	
  contract	
  and,	
  if	
  incomplete,	
  the	
  decisions	
  made	
  by	
  the	
  scheme’s	
  

trustees.	
  Although	
  most	
  DB	
  plans	
  in	
  the	
  UK	
  are	
  straightforward	
  in	
  protecting	
  participants’	
  benefits	
  at	
  

the	
   cost	
   of	
   the	
   sponsor,	
   the	
   introduction	
  of	
   caps	
   to	
   the	
   contributions	
   payable	
   by	
   the	
   sponsor	
   can	
  

limit	
   the	
  employer’s	
  exposure.	
  Also,	
  a	
  number	
  of	
  scheme	
  rules,	
  such	
  as	
   the	
  employee	
  contribution	
  

level	
  and	
  the	
  normal	
  pension	
  age,	
  may	
  be	
  amended	
  over	
  time,	
  as	
  we	
  are	
  currently	
  witnessing.	
  Such	
  

measures	
   are	
   likely	
   to	
   affect	
   certain	
   generations	
   of	
   scheme	
   members	
   more	
   than	
   others,	
   as	
   is	
   the	
  

case	
  of	
   the	
  above-­‐mentioned	
  examples,	
  which	
   impact	
  the	
  active	
  members	
  only.	
  Whereas	
  a	
  certain	
  

level	
  of	
  age	
  differentiation	
  is	
  defensible,	
  since	
  younger	
  generations	
  have	
  more	
  human	
  capital	
  and	
  are	
  

better	
  able	
  to	
  adjust	
  savings	
  patterns	
  than	
  pensioners,	
  a	
  high	
  level	
  of	
  inequality	
  may	
  easily	
  cause	
  the	
  

young	
  to	
  exit	
  the	
  scheme.	
  

	
  

In	
  conclusion,	
  inequalities	
  in	
  the	
  quality	
  of	
  pension	
  arrangements	
  may	
  restrict	
  labour	
  mobility	
  as	
  well	
  

as	
  decrease	
  participation	
  on	
  behalf	
  of	
  those	
  that	
  are	
  worse	
  off.	
  Ultimately,	
  perceived	
  ‘unfairness’	
  can	
  

therefore	
  be	
  a	
  danger	
  to	
  a	
  scheme’s	
  sustainability	
  and	
  the	
  population’s	
  savings	
  rate.	
  

	
  

3.2.3	
   Cost-­‐efficiency	
  
	
  

The	
  growing	
  costs	
  of	
   longevity	
  and	
  disappointing	
   investment	
  results	
  of	
  pension	
  plans	
  to	
  employers	
  

(and,	
   where	
   those	
   costs	
   could	
   be	
   shared,	
   to	
   the	
   employees)	
   in	
   recent	
   years	
   have	
   placed	
   more	
  

pressure	
  on	
  the	
  plan’s	
  ability	
  to	
  generate	
  a	
  good	
  ‘return’	
  on	
  the	
  contributions	
  invested	
  into	
  the	
  plan.	
  

‘Return’	
   does	
   not	
   refer	
   to	
   only	
   investment	
   returns	
   here,	
   however	
   refers,	
   in	
   the	
   broadest	
   possible	
  

sense,	
   to	
  the	
   level	
  of	
  retirement	
   income	
  that	
  results	
   from	
  the	
  paid	
  up	
  contributions:	
   the	
   ‘value	
  for	
  

money’	
   offered	
   by	
   the	
   retirement	
   system.	
   As	
   we	
   have	
   seen	
   in	
   section	
   2.7,	
   a	
   decrease	
   in	
  

performance,	
   or	
   an	
   increase	
   in	
   costs,	
   of	
   an	
   apparently	
   small	
   amount	
   can,	
   through	
   the	
   cumulative	
  

effect	
  of	
  long-­‐term	
  savings,	
  lead	
  to	
  a	
  significantly	
  lower	
  retirement	
  income.	
  

	
  

Recent	
  focus	
  on	
  the	
  cost	
  and	
  charges	
  structure	
  of	
  pension	
  plans	
  has	
  called	
  for	
  transparency	
  and	
  has	
  

made	
  clear	
  that	
  costs	
  of	
  personal	
  UK	
  pension	
  plans	
  are	
  substantial	
  in	
  comparison	
  with	
  those	
  in	
  some	
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other	
  markets.	
  In	
  particular,	
  some	
  personal	
  pension	
  products	
  have	
  been	
  shown	
  to	
  charge	
  up	
  to	
  1.5%	
  

in	
   charges	
   per	
   year.	
   Compared	
   with	
   a	
   more	
   realistic	
   charges	
   level	
   of	
   some	
   50	
   bps	
   or	
   less,	
   the	
  

resulting	
  retirement	
  savings	
  are	
  up	
  to	
  28%	
  lower108.	
  	
  

	
  

Not	
  only	
  individual,	
  personal	
  pension	
  plans	
  are	
  under	
  scrutiny	
  to	
  improve	
  their	
  performance	
  relative	
  

to	
  costs,	
  also	
  the	
  funded	
  public	
  sector	
  plans	
  united	
  in	
  the	
  LGPS,	
  as	
  well	
  as	
  small	
  private	
  sector	
  funds,	
  

are	
  subject	
  to	
  criticism.	
  In	
  particular,	
  LGPS’	
  complex	
  and	
  ineffective	
  governance	
  structure,	
  with	
  many	
  

different	
  governing	
  bodies	
  and	
  around	
  one	
  hundred	
  local	
  authorities	
  responsible	
  for	
  various	
  aspects	
  

of	
  the	
  schemes’	
  management,	
  is	
  argued	
  to	
  be	
  instrumental	
  to	
  LGPS’	
  weak	
  financial	
  position109.	
  More	
  

specifically,	
   the	
   LGPS	
   funds	
   face	
   a	
   triple-­‐layered	
   governance	
   structure,	
   with	
   some	
   responsibilities	
  

being	
  laid	
  down	
  at	
  central	
  government	
  level	
  (such	
  as	
  policy	
  and	
  regulation,	
  overall	
  governance,	
  and	
  

the	
   benefit	
   structure);	
   some	
   on	
   the	
   level	
   of	
   the	
   local	
   government	
   administrating	
   authority	
  

(responsible	
   for	
   local	
   governance	
   and	
   (investment)	
   performance,	
   as	
  well	
   as	
   employer	
   contribution	
  

rates);	
   and	
   some	
   on	
   the	
   level	
   of	
   employer	
   bodies	
   (in	
   particular,	
   local	
   employment	
   policy	
   and	
  

practice)110.	
  

	
  

Effectively,	
   several	
   industry	
   organisations111	
   are	
   therefore	
   calling	
   for	
   increasing	
   scale	
   in	
   pension	
  

provision	
   through	
   the	
   creation	
   of	
   a	
   limited	
   number	
   of	
   large,	
   low-­‐cost	
   providers	
   with	
   solid,	
   trust-­‐

based	
   governance	
   structures:	
   ‘supertrusts’.	
   As	
   discussed	
   in	
   section	
   3.1.2,	
   NEST,	
   created	
   as	
   the	
  

default	
  fund	
  for	
  workplace	
  pension	
  plans	
  once	
  auto-­‐enrolment	
  is	
  introduced,	
  is	
  a	
  prime	
  example	
  of	
  

such	
  a	
  ‘supertrust’,	
  while	
  also	
  the	
  first	
  commercial	
  providers	
  have	
  emerged	
  in	
  the	
  meantime.	
  

	
  

Next	
   to	
  optimising	
   scale,	
  we	
  have	
   seen	
   in	
   section	
  2.7	
   that	
  performance	
   relative	
   to	
   cost	
   in	
  pension	
  

schemes	
  is	
  optimal	
  in	
  collective	
  (versus	
  individual)	
  and	
  compulsory	
  (versus	
  voluntary)	
  systems.	
  	
  

	
  

Increasing	
   pension	
   plan’s	
   performance	
   relative	
   to	
   costs	
   is	
   a	
   vital	
   element	
   in	
   improving	
   the	
  

effectiveness	
  of	
  pension	
  plans	
  as	
  vehicles	
  for	
  retirement	
  saving,	
  and	
  therefore	
   is	
   likely	
  to	
  stimulate	
  

the	
  participation	
  of	
  such	
  plans.	
  

	
  

 	
  

                                                
108	
  See	
  note	
  29	
  and	
  section	
  2.7	
  
109	
  Johnson	
  (2011a)	
  
110	
  See	
  Audit	
  Commission	
  (2010)	
  
111	
  Such	
  as	
  NAPF	
  



REDESIGNING	
  UK	
  WORKPLACE	
  PENSIONS	
  	
  	
  	
   63	
  
 

3.2.4	
   Work	
  and	
  social	
  patterns	
  

 
Since	
  the	
  time	
  when	
  many	
  pension	
  schemes	
  were	
  created,	
  labour	
  and	
  social	
  patterns	
  have	
  changed	
  

dramatically.	
  Since	
  the	
  assumptions	
  underlying	
  work	
  and	
  pensions	
  are	
  different,	
  many	
  aspects	
  of	
  the	
  

way	
  pensions	
  are	
  organised	
  are	
  up	
  for	
  change	
  as	
  well	
  –	
  and	
   in	
  many	
   instances	
  have	
  been	
  changed	
  

already.	
  

	
  

It	
  is	
  nevertheless	
  surprising	
  to	
  see	
  that	
  some	
  of	
  those	
  characteristics	
  persist	
  to	
  date.	
  For	
  example,	
  the	
  

SPA	
   is	
   still	
   lower	
   for	
   women	
   than	
   for	
   men,	
   although	
   this	
   is	
   set	
   to	
   be	
   harmonised	
   by	
   2018.	
   Until	
  

recently,	
  non-­‐married	
  partners	
  were	
  often	
  excluded	
  from	
  any	
  partner	
  pension	
  rights112.	
  And	
  certain	
  

pension	
  rules,	
  such	
  as	
  uniform	
  accrual	
  rates	
  in	
  DB	
  schemes,	
  still	
  clearly	
  favour	
  lifetime	
  employment,	
  

even	
  though	
  it	
  may	
  now	
  be	
  preferable	
  to	
  stimulate	
  a	
  certain	
  degree	
  of	
  labour	
  mobility113.	
  

	
  

Failure	
   to	
  address	
   such	
  anomalies	
   in	
   time	
  may	
  have	
  an	
  adverse	
  effect	
  on	
   labour	
  mobility,	
   or	
   even	
  

labour	
  participation.	
  More	
  specifically	
   in	
   relation	
   to	
   retirement	
   saving,	
  participation	
   in	
   the	
  pension	
  

scheme	
  –	
  and	
  therefore	
  the	
  level	
  of	
  saving	
  –	
  may	
  suffer	
  if	
  the	
  scheme	
  fails	
  to	
  modernise	
  and	
  in	
  that	
  

way	
  stays	
  aligned	
  with	
  its	
  participants.	
  

	
  

As	
   mentioned,	
   many	
   aspects,	
   especially	
   those	
   concerning	
   gender	
   equality	
   and	
   anti-­‐age	
  

discrimination,	
   have	
   in	
   the	
   meantime	
   been	
   addressed	
   by	
   amending	
   State	
   Pension	
   and	
   individual	
  

pension	
  plan	
  rules.	
  	
  

One	
  major	
  change	
  that	
  is	
  currently	
  in	
  the	
  process	
  of	
  being	
  negotiated	
  concerns	
  the	
  switch	
  from	
  final	
  

salary	
  to	
  career	
  average	
  DB	
  plans	
  in	
  the	
  public	
  sector,	
  which	
  (apart	
  from	
  making	
  the	
  average	
  pension	
  

less	
  generous,	
  since	
  many	
  employees	
  still	
  have	
  a	
  rising	
  earnings	
  pattern)	
  has	
  as	
  its	
  objective	
  to	
  take	
  

away	
  a	
  barrier	
  to	
  change	
  employer.	
  

	
  

3.3	
   The	
  status	
  of	
  reforms	
  and	
  key	
  open	
  issues	
  

	
  

3.3.1	
   Reforms 

 
The	
  awareness	
  of	
  a	
  need	
  for	
  structural	
  changes	
  in	
  the	
  way	
  pensions	
  are	
  organised	
  in	
  the	
  UK	
  has	
  led	
  

subsequent	
   Governments	
   to	
   have	
   market	
   developments	
   thoroughly	
   analysed	
   and	
   to	
   produce	
  

recommendations	
  for	
  reforms.	
  

                                                
112	
  See,	
  for	
  instance,	
  Hutton	
  Review,	
  Interim	
  Report	
  and	
  PPI	
  (2010)	
  
113	
  Hutton	
  Review,	
  Interim	
  Report 
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When	
   Labour	
   took	
   office	
   in	
   1997,	
   Government	
   initiated	
   a	
   modernisation	
   programme	
   for	
   public	
  

sector	
   pensions.	
   Some	
   of	
   their	
   major	
   reforms,	
   eventually	
   implemented	
   in	
   2005-­‐08,	
   were	
   the	
  

introduction	
  of	
  higher	
  pension	
  ages	
  for	
  new	
  entrants	
  in	
  most	
  schemes,	
  and	
  of	
  ‘cap	
  and	
  share’	
  rules,	
  

which	
  were	
  adopted	
  by	
  the	
  four	
  largest	
  public	
  schemes114.	
  

	
  

In	
  2002,	
  the	
  Labour	
  Government	
  appointed	
  the	
  Pensions	
  Commission,	
  chaired	
  by	
  Lord	
  Turner,	
  with	
  

the	
  remit	
  to	
  reviewing	
  the	
  adequacy	
  of	
  private	
  pension	
  saving	
  in	
  the	
  UK115.	
  The	
  Pensions	
  Commission	
  

produced	
  two	
  reports	
  in	
  2004	
  and	
  2005.	
  These	
  recognised	
  that	
  low	
  saving	
  rates,	
  among	
  other	
  things	
  

as	
   a	
   result	
   of	
   low	
   participation	
   rates	
   in	
   workplace	
   pension	
   schemes	
   and	
   behavioural	
   reasons,	
   as	
  

discussed	
  in	
  section	
  2.8,	
  constitute	
  a	
  potential	
  future	
  liability	
  for	
  Government.	
  They	
  therefore	
  called	
  

for	
   a	
   system	
   of	
   automatic	
   enrolment	
   into	
   pension	
   schemes,	
   with	
   minimum	
   contribution	
   levels,	
  

backed-­‐up	
  by	
  a	
   straightforward,	
   low-­‐cost	
  default	
   scheme.	
  These	
  proposals	
  have	
  been	
   the	
  basis	
   for	
  

the	
   implementation	
   of	
   auto-­‐enrolment,	
   which	
   will	
   become	
   effective	
   from	
   2012	
   (as	
   explained	
   in	
  

section	
  3.1.2),	
  and	
  the	
  introduction	
  of	
  NEST.	
  

	
  

In	
  addition,	
  the	
  reports	
  of	
  the	
  Pensions	
  Commission	
  called	
  for	
  a	
  reform	
  of	
  the	
  State	
  Pension,	
  making	
  

it	
   simpler	
   in	
   design	
   and	
   easier	
   to	
   understand;	
   less	
   means-­‐tested	
   and	
   therefore	
   providing	
   more	
  

incentives	
  to	
  save	
  for	
  retirement;	
  addressing	
  current	
  gaps	
   in	
  the	
  State	
  Pension	
  with	
  respect	
   to,	
   for	
  

instance,	
   people	
   with	
   interrupted	
   careers;	
   and	
   becoming	
   more	
   sustainable	
   with	
   respect	
   to	
  

longevity116.	
  Some	
  of	
  these	
  recommendations	
  have	
  in	
  the	
  meantime	
  been	
  addressed	
  in	
  the	
  phased	
  

increase	
   of	
   the	
   State	
   Pension	
   Age	
   and	
   the	
   change	
   in	
   years	
   of	
   National	
   Insurance	
   Contributions	
  

required	
  to	
  qualify	
  for	
  a	
  full	
  basic	
  state	
  pension,	
  whereas	
  also	
  a	
  major	
  overhaul	
  of	
  the	
  State	
  Pension,	
  

introducing	
  a	
  flat-­‐rate	
  benefit	
  to	
  replace	
  the	
  current	
  BSP	
  and	
  S2P,	
  is	
  being	
  prepared	
  (see	
  also	
  section	
  

3.1.1).	
  

	
  

In	
  response	
  to	
  the	
  increasing	
  burden	
  of	
  public	
  sector	
  pensions	
  on	
  the	
  taxpayer	
  and	
  the	
  growing	
  gap	
  

between	
  private	
  and	
  public	
  sector	
  pensions	
  (see	
  above	
  in	
  section	
  3.1.2.1),	
  the	
  present	
  Conservative	
  -­‐	
  

Lib	
  Dem	
  Government	
  appointed	
   in	
   June	
  2010	
  a	
  commission	
   led	
  by	
   former	
  Labour	
  cabinet	
  minister	
  

Lord	
  Hutton	
  to	
  review	
  public	
  sector	
  pensions	
  and	
  submit	
  proposals	
  to	
  improve	
  their	
  sustainability117.	
  

The	
   Hutton	
   Review	
   resulted	
   in	
   a	
   set	
   of	
   recommendations	
   for	
   the	
   sector,	
   which	
   centred	
   around	
   a	
  

                                                
114	
  Hutton	
  Review,	
  Interim	
  Report	
  
115	
  Pensions	
  Commission,	
  First	
  Report	
  
116	
  Pensions	
  Commission,	
  Second	
  Report	
  
117	
  The	
  commission	
  was	
  labelled	
  Independent	
  Public	
  Sector	
  Pensions	
  Commission	
  (‘IPSPC’)	
  and	
  published	
  an	
  Interim	
  Report	
  
in	
  October	
  2010	
  and	
  a	
  Final	
  Report	
  in	
  March	
  2011 
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change	
  from	
  final	
  salary	
  to	
  career	
  average	
  revalued	
  earnings	
  (‘CARE’)-­‐based	
  pensions;	
  an	
  increase	
  in	
  

the	
   pension	
   age	
   for	
   public	
   sector	
   employees	
   in	
   line	
   with	
   changes	
   in	
   the	
   State	
   Pension	
   Age	
   and	
  

longevity;	
  a	
  fixed	
  maximum	
  cost	
  for	
  employers’	
  contributions;	
  greater	
  transparency	
  on	
  cost	
  of	
  public	
  

sector	
   pensions;	
   and	
   improved	
   governance	
   standards	
   for	
   the	
   pension	
   schemes.	
   Interestingly,	
   the	
  

recommendations	
  still	
  consider	
  Defined	
  Benefit	
  pension	
  plans	
  the	
  preferred	
  structure	
  for	
  the	
  public	
  

sector.	
   Also,	
   self-­‐sufficiency	
   of	
   public	
   sector	
   pensions	
   is	
   not	
   considered	
   a	
   prerequisite	
   for	
  

sustainability118.	
  

	
  

Since	
   publication,	
   Government	
   has	
   accepted	
   the	
   proposals	
   of	
   the	
   Hutton	
   Review	
   as	
   the	
   basis	
   for	
  

public	
   sector	
   reforms,	
   and	
   ever	
   since	
   negotiations	
   have	
   been	
   going	
   on	
   between	
   Government,	
  

employers	
  and	
  trade	
  unions	
  on	
  the	
  details	
  of	
  the	
  reforms.	
  These	
  centre,	
  first	
  of	
  all,	
  on	
  the	
  increase	
  in	
  

employee	
  contributions,	
  which	
  were	
  already	
  increased	
  in	
  April	
  2012	
  by	
  an	
  average	
  of	
  1.3%	
  and	
  are	
  

set	
  to	
  be	
  raised	
  again	
  in	
  April	
  2013	
  and	
  2014	
  by	
  an	
  average	
  of	
  3.2%.	
  In	
  addition,	
  the	
  normal	
  pension	
  

ages	
   for	
  all	
  public	
   sector	
  employees	
  except	
   the	
  uniformed	
  services	
  are	
   to	
  be	
   linked	
   to	
   the	
  SPA;	
  all	
  

new	
   pension	
   accruals	
   will	
   be	
   in	
   the	
   form	
   of	
   CARE	
   (instead	
   of	
   final	
   salary)-­‐based	
   pensions;	
   the	
  

indexation	
   of	
   pensions	
   is	
   to	
   be	
   switched	
   from	
   (the	
   higher)	
   RPI	
   to	
   CPI;	
   and	
   cost	
   ceilings	
   for	
   gross	
  

contributions	
  are	
  to	
  be	
  implemented	
  for	
  both	
  employees	
  and	
  taxpayers119.	
  

	
  

Concern	
  among	
  public	
  sector	
  workers	
  on	
  these	
  reforms	
  has	
  since	
  led	
  to	
  several	
  displays	
  of	
  industrial	
  

action,	
   with	
   over	
   one	
   million	
   protesters	
   crowding	
   the	
   streets	
   on	
   30	
   November	
   2011120.	
  

Notwithstanding	
   opposition	
   to	
   the	
   plans,	
   the	
   renegotiations	
   of	
   the	
   major	
   public	
   sector	
   pension	
  

schemes	
   have	
   meanwhile	
   been	
   completed.	
   It	
   is	
   planned	
   that	
   the	
   reforms	
   of	
   all	
   public	
   pension	
  

schemes	
  be	
  effective	
  for	
  benefits	
  earned	
  from	
  April	
  2015,	
  with	
  the	
  LGPS	
  reforms	
  being	
  implemented	
  

one	
  year	
  earlier,	
  from	
  2014.	
  Any	
  pension	
  rights	
  accrued	
  until	
  that	
  moment	
  will	
  not	
  be	
  subject	
  to	
  any	
  

reforms	
  and	
  will	
  therefore	
  be	
  protected.	
  

	
  

3.3.2	
   Next	
  steps	
  

 
Will	
  these	
  reforms	
  adequately	
  address	
  the	
  challenges	
  the	
  public	
  pension	
  system	
  is	
  facing?	
  

There	
  is	
  some	
  doubt	
  whether	
  this	
  is	
  the	
  case.	
  Since	
  the	
  bulk	
  of	
  the	
  reforms	
  will	
  only	
  be	
  implemented	
  

from	
  2014/15	
  onwards,	
  and	
  will	
  only	
  apply	
  to	
  any	
  new	
  accruals	
  from	
  then	
  on,	
  it	
  will	
  take	
  some	
  time	
  

before	
  results	
  will	
  become	
  visible.	
  The	
  Centre	
  for	
  Policy	
  Studies	
  has	
  published	
  a	
  range	
  of	
  reports	
  by	
  

                                                
118	
  Hutton	
  Review,	
  Final	
  Report	
  
119	
  www.hm-­‐treasury.gov.uk	
  
120	
  www.bbc.co.uk/news/uk-­‐15978458	
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independent	
   pension	
   expert	
   Michael	
   Johnson121,	
   which	
   claim	
   that	
   also	
   following	
   the	
   reforms	
   the	
  

public	
   sector	
   pensions	
   funding	
   gap	
   is	
   still	
   expected	
   to	
  be	
   at	
   a	
   level	
   of	
   £15	
  billion	
  by	
  2015-­‐16,	
   and	
  

rising.	
  They	
  expect	
  more	
  substantial	
  benefits	
  from	
  the	
  proposals	
  not	
  be	
  visible	
  until	
  in	
  15	
  to	
  20	
  years’	
  

time,	
  and	
  then	
  mainly	
  through	
  the	
  increase	
  of	
  the	
  normal	
  pension	
  age	
  in	
  line	
  with	
  the	
  SPA122.	
  

	
  
From	
  the	
  Government’s	
  side	
  further	
  initiatives	
  are	
  therefore	
  underway.	
  As	
  also	
  advocated	
  in	
  recent	
  

reports	
  by	
  the	
  Workplace	
  Retirement	
  Income	
  Commission	
  (2011)	
  and	
  the	
  Association	
  of	
  Consulting	
  

Actuaries	
   (2012a)	
   promoting	
   more	
   risk	
   sharing	
   (see	
   also	
   Figure	
   3.14),	
   Minister	
   for	
   Pensions	
   Steve	
  

Webb	
  has	
  announced123	
  to	
  be	
  investigating	
  strategies	
  to	
  share	
  risks	
  more	
  equitably,	
   in	
  the	
  form	
  of,	
  

for	
   instance,	
   ‘Defined	
   Ambition’	
   pensions.	
   Such	
   a	
   system	
   would	
   effectively	
   be	
   a	
   compromise	
  

between	
  a	
  pure	
  DB	
  and	
  a	
  pure	
  DC	
  system	
  (whereby	
  risks	
  are	
  borne	
  almost	
  exclusively	
  by	
  just	
  one	
  of	
  

the	
  stakeholders:	
  either	
  employer	
  or	
  employee).	
  Critical	
  to	
  Mr	
  Webb’s	
  plan	
  is	
  that,	
  unlike	
  in	
  a	
  pure	
  

DC	
  plan,	
  there	
  is	
  a	
  certain	
  targeted	
  benefit	
  level	
  that	
  is	
  communicated	
  to	
  the	
  employee.	
  On	
  the	
  other	
  

hand,	
   there	
  will	
  not	
  be	
  any	
  guarantees	
  as	
   to	
  whether	
   this	
  benefit	
   target	
  will	
  be	
   reached.	
  Whereas	
  

this	
  proposal	
  focuses	
  mainly	
  on	
  private	
  sector	
  pensions	
  –	
  where	
  many	
  employees	
  have	
  had	
  to	
  switch	
  

from	
   DB	
   to	
   DC	
   pensions	
   –	
   introducing	
   more	
   risk	
   sharing	
   may	
   also	
   be	
   a	
   solution	
   towards	
   more	
  

sustainable	
  public	
  sector	
  pensions.	
  

	
  

In	
  addition,	
  several	
  industry	
  organisations	
  recognise	
  the	
  merits	
  of	
  increasing	
  scale	
  in	
  pensions.	
  Next	
  

to	
  the	
  NAPF,	
  promoting	
  (as	
  we	
  have	
  seen	
  before)	
  ‘supertrusts’,	
  the	
  London	
  Pension	
  Fund	
  Authority	
  

(‘LPFA’)	
  is	
  the	
  driving	
  force	
  behind	
  an	
  initiative	
  to	
  achieve	
  further	
  pooling	
  of	
  the	
  activities	
  of	
  some	
  

30+	
  London	
  based	
  public	
  sector	
  funds.	
  We	
  will	
  explore	
  this	
  initiative	
  in	
  more	
  detail	
  in	
  Chapter	
  4.	
  

                                                
121	
  Johnson	
  (2009),	
  (2010),	
  (2011a)	
  and	
  (2011b)	
  
122	
  Office	
  for	
  Budgetary	
  Responsibility	
  (2012)	
  and	
  Johnson	
  (2011b) 
123	
  www.telegraph.co.uk/finance/personalfinance/pensions/9193598/A-­‐new-­‐future-­‐for-­‐workplace-­‐pensions.html	
  

Figure	
   3.14:	
   Employers’	
   response	
  
when	
   asked	
   “In	
   designing	
   pension	
  
arrangements,	
   broadly	
   what	
  
percentage	
   of	
   risk	
   should	
   individual	
  
employees	
   be	
   prepared	
   to	
   take	
   in	
  
these	
  risk	
  areas?”	
  
	
  
Data	
   from	
   the	
   2011	
   ACA	
   Pension	
   trends	
  
survey	
   (Association	
   of	
   Consulting	
  
Actuaries	
  (2012b))	
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Finally,	
  the	
  RSA124	
  is	
  among	
  those	
  that	
  actively	
  promote	
  the	
  benefits	
  of	
  collective	
  pension	
  schemes	
  in	
  

the	
  UK,	
  among	
  other	
  things	
  as	
  vehicles	
  for	
  more	
  effective	
  risk	
  sharing.	
  

 

3.3.3	
   Conclusion	
  

 
In	
   summary,	
   our	
   evaluation	
   of	
   the	
   UK	
   pension	
   system	
   –	
   State	
   Pension	
   and	
   workplace	
   pensions	
   –	
  

including	
  the	
  upcoming	
  reforms,	
  against	
  the	
  benchmark	
  of	
  the	
  framework	
  of	
  optimal	
  pension	
  design,	
  

results	
  in	
  the	
  findings,	
  as	
  summarised	
  in	
  Table	
  3.4.	
  This	
  leads	
  to	
  the	
  following	
  conclusions.	
  	
  

	
  

Rightly	
   so,	
   there	
   is	
   currently	
   a	
   lot	
   of	
   focus	
   on	
   increasing	
   participation	
   and	
   contribution	
   rates	
   to	
  

ensure	
   people	
   save	
   enough	
   for	
   retirement.	
   In	
   recognition	
   of	
   the	
   behavioural	
   bias	
   that	
   people	
   are	
  

subject	
   to	
   and	
   the	
   power	
   of	
   default	
   options,	
   auto-­‐enrolment	
   can	
   be	
   expected	
   to	
   increase	
   saving	
  

rates,	
   although	
   the	
   low	
   default	
   contribution	
   rates	
   constitute	
   a	
   danger	
   for	
   adequate	
   saving.	
  

Nevertheless,	
   the	
   current	
   auto-­‐enrolment	
   policy	
   provides	
   a	
   first	
   step	
   that	
   can	
   be	
   built	
   on	
   in	
   due	
  

course,	
   by	
   gradually	
   increasing	
   contribution	
   rates	
   if	
   participation	
   increases	
   sufficiently,	
   or	
   by	
  

increasing	
  the	
  level	
  of	
  compulsion	
  should	
  too	
  many	
  people	
  decide	
  to	
  ‘opt	
  out’.	
  	
  	
  

	
  

Renegotiating	
  public	
   sector	
  pension	
  plans,	
   among	
  other	
   things	
  by	
   introducing	
  more	
   risk	
   sharing	
   in	
  

the	
   public	
   sector	
   employees’	
   pension	
   contracts,	
   is	
   an	
   important	
   step	
   towards	
   closing	
   the	
   gap	
  

between	
  public	
  and	
  private	
  sector	
  employees’	
  pensions	
  and	
  towards	
  improving	
  the	
  sustainability	
  of	
  

public	
  sector	
  pensions.	
  Even	
  with	
  the	
  implementation	
  of	
  these	
  reforms,	
  the	
  gap	
  will	
  however	
  remain	
  

and	
  public	
  sector	
  pensions	
  will	
  continue	
  to	
  be	
  far	
  from	
  self-­‐sufficient.	
  More	
  (and	
  more	
  effective)	
  risk	
  

sharing	
  –	
  between	
  employer	
  and	
  employee,	
  and	
  among	
  different	
  employees	
  -­‐	
  in	
  a	
  collective	
  scheme	
  

with	
  a	
  cost-­‐efficient	
  scale	
  can	
  therefore	
  be	
  a	
  way	
  to	
  improve	
  the	
  quality	
  of	
  the	
  average	
  private	
  sector	
  

employee’s	
  pension,	
  and	
  reduce	
  the	
  burden	
  of	
  public	
  sector	
  pensions	
  on	
  the	
  taxpayer.	
  

	
  

A	
  prerequisite	
  for	
  high	
  participation	
  rates	
  is	
  that	
  individuals	
  have	
  confidence	
  in	
  the	
  pension	
  system,	
  

especially	
   if	
   pension	
   schemes	
   are	
   collective	
   schemes	
   where	
   risks	
   are	
   shared	
   among	
   different	
  

members.	
  Pension	
  schemes	
  therefore	
  require	
  highly	
  complete	
  pension	
  contracts,	
  with	
  a	
  transparent	
  

mechanism	
   on	
   how	
   to	
   share	
   risks,	
   as	
   well	
   as	
   a	
   governance	
   structure	
   ensuring	
   that	
   the	
   scheme	
   is	
  

governed	
  and	
  managed	
  by	
  competent	
  and	
  highly	
  professional	
  people.	
  

	
  

Could	
  the	
  introduction	
  of	
  ‘Defined	
  Ambition’	
  pensions	
  be	
  a	
  solution?	
  And,	
  if	
  so,	
  how	
  should	
  they	
  be	
  

designed	
  in	
  order	
  to	
  be	
  effective?	
  We	
  will	
  take	
  a	
  closer	
  look	
  at	
  this	
  in	
  Chapter	
  4.	
  	
  

                                                
124	
  See	
  Pitt-­‐Watson	
  (2009) 
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Table	
  3.4:	
  UK	
  pensions	
  vis-­‐à-­‐vis	
  the	
  optimal	
  pension	
  design	
  framework	
  

	
  

	
  

	
  

	
  

UK	
  Pensions	
  

1	
   Consumption	
  smoothing	
  &	
  life	
  

cycle	
  investing	
  

The	
  low	
  replacement	
  rate	
  resulting	
  from	
  the	
  mandatory	
  State	
  Pension,	
  in	
  combination	
  with	
  highly	
  

varying	
  participation	
  and	
  contribution	
  rates	
  in	
  voluntary	
  workplace	
  pensions,	
  create	
  the	
  situation	
  

that	
  a	
  large	
  proportion	
  of	
  the	
  UK	
  population	
  have	
  insufficient	
  pension	
  savings.	
  Auto-­‐enrolment	
  into	
  

workplace	
   pension	
   plans	
   can	
   be	
   expected	
   to	
   improve	
   participation	
   rates,	
   although	
   such	
   new	
  

joiners	
  are	
  likely	
  to	
  save	
  at	
  the	
  inadequate	
  default	
  contribution	
  rate.	
  

Members	
   in	
   contract-­‐based	
   DC	
   plans	
   are	
   subject	
   to	
   many	
   individual	
   choices	
   on	
   investment	
  

strategy,	
  whereas	
  participants	
  in	
  trust-­‐based	
  schemes	
  can	
  typically	
  rely	
  on	
  a	
  board	
  of	
  trustees	
  to	
  

design	
  an	
  investment	
  policy	
  that	
  is	
  in	
  members’	
  best	
  interests.	
  

2	
   PAYG	
  vs	
  funding	
   The	
   first	
   pillar	
   State	
   Pension	
   is	
   completely	
   PAYG,	
   while	
  workplace	
   pensions	
   are	
   predominantly	
  

funded,	
   with	
   the	
   exception	
   of	
   some	
   public	
   sector	
   pension	
   plans,	
   which	
   are	
   PAYG.	
   As	
   a	
   result,	
  

pension	
  promises	
   of	
  members,	
  which	
   rely	
   on	
   such	
  PAYG	
  plans	
   for	
   large	
  part	
   of	
   their	
   retirement	
  

income	
  consist	
  mainly	
  of	
  ‘implicit	
  debt’,	
  which	
  is	
  not	
  backed	
  up	
  by	
  any	
  assets	
  as	
  collateral.	
  Moving	
  

to	
  a	
  system	
  where	
  all	
  workplace	
  pensions	
  are,	
  at	
   least	
  to	
  some	
  extent,	
  funded	
  reduces	
  members’	
  

reliance	
  on	
  non-­‐backed	
  promises.	
  

3	
   Decumulation	
   Since	
  both	
  the	
  State	
  Pension	
  and	
  DB	
  plans	
  offer	
  automatic	
  annuitisation,	
  the	
  majority	
  of	
  citizens	
  

have	
   at	
   retirement	
   some	
   level	
   of	
   annuitised	
   income.	
   The	
   growing	
   number	
   of	
   individuals	
   saving	
  

through	
  DC	
  pensions	
  however	
  exposes	
  many	
  people	
  to	
  the	
  decision	
  whether	
  to	
  annuitise	
  or	
  not,	
  

and	
   to	
   annuities	
   conversion	
   risk.	
   The	
   annuities	
   reform	
   has	
   introduced	
   more	
   flexibility	
   for	
   DC	
  

scheme	
   members	
   with	
   higher	
   incomes	
   and	
   wealth	
   levels	
   to	
   avoid	
   annuitisation,	
   which	
   exposes	
  

members	
  to	
  more	
  risk	
  of	
  depleting	
  their	
  funds.	
  

4	
   (Actuarial)	
  fairness	
   The	
  State	
  Pension,	
  especially	
  after	
  the	
  expected	
  reforms,	
  realises	
  an	
  increasing	
  degree	
  of	
  income	
  

redistribution,	
   in	
   line	
   with	
   its	
   objective	
   to	
   provide	
   poverty	
   relief.	
   Workplace	
   pensions	
   are	
   more	
  

actuarially	
   fair,	
  although	
  collective	
  schemes	
   inevitably	
   imply	
  some	
  degree	
  of	
  actuarial	
  unfairness.	
  

The	
  change	
   from	
   final	
   salary	
   to	
  career	
  average	
  schemes	
  makes	
   the	
  arrangements	
   typically	
  more	
  

actuarially	
  fair.	
  Individual	
  DC	
  plans	
  are	
  the	
  most	
  actuarially	
  fair	
  arrangements.	
  	
  

Scaling	
  down	
  public	
  sector	
  pensions	
  furthermore	
  reduces	
  the	
  gap	
  between	
  the	
  average	
  public	
  and	
  

average	
  private	
  sector	
  employee’s	
  pension.	
  

5	
   Completeness	
  of	
  contracts	
  

and	
  governance	
  

Whereas	
   contract-­‐based	
   pension	
   systems,	
   by	
   definition,	
   are	
   more	
   complete	
   than	
   trust-­‐based	
  

systems,	
   in	
   a	
   trust-­‐based	
   system	
   there	
   is	
   a	
   board	
   of	
   trustees	
   with	
   the	
   fiduciary	
   duty	
   to	
   act	
   in	
  

members’	
  best	
   interests.	
  Whether	
  people	
  are	
  willing	
  to	
  join	
  such	
  voluntary	
  schemes	
  will	
  however	
  

depend	
  on	
  the	
  confidence	
  they	
  have	
  in	
  such	
  schemes	
  and	
  the	
  way	
  they	
  are	
  run.	
  Transparency	
  on	
  

how	
   decisions	
   are	
   made	
   and	
   risks	
   are	
   shared,	
   especially	
   in	
   collective	
   schemes,	
   is	
   therefore	
  

essential.	
  

6	
   Performance	
  &	
  costs	
   Pension	
  schemes	
  with	
  a	
  larger	
  scale	
  are	
  able	
  to	
  achieve	
  better	
  performance	
  relative	
  to	
  cost.	
  Also,	
  

collective	
  pension	
  plans	
  can	
  improve	
  performance	
  through	
  more	
  effective	
  diversification	
  and	
  risk	
  

sharing.	
  Moreover,	
  compulsory	
  participation	
  leads	
  to	
  lower	
  costs.	
  

7	
   Behavioural	
  barriers	
   Auto-­‐enrolment	
   can	
   be	
   expected	
   to	
   increase	
   participation	
   however	
   the	
   low	
   minimum	
  

contribution	
  rates	
  can	
  be	
  harmful	
  to	
  people	
  that	
  otherwise	
  would	
  have	
  been	
  willing	
  to	
  save	
  more.	
  

An	
   individual	
   saver’s	
  behavioural	
  bias	
   in	
   choosing	
  an	
   investment	
  and	
  annuitisation	
  policy	
   is	
  most	
  

effectively	
  overcome	
  in	
  a	
  trust-­‐based,	
  collective	
  pension	
  plan	
  providing	
  automatic	
  annuitisation.	
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Chapter	
  4:	
  UK	
  pension	
  reforms	
  evaluated	
  
	
  

In	
   the	
   previous	
   chapters	
   we	
   have,	
   first,	
   drawn	
   up	
   a	
   framework	
   for	
   optimal	
   pension	
   design	
   from	
  

academic	
  literature.	
  Subsequently,	
  the	
  current	
  organisation	
  and	
  developments	
  in	
  UK	
  pensions	
  have	
  

been	
  described	
  and	
  evaluated	
  against	
  the	
  benchmark	
  of	
  the	
  framework	
  for	
  optimal	
  pension	
  design.	
  	
  

	
  

The	
  analysis	
  of	
  UK	
  pensions	
  concluded	
  by	
  observing	
  that	
  a	
  way	
  to	
  reduce	
  the	
  gap	
  between	
  public	
  and	
  

private	
   sector	
   pensions	
   and	
   increase	
   the	
   sustainability	
   of	
  workplace	
   pensions,	
   is	
   by	
   improving	
   risk	
  

sharing	
   in	
   collective	
   pension	
   plans	
   and	
   optimising	
   the	
   scale	
   of	
   pension	
   plans.	
   We	
   furthermore	
  

concluded	
   that	
   a	
  prerequisite	
   for	
   any	
  measures	
   to	
  be	
   successful	
   is	
   that	
  people	
  have	
   confidence	
   in	
  

pension	
  schemes,	
  for	
  which	
  transparency	
  and	
  sound	
  governance	
  are	
  essential.	
  

	
  

In	
   this	
   chapter,	
  we	
  will	
   further	
   explore	
   these	
   topics	
   and	
   evaluate	
   options	
   to	
   address	
   these	
   issues,	
  

using	
  feedback	
  from	
  market	
  experts	
  (as	
  summarised	
  in	
  Box	
  4.1)	
  as	
  a	
  ‘reality	
  check’.	
  	
  

	
  

In	
  particular,	
  in	
  the	
  context	
  of	
  improving	
  risk	
  sharing,	
  the	
  concept	
  of	
  ‘Defined	
  Ambition’	
  pensions	
  will	
  

be	
   explored	
   as	
   a	
   possible	
   solution	
   towards	
   sustainable	
   and	
   adequate	
   (private	
   ánd	
   public	
   sector)	
  

pensions.	
   In	
   the	
   absence	
   of	
   a	
   clear	
   definition	
   of	
   Defined	
   Ambition	
   pensions,	
   a	
   possible	
   model	
   is	
  

proposed	
   that	
   is	
   based	
   on	
   the	
   new	
  pension	
   deal	
   in	
   the	
  Netherlands.	
   The	
   section	
  will	
   conclude	
   by	
  

discussing	
  which	
  elements	
  of	
  this	
  model	
  could	
  work	
  in	
  the	
  context	
  of	
  UK	
  pensions.	
  

	
  

Also,	
  proposals	
  to	
  improve	
  the	
  cost-­‐efficiency	
  of	
  (public	
  sector)	
  pension	
  schemes	
  through	
  increasing	
  

schemes’	
   scale	
  will	
   be	
   reviewed,	
   exploring	
   the	
   case	
   for	
   scheme	
  consolidation	
   in	
   the	
   funded	
  public	
  

sector	
  pension	
  funds,	
  united	
  in	
  the	
  LGPS125.	
  In	
  addition	
  to	
  the	
  benefits	
  that	
  such	
  consolidation	
  can	
  be	
  

expected	
  to	
  bring,	
  the	
  difficulties	
  in	
  realising	
  these	
  proposals	
  will	
  be	
  discussed.	
  

	
  

The	
  chapter	
  will	
  conclude	
  with	
  a	
  set	
  of	
  recommendations	
  on	
  possible	
  ways	
  to	
   improve	
  risk	
  sharing	
  

and	
  cost-­‐efficiency	
  in	
  UK	
  workplace	
  pension	
  schemes.	
  

	
  

 	
  

                                                
125	
  Local	
  Government	
  Pension	
  Scheme;	
  see	
  also	
  section	
  3.1.2.1	
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Box	
  4.1	
  Reality	
  check:	
  opinions	
  from	
  the	
  market	
  
	
  
During	
   my	
   internship	
   at	
   APG	
   I	
   had	
   the	
   opportunity	
   to	
   speak	
   to	
   a	
   number	
   of	
   UK	
   pension	
   professionals,	
   with	
   varying	
  
backgrounds,	
   such	
   as	
   representatives	
   of	
   industry	
   organisation	
   National	
   Association	
   of	
   Pension	
   Funds	
   (‘NAPF’),	
   local	
  
government	
  pension	
   scheme	
  and	
  administrator	
   London	
   Pension	
   Fund	
   Authority	
   (‘LPFA’),	
   educational	
   charity	
   Pensions	
  
Policy	
   Institute	
   (‘PPI’),	
  public	
  sector	
   trade	
  union	
  Unison,	
  and	
  the	
  ministry	
  responsible	
   for	
  pensions:	
   the	
  Department	
  for	
  
Work	
  and	
  Pensions	
  (‘DWP’).	
  	
  
	
  
My	
  objective	
  in	
  speaking	
  to	
  these	
  persons	
  was	
  to	
  be	
  able	
  to	
  add	
  a	
  touch	
  of	
  reality	
  to	
  the	
  analyses	
  made	
  in	
  this	
  thesis.	
  
Whereas	
  the	
  basis	
  of	
  the	
  evaluation	
  of	
  the	
  UK	
  pension	
  system	
  is	
  a	
  framework	
  for	
  optimal	
  pension	
  design	
  based	
  on	
  theory	
  
and	
  academic	
  literature	
  -­‐	
  implying	
  that	
  any	
  recommendations	
  that	
  these	
  produce	
  should	
  be	
  viewed	
  as	
  recommendations	
  
from	
   an	
   optimal	
   theoretic	
   perspective	
   –	
   also	
   from	
   an	
   academic	
   viewpoint	
   it	
   does	
   not	
   make	
   much	
   sense	
   making	
  
recommendations	
  that	
  do	
  not	
  have	
  any	
  relevance	
  in	
  the	
  real	
  world.	
  
	
  
My	
   findings	
   can	
  be	
   summarised	
   as	
   follows.	
   Auto-­‐enrolment	
   appears	
   to	
   be	
  on	
   the	
   forefront	
  of	
   everyone’s	
   mind,	
   with	
  
much	
  attention	
  on	
  practical	
   issues	
   arising	
  now	
   that	
   implementation	
   is	
   imminent,	
   such	
   as	
  whether	
   ‘small	
   pots’	
   can	
  be	
  
consolidated	
  or	
  not.	
  Estimates	
  differ	
  on	
  what	
  the	
  uptake	
  of	
  auto-­‐enrolment	
  will	
  be	
  once	
  fully	
  implemented.	
  The	
  default,	
  
minimum	
  contribution	
  rates	
  are	
  generally	
  considered	
  too	
  low	
  to	
  be	
  effective,	
  however	
  most	
  agree	
  that	
  this	
  is	
   the	
  best	
  
that	
  could	
  be	
  achieved	
  in	
  the	
  first	
  phase	
  (‘Better	
  low	
  contributions	
  than	
  no	
  contributions	
  at	
  all’).	
  
	
  
The	
   renegotiations	
   of	
   public	
   sector	
   pensions	
   are	
   in	
   their	
   final	
   phase,	
   where	
   the	
   trade	
   unions	
   need	
   to	
   convince	
   their	
  
members	
  of	
  supporting	
  the	
  deal.	
  Whereas	
  some	
  elements	
  have	
  clearly	
  become	
  less	
  attractive	
  in	
  the	
  new	
  deal	
  –	
  like	
  the	
  
increase	
   in	
   retirement	
   age,	
   the	
   change	
   from	
   final	
   salary	
   to	
   career	
   average	
   pensions	
   and	
   the	
   change	
   in	
   indexation	
  
benchmark	
  to	
  CPI	
   –	
  unions	
  have	
  been	
  able	
   to	
  negotiate	
  more	
   favourable	
   accrual	
   rates	
   and	
  protection	
  of	
   any	
  pension	
  
rights	
   built	
   up	
  until	
   2014/15,	
  when	
   the	
  new	
  deal	
  will	
   be	
   implemented.	
  Whether	
   the	
  new	
  deal	
  will	
   succeed	
   in	
  making	
  
public	
  sector	
  pensions	
  sustainable	
  is	
  a	
  matter	
  of	
  debate	
  –	
  and	
  of	
  how	
  ‘sustainable’	
  is	
  defined.	
  In	
  view	
  of	
  the	
  complexity	
  
of	
  the	
  recent	
  negotiations,	
  appetite	
  for	
  further	
  changes	
  is	
  however	
  for	
  the	
  moment	
  non-­‐existent.	
  
	
  
Most	
  people	
  I	
  spoke	
  to	
  were	
  vocal	
  in	
  their	
  support	
  for	
  increasing	
  scale	
  as	
  a	
  means	
  towards	
  more	
  cost-­‐efficient	
  pensions,	
  
either	
  in	
  the	
  form	
  of	
  the	
  creation	
  of	
  DC	
  ‘supertrusts’	
  (as	
  advocated	
  by	
  NAPF)	
  or	
  through	
  consolidation	
  of	
  LGPS	
  funds	
  (as	
  
promoted	
  by	
  LPFA	
  and	
  Unison).	
  Whereas	
  the	
  first	
  supertrusts(-­‐to-­‐be)	
  are	
  already	
  in	
  business,	
  like	
  NEST	
  and	
  some	
  similar	
  
commercial	
   initiatives,	
   trustees	
   of	
   LGPS	
   funds	
   prove	
   harder	
   to	
   convince	
   of	
   the	
   benefits	
   of	
   consolidation.	
   The	
   little	
  
political	
   support	
   for	
   LGPS	
   consolidation	
   focuses	
   on	
   the	
   ability	
   of	
   consolidated	
   funds	
   to	
   co-­‐ordinate	
   infrastructure	
  
investments	
  more	
  effectively;	
   other	
   than	
  that	
  Government	
  does	
  not	
   appear	
   keen	
   to	
  play	
   an	
   active	
   role	
   in	
  persuading	
  
trustees	
  to	
  agree	
  to	
  more	
  co-­‐operation.	
  
	
  
Last	
  but	
  not	
  least,	
  minds	
  have	
  not	
  yet	
  been	
  made	
  up	
  on	
  the	
  subject	
  of	
  Defined	
  Ambition	
  pensions.	
  All	
  eyes	
  are	
  on	
  DWP	
  
and	
  its	
  Minister	
  for	
  Pensions,	
  Steve	
  Webb,	
  who	
  has	
  promised	
  to	
  make	
  further	
  announcements	
  on	
  the	
  subject	
  later	
  this	
  
year.	
  Whereas	
  there	
  are	
  many	
  advocates	
  of	
  Dutch-­‐style	
  ‘Collective	
  Defined	
  Contribution’	
  (‘CDC’)	
  arrangements	
  in	
  the	
  UK,	
  
and	
  Mr	
  Webb	
  and	
  his	
  team	
  visited	
  the	
  Netherlands	
  and	
  Denmark	
  on	
  a	
  fact-­‐finding	
  mission	
  before	
  summer,	
  Britons	
  are	
  
generally	
  not	
  keen	
  on	
  collective	
  pension	
  funds.	
  Intergenerational	
  risk	
  sharing	
  is	
  often	
  considered	
  ‘unfair’	
  since	
  it	
  enables	
  
passing	
   on	
   the	
   bill	
   of	
   today’s	
   problems	
   to	
   future	
   generations.	
   Main	
   hurdles	
   for	
   introducing	
   DA-­‐style	
   pensions	
   in	
   the	
  
private	
  sector	
  are	
  considered	
  to	
  be	
  employers’	
   lack	
  of	
  appetite	
   for	
   risk	
  sharing	
  and	
  fear	
   for	
   regulatory	
  and	
  accounting	
  
complications.	
  In	
   the	
  public	
  sector,	
  DA	
  pensions	
  are	
   for	
  the	
  moment	
  on	
  nobody’s	
  mind	
  –	
  nor	
  are	
  they	
   likely	
  to	
  be	
  until	
  
2015,	
  when	
  the	
  new	
  deal	
  will	
  have	
  been	
  implemented.	
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4.1	
  	
   Risk	
  sharing	
  
 

4.1.1	
   Introduction	
  

	
  

	
  
	
  

A	
  key	
  design	
  feature	
  of	
  a	
  pension	
  plan	
  is	
  how	
  the	
  risks,	
  related	
  to	
  building	
  up	
  retirement	
  income,	
  are	
  

allocated.	
  When	
  saving	
  for	
  retirement,	
  a	
  number	
  of	
  risk	
  categories	
  are	
  relevant,	
  such	
  as	
  investment	
  

risk,	
  inflation	
  risk,	
  longevity	
  risk,	
  salary	
  risk,	
  and	
  annuities	
  conversion	
  risk.	
  

	
  

As	
  explained	
  earlier,	
   in	
  a	
  pure	
  DB	
  pension	
  system	
  all	
  such	
  risks	
  are	
  borne	
  by	
  the	
  employer,	
  or	
  plan	
  

sponsor;	
  in	
  a	
  pure	
  DC	
  system	
  all	
  risks	
  lie	
  with	
  the	
  scheme	
  member.	
  In	
  addition,	
  in	
  collective	
  pension	
  

systems	
   (such	
   as	
   a	
   DB126	
   or	
   a	
   collective	
   DC	
   system)	
   typically	
   risk	
   sharing	
   among	
   different	
   scheme	
  

members	
   takes	
   place,	
  whereas	
   in	
   pure	
   individual	
   systems	
   (an	
   individual	
  DC	
   system,	
   for	
   instance	
   a	
  

personal	
  pension	
  plan)	
  this	
  is	
  not	
  the	
  case.	
  

	
  

What	
   is	
  the	
  current	
  situation	
  in	
  UK	
  pension	
  plans?	
  As	
  we	
  have	
  seen	
  in	
  the	
  previous	
  chapter,	
  public	
  

sector	
   employers	
   have,	
   to	
   date,	
   held	
  on	
   to	
   their	
  DB	
  pension	
  plans,	
   therefore	
   still	
   offering	
   scheme	
  

members	
   guaranteed	
  pension	
  benefits,	
   although	
  at	
   a	
   slightly	
   less	
   generous	
   level127	
   and	
  with	
  more	
  

risk	
  sharing	
  between	
  employer	
  and	
  members	
  if	
  unforeseen	
  developments	
  take	
  place128.	
  

                                                
126	
  In	
  a	
  pure	
  DB	
  system,	
  the	
  employer	
  guarantees	
  all	
  pension	
  benefits,	
  and	
  is	
  the	
  beneficiary	
  of	
  any	
  surpluses	
  the	
  pension	
  
fund	
   may	
   generate;	
   therefore	
   the	
   addition	
   of	
   risk	
   sharing	
   among	
   different	
   member	
   groups	
   is	
   irrelevant.	
   In	
   practice,	
  
however,	
  pure	
  DB	
  systems	
  are	
  getting	
  rare	
  implying	
  that	
  both	
  risk	
  sharing	
  between	
  employer	
  and	
  member	
  and	
  among	
  the	
  
members	
  needs	
  to	
  be	
  taken	
  into	
  account.	
  
127	
  As	
  we	
  have	
  seen	
  before,	
  public	
  sector	
  pensions	
  are	
  being	
  changed	
  from	
  final	
  salary	
  to	
  career	
  average	
  pensions,	
  and	
  will	
  
be	
   subject	
   to	
   the	
   lower	
   CPI	
   indexation.	
   Also,	
   the	
   normal	
   pension	
   age	
   increases	
   and	
   some	
   schemes	
   have	
   increased	
  
(employee)	
  contribution	
  levels.	
  
128	
   For	
   instance,	
   the	
   introduction	
   of	
   ‘cap	
   and	
   share	
   rules’:	
   employers	
   have	
   set	
   a	
   cap	
   on	
   the	
   level	
   to	
   which	
   they	
   absorb	
  
increases	
   in	
   costs	
   due	
   to,	
   for	
   instance,	
   rising	
   longevity	
   rate.	
   Any	
   cost	
   increases	
   in	
   addition	
   to	
   this	
   cap	
   are	
   to	
   be	
   borne	
  
exclusively	
  by	
  the	
  members.  
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In	
  the	
  private	
  sector,	
  employer-­‐guaranteed,	
  DB	
  systems	
  have	
  however	
  been	
   losing	
  popularity:	
  with	
  

rising	
   longevity,	
   they	
  have	
  become	
  too	
  costly	
   for	
  employers,	
  and	
   they	
   result	
   in	
   fluctuating	
  pension	
  

liabilities	
  on	
  employers’	
  balance	
  sheets	
  due	
  to	
  market-­‐value	
  based	
  accounting	
  standards.	
  As	
  a	
  result,	
  

private	
  sector	
  DB	
  pensions	
  have	
  widely	
  been	
  replaced	
  by	
  individual	
  DC	
  pension	
  plans,	
  eliminating	
  any	
  

guarantees	
  with	
  respect	
  to	
  the	
  retirement	
  income	
  and	
  transferring	
  all	
  risks	
  from	
  employer	
  to	
  scheme	
  

member.	
   In	
   individual	
   DC	
   pensions,	
   an	
   employer’s	
   involvement	
   in	
   its	
   employees’	
   pensions	
   is	
  

therefore	
  limited,	
  however	
  typically	
  still	
  present	
  in	
  the	
  form	
  of	
  the	
  employer-­‐paid	
  contributions.	
  

	
  

As	
  a	
  result,	
  there	
  is	
  a	
  large	
  distinction	
  between	
  the	
  level	
  of	
  risk	
  sharing	
  in	
  public	
  and	
  private	
  sector	
  

pensions.	
   In	
  public	
  sector	
  pensions,	
  members	
  enjoy	
  a	
  high	
   level	
  of	
  certainty	
  of	
   retirement	
  benefits	
  

thanks	
  to	
  employer	
  guarantees,	
  which,	
  arguably,	
  come	
  at	
  a	
  disproportionate	
  cost	
  for	
  the	
  taxpayer.	
  In	
  

many	
  private	
  sector	
  pensions,	
  the	
  absence	
  of	
  both	
  guarantees	
  by	
  and	
  effective	
  risk	
  sharing	
  with	
  the	
  

employer	
   exposes	
   the	
   member	
   to	
   a	
   level	
   of	
   uncertainty	
   of	
   future	
   income	
   that	
   may	
   be	
   deemed	
  

excessive.	
  

	
  

It	
   can	
   therefore	
   be	
   argued	
   that	
   risk	
   sharing	
   in	
   pension	
   plans	
   needs	
   to	
   be	
   optimised	
   between	
  

employer	
  and	
  scheme	
  members,	
  reducing	
  the	
  burden	
  on	
  the	
  employer	
  however	
  improving	
  the	
  level	
  

of	
  certainty	
  for	
  the	
  member.	
  

	
  	
  

Optimising	
   risk	
   sharing	
   does	
   not	
   mean	
   minimising,	
   or	
   even	
   eliminating,	
   risks.	
   Risk	
   sharing	
   is,	
  

effectively,	
  risk	
  trading:	
   risks	
  can	
  be	
  minimised	
  by	
  paying	
  a	
  price	
  (or	
  forsaking	
  a	
  risk	
  premium).	
  For	
  

instance,	
  investing	
  large	
  part	
  of	
  one’s	
  pension	
  assets	
  risk-­‐free	
  may	
  reduce	
  the	
  investment	
  risk	
  of	
  the	
  

portfolio,	
  however	
  it	
  also	
  decreases	
  the	
  extent	
  to	
  which	
  a	
  risk	
  premium	
  can	
  be	
  collected.	
  As	
  a	
  result,	
  

the	
  expected	
  return	
  on	
  these	
  assets	
  -­‐	
  and	
  therefore	
  the	
  retirement	
  income	
  –	
  will	
  be	
  lower.	
  	
  

	
  

This	
  assumes,	
  however,	
  that	
  such	
  risks	
  are	
  tradable.	
  Is	
  that	
  a	
  realistic	
  assumption?	
  

Whether	
  risks	
  can	
  be	
  traded	
  or	
  not	
  depends	
  on	
  the	
  completeness	
  of	
  the	
  market	
  for	
  a	
  particular	
  risk	
  

category.	
   Investment	
   risks	
  are	
  generally	
  well	
   tradable,	
  although	
  certain	
   investment	
  categories	
   (like	
  

hedge	
   funds	
   or	
   derivatives)	
   may	
   not	
   be	
   available	
   to	
   the	
   average	
   retail	
   investor.	
   Inflation	
   risk	
   is	
  

already	
   more	
   difficult	
   to	
   mitigate	
   effectively;	
   whereas	
   products	
   like	
   inflation-­‐linked	
   bonds	
   can	
   be	
  

found	
  in	
  the	
  financial	
  markets,	
  they	
  are	
  not	
  widespread.	
  And	
  longevity	
  risk	
  is	
  essentially	
   impossible	
  

to	
  trade	
  in	
  the	
  market.	
  This	
   is	
  where	
  collective	
  pension	
  funds	
  come	
  in.	
  Effectively	
  they	
  create	
  their	
  

own	
   internal	
  market	
   in	
  which	
  risks	
  can	
  be	
   ‘traded’	
  among	
  scheme	
  members129	
  when	
  differences	
   in	
  

                                                
129	
  In	
  fact,	
  collective	
  pension	
  funds	
  offer	
  the	
  possibility	
  to	
  trade	
  risks	
  among	
  current	
  and	
  future	
  scheme	
  members,	
  whereas	
  
formal	
  (financial)	
  markets	
  only	
  allow	
  for	
  risk	
  trading	
  among	
  current	
  generations.	
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risk	
  preferences	
  exist.	
  In	
  doing	
  so,	
  pension	
  funds	
  can	
  contribute	
  to	
  making	
  markets	
  more	
  complete.	
  

For	
   instance,	
   pension	
   schemes	
   can	
   make	
   human	
   capital	
   tradable:	
   they	
   allow	
   for	
   young	
   members,	
  

with	
  ample	
  human	
  capital	
  though	
  little	
  financial	
  capital,	
  to	
  capture	
  a	
  higher	
  equity	
  risk	
  premium	
  than	
  

they	
  would	
  be	
  able	
  to	
  on	
  their	
  own;	
  in	
  exchange,	
  pension	
  schemes	
  allow	
  older	
  members,	
  which	
  may	
  

have	
  little	
  human	
  capital	
  left,	
  to	
  increase	
  their	
  exposure	
  to	
  human	
  capital	
  risk	
  and	
  collect	
  part	
  of	
  the	
  

‘risk	
  premium’	
  on	
  human	
  capital,	
  for	
  instance	
  when	
  retirement	
  benefits	
  are	
  wage-­‐indexed130.	
  

	
  

Rather	
   than	
  eliminating	
  any	
   risks	
   in	
   investing	
  pension	
  assets	
   	
   -­‐	
   and	
   forsaking	
   the	
   risk	
  premium	
  –	
  a	
  

better	
  solution	
  is	
  therefore	
  to	
  accept	
  some	
  uncertainty	
  in	
  future	
  retirement	
  benefits	
  and	
  look	
  how	
  to	
  

best	
  allocate	
  this	
  uncertainty	
  over	
  a	
  member’s	
  life	
  cycle,	
  in	
  line	
  with	
  a	
  member’s	
  capacity	
  to	
  adjust	
  to	
  

changes	
  in	
  future	
  retirement	
  income.	
  Effectively,	
  this	
  risk	
  sharing	
  (or,	
  rather,	
  risk	
  allocation)	
  will	
  lead	
  

to	
  differentiation	
  of	
  risks	
  by	
  members’	
  ages:	
  old	
  members	
  bear	
  less	
  risk,	
  and	
  incur	
  less	
  risk	
  premium,	
  

than	
  younger	
  members.	
  

	
  

What	
  could	
  be	
  a	
  mechanism	
  to	
  organise	
  such	
  risk	
  sharing,	
  based	
  on	
  age	
  differentiation?	
  How	
  would	
  

this	
   work	
   in	
   a	
   collective	
   pension	
   system,	
   and	
   how	
   could	
   the	
   employer	
   participate	
   in	
   such	
   a	
   risk	
  

sharing	
  system?	
  And	
  could	
  this	
  be	
  the	
  basis	
  for	
  ‘Defined	
  Ambition’	
  pensions?	
  

	
  

Below,	
  we	
  will	
  first	
  explore	
  a	
  definition	
  of	
  Defined	
  Ambition	
  pensions	
  in	
  the	
  context	
  of	
  UK	
  pensions.	
  

Then,	
  we	
  will	
  introduce	
  the	
  risk-­‐sharing	
  model	
  based	
  on	
  age	
  differentiation	
  as	
  has	
  been	
  developed	
  as	
  

part	
   of	
   the	
   new	
   pension	
   deal	
   in	
   the	
   Netherlands.	
   The	
   model	
   will	
   be	
   discussed	
   using	
   examples	
   of	
  

different	
   pension	
   funds	
   –	
   individual	
   and	
   collective,	
   with	
   and	
   without	
   the	
   employer	
   risk	
   sharing.	
  

Finally,	
   we	
   discuss	
   to	
   what	
   extent	
   this	
   risk-­‐sharing	
   model	
   could	
   be	
   a	
   model	
   for	
   Defined	
   Ambition	
  

pensions	
   in	
   the	
   UK:	
   whether	
   this	
   model	
   could	
   help	
   improve	
   the	
   sustainability	
   of	
   UK	
   workplace	
  

pensions.	
  

	
  

4.1.2	
   Defined	
  Ambition:	
  a	
  definition	
  

	
  

In	
   the	
   UK	
   pensions	
   debate,	
   the	
   concept	
   of	
   Defined	
   Ambition	
   (‘DA’)	
   has	
   been	
   launched	
   as	
   a	
  

compromise	
   between	
   existing	
   systems,	
   which	
   would	
   be	
   more	
   attractive	
   to	
   employees	
   than	
   a	
   (no	
  

guarantees)	
   DC	
   pension	
   however	
   more	
   attractive	
   to	
   the	
   employer	
   than	
   a	
   (fully	
   guaranteed)	
   DB	
  

pension131.	
  

	
  

                                                
130	
  Bovenberg	
  et	
  al	
  (2007) 
131	
  As	
  explained	
  in	
  section	
  3.3	
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Although	
   a	
   uniform	
   definition	
   of	
   ‘Defined	
   Ambition’	
   is	
   still	
   lacking,	
   an	
   essential	
   feature	
   of	
   DA	
  

pensions	
   as	
   introduced	
   in	
   the	
   UK	
   debate	
   is	
   the	
   existence	
   of	
   risk	
   sharing	
   between	
   the	
   different	
  

stakeholders	
   of	
   a	
   pension	
   scheme	
   –	
   in	
   particular	
   the	
   employer	
   and	
   the	
   scheme	
   members.	
   If	
   the	
  

pension	
   system	
   concerned	
   is	
   a	
   collective	
   (as	
   opposed	
   to	
   an	
   individual)	
   system,	
  where	
   implicit	
   risk	
  

sharing	
   takes	
   place	
   among	
   scheme	
   members,	
   it	
   is	
   furthermore	
   relevant	
   to	
   distinguish	
   among	
   the	
  

different	
  categories	
  of	
  scheme	
  members:	
  young	
  and	
  old;	
  active,	
  deferred	
  and	
  retired	
  members.	
  	
  

	
  

How	
  does	
  a	
  DA	
  pension	
  compare	
  to	
  the	
  existing	
  –	
  DB	
  and	
  DC	
  –	
  systems?	
  	
  

Like	
   a	
   DB	
   system,	
   a	
   DA	
   pension	
   will	
   set	
   out	
   to	
   realise	
   a	
   targeted	
   retirement	
   income,	
   which	
   may	
  

(again,	
  as	
   in	
  a	
  DB	
  system)	
  be	
   the	
   result	
  of	
  a	
   set	
   formula	
  of	
  years	
  of	
  employment,	
  accrual	
   rate	
  and	
  

(career	
  average	
  or	
   final)	
  salary	
   level.	
   In	
  addition,	
   this	
   targeted	
   income	
  may	
  be	
  defined	
   in	
  real	
  or	
   in	
  

nominal	
  terms	
  –	
  revalued	
  for	
  inflation	
  or	
  not.	
  Unlike	
  a	
  DB	
  system,	
  however,	
  the	
  retirement	
  income	
  

that	
   is	
  effectively	
  paid	
   in	
  a	
  DA	
  system	
  may	
  deviate	
  from	
  the	
  targeted	
  income:	
  the	
  resulting	
   income	
  

may	
   be	
   lower	
   or,	
   indeed,	
   higher	
   than	
   targeted,	
   for	
   instance	
   when	
   the	
   fund’s	
   investment	
   returns	
  

under-­‐	
  or	
  overperform,	
  or	
  when	
  life	
  expectancy	
  rates	
  increase.	
  	
  

	
  

So	
  far,	
  this	
  may	
  not	
  seem	
  too	
  different	
  from	
  a	
  DC	
  system:	
  also	
  in	
  a	
  DC	
  pension	
  the	
  member	
  sees	
  his	
  

or	
  her	
   expected	
   retirement	
   income	
   increase	
  when	
   investments	
  perform	
  well,	
   and	
   income	
  dwindle	
  

with	
  adverse	
  market	
  conditions	
  or	
  rising	
  longevity.	
  There	
  are	
  however	
  two	
  important	
  differences.	
  	
  

First,	
   in	
   a	
  DA	
   system,	
   the	
  mechanism	
  via	
  which	
   future	
   retirement	
  benefits	
   are	
   adjusted	
   should	
  be	
  

clearly	
  defined,	
  and	
  should	
  take	
  into	
  account	
  that	
  a	
  person’s	
  ability	
  to	
  absorb	
  (and	
  attitude	
  towards)	
  

risk	
  changes	
  over	
  his	
  or	
  her	
  life	
  cycle.	
  Members’	
  ability	
  to	
  absorb	
  risk	
  will	
  be	
  significantly	
  lower	
  when	
  

they	
   approach,	
   or	
   have	
   entered,	
   retirement	
   than	
  when	
   they	
   are	
   early	
   in	
   their	
  working	
   career.	
  On	
  

average,	
  older	
  employees	
   that	
  are	
  on	
   the	
   threshold	
  of	
   retirement	
  may	
  have	
  all	
   but	
  depleted	
   their	
  

human	
   capital.	
   Also,	
   older	
   employees	
   or	
   pensioners	
   may	
   find	
   it	
   more	
   difficult	
   to	
   adjust	
   existing	
  

consumption	
  patterns	
  due	
  to	
  habit	
  formation.	
  As	
  a	
  result,	
  an	
  older	
  employee	
  will	
  typically	
  favour	
  a	
  

high	
  level	
  of	
  certainty	
  of	
  his	
  or	
  her	
  future	
  retirement	
  income.	
  On	
  the	
  contrary,	
  a	
  young	
  worker,	
  at	
  the	
  

beginning	
   of	
   his	
   or	
   her	
   career,	
   will	
   have	
   more	
   possibilities	
   to	
   adjust	
   to	
   fluctuations	
   in	
   his	
   future	
  

retirement	
  income.	
  It	
  is	
  therefore	
  in	
  young	
  workers’	
  interests	
  to	
  have	
  a	
  higher	
  level	
  of	
  uncertainty	
  in	
  

future	
   income,	
   in	
  exchange	
   for	
  a	
   risk	
  premium:	
  a	
  higher	
  expected	
   investment	
   return	
  on	
  his	
  or	
  her	
  

pension	
  assets.	
  	
  

Any	
   adjustment	
   mechanism	
   should	
   therefore	
   be	
   transparent	
   on	
   how	
   changes	
   in	
   the	
   size	
   of	
   the	
  

pension	
  pot	
  and	
  in	
  economic	
  indicators	
  are	
  translated	
  into	
  changes	
  in	
  retirement	
  income	
  and	
  should	
  

allocate	
  risks	
  sensibly	
  over	
  a	
  scheme	
  member’s	
  life	
  cycle.	
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A	
   second	
   difference	
   from	
   a	
   ‘normal’	
   DC	
   pension	
   is	
   that	
   the	
   transparency	
   of	
   the	
   adjustment	
  

mechanism	
  allows	
  for	
  clear	
  communication	
  to	
  members	
  on	
  what	
  their	
  expected	
  retirement	
  income	
  

will	
  be	
   in	
   the	
   future.	
  Rather	
   than	
  on	
   the	
  size	
  of	
   the	
  pension	
  pot	
  at	
   retirement,	
   the	
   focus	
   is	
  on	
   the	
  

future	
  retirement	
  income,	
  which	
  enables	
  managing	
  scheme	
  members’	
  expectations	
  effectively.	
  	
  

	
  

A	
   sound	
   mechanism	
   for	
   adjusting	
   future	
   retirement	
   income	
   will	
   thus	
   include	
   a	
   level	
   of	
   age	
  

differentiation132	
  to	
  ensure	
  risks	
  are	
  borne	
  by	
  those	
  that	
  are	
  most	
  capable	
  of	
  bearing	
  them,	
  and	
  risk	
  

premiums	
  collected	
  by	
  those	
  that	
  bear	
  the	
  risk.	
  Having	
  such	
  a	
  mechanism	
   in	
  place	
  will	
  also	
  reduce	
  

the	
  danger	
  of	
  conflicting	
  interests	
  in	
  a	
  (collective)	
  pension	
  scheme.	
  For	
  example,	
  in	
  a	
  pension	
  scheme	
  

with	
  members	
  of	
  different	
  ages,	
  older	
  members	
  will	
  typically	
  be	
  in	
  favour	
  of	
  investing	
  the	
  scheme’s	
  

assets	
   risk-­‐free:	
   they	
  are	
   interested	
   in	
  a	
   stable	
   retirement	
   income.	
  Young,	
  active	
  members,	
  on	
   the	
  

contrary,	
  will	
  typically	
  need	
  the	
  risk	
  premium	
  of	
  risky	
  investments,	
  like	
  equities,	
  to	
  be	
  able	
  to	
  realise	
  

adequate	
  pension	
  benefits	
  once	
  retired.	
  Without	
  a	
  set	
  mechanism	
  to	
  balance	
  these	
  interests	
  it	
  may	
  

be	
  difficult	
  to	
  agree	
  on	
  an	
  asset	
  allocation	
  for	
  the	
  collective	
  fund.	
  

	
  

So	
  –	
   is	
  the	
  model	
  similar	
  to	
  a	
   life	
  cycle	
   investment	
  strategy	
  in	
  a	
  DC	
  pension?	
  The	
  model	
  shares	
  the	
  

notion	
  of	
  changing	
  the	
  risk/return	
  profile	
  in	
  line	
  with	
  the	
  members’	
  risk	
  tolerance	
  –	
  abstracted	
  here	
  

in	
  terms	
  of	
  members’	
  ages.	
  Another	
  essential	
  characteristic	
  of	
  DA	
  pensions	
  as	
  proposed	
  in	
  the	
  UK	
  is	
  

however	
   that	
   it	
   enables	
   risk	
   sharing	
   between	
   scheme	
   member	
   and	
   employer,	
   or,	
   for	
   collective	
  

pension	
   systems,	
   between	
   member,	
   employer,	
   and	
   other	
   scheme	
   members.	
   Sharing	
   risk	
   with	
   the	
  

employer	
  enables	
  scheme	
  members	
  to	
  reduce	
  the	
  uncertainty	
  in	
  their	
  future	
  retirement	
  income;	
  risk	
  

sharing	
   therefore	
   smooths	
   any	
   income	
   shocks.	
   Risk	
   sharing	
   with	
   other	
   scheme	
   members,	
   in	
   a	
  

collective	
  system,	
  will	
  furthermore	
  enable	
  scheme	
  members	
  to	
  exchange	
  risks	
  and	
  the	
  corresponding	
  

risk	
   premiums	
   even	
   more	
   effectively:	
   also	
   non-­‐tradable	
   risks	
   can	
   be	
   exchanged	
   among	
   scheme	
  

members	
   if	
   differences	
   in	
   members’	
   risk	
   tolerance133	
   exist.	
   Effectively,	
   collective	
   pension	
   systems	
  

therefore	
   create	
   more	
   complete	
   markets:	
   they	
   allow	
   scheme	
   members	
   access	
   to	
   sharing	
   types	
   of	
  

risks	
  that,	
  in	
  an	
  individual	
  pension	
  system,	
  this	
  individual	
  would	
  not	
  be	
  able	
  to	
  exchange.	
  

	
  

In	
  summary,	
  in	
  this	
  thesis	
  we	
  will	
  define	
  Defined	
  Ambition	
  pensions	
  as	
  a	
  funded	
  pension	
  system	
  that	
  

targets	
  a	
  predefined	
  retirement	
  income,	
  which	
  is	
  adjusted	
  annually	
  if	
   ‘shocks’	
  occur	
  that	
  impact	
  the	
  

pension	
   system’s	
   ability	
   to	
   pay	
   the	
   target	
   income.	
   Such	
   shocks	
   can	
   be	
   deviations	
   in	
   investment	
  

performance	
  or	
  in	
  economic	
  indicators	
  such	
  as	
  longevity	
  or	
  inflation	
  rates.	
  The	
  mechanism	
  for	
  these	
  

                                                
132	
   Age	
  differentiation	
   is	
   used	
  here	
   as	
   an	
   abstact	
   for	
   risk	
   tolerance.	
   In	
   fact,	
   there	
  will	
   be	
  other	
   factors	
   that	
   determine	
   a	
  
member’s	
  level	
  of	
  risk	
  tolerance,	
  for	
  instance	
  the	
  member’s	
  wealth	
  and	
  other	
  means	
  of	
  (retirement)	
  income.	
  
133	
   Either	
   since	
   people	
   have	
   inherently	
   different	
   risk	
   preferences	
   or	
   because	
   they	
   have	
   different	
   ages	
   and	
   therefore	
  
different	
  horizons	
  to	
  adjust	
  to	
  changes	
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adjustments	
  is	
  based	
  on	
  sharing	
  risks	
  and	
  corresponding	
  risk	
  premiums	
  among	
  scheme	
  members	
  and	
  

employer,	
  using	
  age	
  differentiation	
  to	
  allow	
  for	
  differences	
  in	
  members’	
  capacities	
  to	
  bear	
  risks	
  over	
  

their	
  life	
  cycle.	
  

	
  

4.1.3	
   A	
  model	
  for	
  risk	
  sharing:	
  the	
  case	
  from	
  the	
  Netherlands	
  

 

Background	
  
	
  
A	
  possible	
  model	
  for	
  organising	
  risk	
  sharing	
  in	
  a	
  DA	
  pension	
  is	
  the	
  adjustment	
  mechanism	
  that	
  will	
  be	
  

used	
  in	
  the	
  Netherlands	
  as	
  part	
  of	
  the	
  new	
  pension	
  deal.	
  	
  

	
  

The	
   model	
   finds	
   its	
   roots	
   in	
   the	
   new	
   central	
   pension	
   contract	
   (‘Pensioenakkoord’)	
   agreed	
   by	
   the	
  

Dutch	
   social	
   partners	
   in	
   2010134.	
   The	
   new	
   deal	
   will	
   replace	
   the	
   old	
   contract	
   based	
   on	
   nominal	
  

guarantees	
   with	
   conditional	
   indexation,	
   by	
   a	
   contract	
   based	
   on	
   an	
   overall	
   real	
   ambition	
   level	
   of	
  

retirement	
  income.	
  	
  

	
  

The	
  main	
  objective	
  of	
  amending	
  the	
  pension	
  contract	
  is	
  to	
  safeguard	
  the	
  quality	
  and	
  affordability	
  of	
  

the	
   Dutch	
   pensions	
   system	
   in	
   the	
   light	
   of	
   steep	
   increases	
   in	
   life	
   expectancy	
   and	
   fluctuating	
   stock	
  

market	
   returns.	
   As	
   a	
   result	
   of	
   adverse	
   market	
   conditions,	
   an	
   increasing	
   number	
   of	
   Dutch	
   pension	
  

funds	
   have	
   in	
   the	
   past	
   years	
   denied	
   their	
   members	
   indexation	
   of	
   their	
   nominal	
   pension	
   accruals,	
  

which,	
   in	
   the	
   old	
   pension	
   contract,	
   is	
   conditional	
   on	
   investment	
   returns	
   and	
   other	
   financial	
  

indicators135.	
  Moreover,	
  some	
  pension	
  funds	
  have	
  announced	
  their	
  intention	
  to	
  apply	
  cuts	
  to	
  accrued	
  

nominal	
  pension	
   rights	
  –	
   including	
  benefits	
   in	
  payment	
  –	
   in	
  2013136.	
  The	
   latter,	
  drastic,	
  measure	
   is	
  

possible	
   as	
   a	
   last	
   resort	
   in	
   the	
   old	
   pension	
   contract.	
   These	
   measures	
   illustrate	
   the	
   fact	
   that	
   the,	
  

supposedly,	
   ‘hard’	
   guarantees	
   in	
   the	
   old	
   pension	
   contract	
   do	
   not	
   necessarily	
   provide	
   the	
   level	
   of	
  

certainty	
  of	
  future	
  retirement	
  income	
  that	
  members	
  may	
  believe	
  they	
  enjoy.	
  At	
  the	
  same	
  time,	
  the	
  

combination	
  of	
  a	
  nominal	
  guarantee	
  and	
  the	
  ambition	
  to	
  provide	
  indexation	
  provides	
  a	
  difficult	
  basis	
  

for	
  determining	
   the	
   fund’s	
  asset	
  mix.	
  Finding	
  a	
   solution	
   for	
   this	
   situation	
   is	
   further	
  complicated	
  by	
  

the	
   fact	
   that	
  contributions	
  paid	
  by	
  employers	
  and	
  employees	
  are	
  already	
  at	
  a	
   level	
   that	
  allows	
   for	
  

little	
  upwards	
  flexibility.	
  The	
  possibility	
  to	
  address	
  higher	
  costs	
  of	
  pensions	
  by	
  increasing	
  contribution	
  

                                                
134	
  Stichting	
  van	
  de	
  Arbeid	
  (2011)	
  
135	
   Actual	
   revaluation	
   applied	
   to	
   pension	
   promises	
   has	
   in	
   particular	
   lagged	
   behind	
   the	
   inflation	
   ambition	
   since	
   2009.	
   In	
  
2009,	
   the	
   infation	
   ambition	
   of	
   Dutch	
   occupational	
   pension	
   funds	
   was	
   3.76%,	
   whereas	
   the	
   average	
   actual	
   indexation	
   of	
  
pension	
  promises	
  was	
  only	
  0.17%;	
  for	
  2010	
  these	
  figures	
  were	
  1.66%	
  versus	
  0.42%,	
  and	
  in	
  2011	
  average	
  revaluation	
  of	
  only	
  
0.02%	
  was	
  applied,	
  against	
  an	
  ambition	
  level	
  of	
  1.20%	
  (Centraal	
  Planbureau	
  (2011))	
  
136	
   In	
  August	
  2012,	
  the	
  Dutch	
  Ministry	
  for	
  Social	
  Affairs	
  announced	
  that	
  it	
  expects	
  pension	
  rights	
  to	
  be	
  cut	
  by	
  8.2%	
  in	
  the	
  
next	
  two	
  years	
  if	
  discount	
  rates	
  stay	
  unchanged,	
  affecting	
  some	
  12.6m	
  people.	
  See	
  IPE.com,	
  “Dutch	
  face	
  rights	
  cuts	
  of	
  8%	
  
with	
  current	
  discount	
  rate,	
  says	
  government”,	
  dd.	
  23	
  August	
  2012	
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levels	
  is	
  therefore	
  very	
  limited	
  as	
  well	
  as	
  unattractive	
  from	
  the	
  perspective	
  of	
  the	
  unequal	
  treatment	
  

of	
   different	
   member	
   groups:	
   among	
   the	
   scheme	
   members,	
   only	
   the	
   active	
   members	
   bear	
   the	
  

burden.	
  

	
  

In	
   response,	
   the	
   new	
   pension	
   contract	
   introduces	
   real	
   pension	
   benefits	
   based	
   on	
   a	
   predefined	
  

ambition	
   level	
   and	
   risk	
   appetite,	
   however	
   without	
   guarantees.	
   The	
   costs	
   of	
   any	
   increases	
   in	
   life	
  

expectancy	
  and	
  the	
  effects	
  of	
  financial	
  shocks	
  are	
  compensated	
  by	
  adjustments	
  in	
  members’	
  accrued	
  

benefits.	
  These	
  adjustments	
  can	
  be	
  spread	
  over	
  a	
  period	
  of	
  a	
  maximum	
  of	
  10	
  years,	
   to	
  enable	
  the	
  

effects	
   of	
   shocks	
   to	
   be	
   smoothed	
   (positive	
   and	
   negative	
   movements	
   may	
   cancel	
   out)	
   and	
   to	
   give	
  

members	
  more	
  time	
  to	
  adjust	
  to	
  possible	
  cuts	
  in	
  their	
  benefits.	
  	
  

	
  

Whereas,	
  under	
  the	
  old	
  pension	
  contract,	
  the	
  Dutch	
  pension	
  funds	
  can	
  therefore	
  be	
  characterised	
  as	
  

(conditional)	
  DB,	
  the	
  new	
  pension	
  contract	
  can	
  be	
  termed	
  collective	
  DC	
  pensions.	
  Collective	
  –	
  since	
  

the	
   pension	
   fund’s	
   assets	
   are	
   invested	
   collectively	
   and	
   risk	
   sharing	
   takes	
   place	
   among	
   scheme	
  

members;	
  DC	
  (or,	
  more	
  appropriately,	
  Defined	
  Ambition)	
  –	
  since	
  the	
  fund	
  aims	
  to	
  realise	
  a	
  targeted	
  

benefits	
   level	
   from	
   which	
   it	
   is	
   possible	
   to	
   deviate.	
   Communication	
   to	
   members	
   on	
   their	
   (future)	
  

benefits	
  can	
  therefore	
  be	
  made	
  transparent	
  by	
  reporting	
  both	
  the	
  target	
  benefits	
  and	
  the	
  deviations	
  

from	
  this	
  target.	
  

The	
  model	
  
	
  
Whereas	
  in	
  the	
  Netherlands	
  the	
  model	
  is	
  designed	
  for	
  calculating	
  adjustments	
  to	
  pension	
  promises	
  

built	
   up	
   in	
   collective	
   pension	
   funds,	
   the	
   model	
   can	
   be	
   used	
   for	
   determining	
   the	
   adequate	
   risk	
  

exposure	
  and	
  the	
  valuation	
  of	
  individual	
  pension	
  promises	
  as	
  well.	
  We	
  will	
  therefore	
  start	
  describing	
  

the	
  adjustment	
  mechanism	
  for	
  the	
  situation	
  where	
  a	
  pension	
  scheme	
  member	
  saves	
  for	
  retirement	
  

via	
  an	
  individual	
  pension	
  pool.	
  

	
  

The	
   model	
   starts	
   by	
   calculating	
   the	
   targeted	
   pension	
   benefits.	
   As	
   in	
   a	
   system	
   with	
   guaranteed	
  

benefits,	
  the	
  target	
  benefits	
  are	
  determined	
  on	
  the	
  basis	
  of	
  the	
  number	
  of	
  years	
  of	
  employment,	
  the	
  

accrual	
  rate	
  and	
  the	
  salary	
  level137.	
  Furthermore,	
  the	
  target	
  benefits	
  are	
  defined	
  in	
  ‘real’	
  terms:	
  they	
  

are	
  revalued	
  for	
  indexation.	
  	
  

	
  

The	
  second	
  step	
   is	
   to	
  determine	
  the	
  person’s	
  risk	
  profile138:	
  what	
   level	
  of	
  uncertainty	
  of	
   the	
  target	
  

benefits’	
   real	
  value	
  (or	
  buying	
  power)	
   is	
   this	
  person	
  willing	
   to	
  accept	
  over	
  different	
   time	
  horizons?	
  

                                                
137	
  This	
  can	
  be	
  either	
  career	
  average	
  or	
  final	
  salary.	
  In	
  the	
  Netherlands,	
  career	
  average	
  earnings	
  are	
  used.	
  
138	
  See	
  Bovenberg	
  and	
  Nijman	
  (2011) 
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This	
  risk	
  profile	
  can	
  be	
  expressed	
  in	
  terms	
  of	
  the	
  percentage-­‐wise	
  divergence	
  in	
  the	
  target	
  benefits	
  

due	
  to	
  be	
  received	
  in	
  ℎ	
  years’	
  time	
  that	
  is	
  acceptable	
  to	
  the	
  individual.	
  Typically,	
  such	
  a	
  risk	
  profile	
  

will	
  have	
  a	
  shape	
  as	
  indicated	
  in	
  Figure	
  4.1.	
  Individuals	
  can	
  be	
  expected	
  to	
  be	
  willing	
  to	
  accept	
  very	
  

little	
   divergence	
   in	
   their	
   buying	
   power	
   in	
   the	
   short	
   run	
   (that	
   is,	
   low	
   values	
   for	
   ℎ)	
   however	
   this	
  

tolerance	
   to	
   risk	
   increases	
  with	
   the	
   time	
  horizon	
   in	
   line	
  with	
   the	
   individual’s	
  capability	
   to	
  adapt	
   to	
  

possible	
  deviations	
  in	
  benefits	
  that	
  lie	
  further	
  in	
  the	
  future.	
  

	
  

	
  
The	
  choice	
  of	
  the	
  risk	
  profile	
  is	
  equivalent	
  to	
  the	
  sensitivity	
  of	
  any	
  deviations	
  in	
  the	
  target	
  benefits	
  to	
  

‘shocks’	
  in	
  the	
  financial	
  markets:	
  if	
  the	
  individual	
  accepts	
  a	
  higher	
  level	
  of	
  uncertainty	
  over	
  the	
  real	
  

benefits	
  that	
  he	
  expects	
  to	
  receive	
  in	
  the	
  future,	
  shocks	
  will	
  lead	
  to	
  larger	
  adjustments	
  in	
  the	
  target	
  

benefits.	
   The	
   risk	
   profile,	
   in	
   combination	
   with	
   the	
   level	
   of	
   desired	
   target	
   benefits,	
   therefore	
   also	
  

determines	
   the	
   risk/return	
   profile	
   of	
   the	
   asset	
   mix:	
   a	
   low	
   risk	
   tolerance	
   with	
   respect	
   to	
   future	
  

benefits	
  implies	
  that	
  shocks	
  will	
  lead	
  to	
  only	
  limited	
  adjustments	
  in	
  these	
  future	
  benefits;	
  therefore	
  

the	
  risk	
  profile	
  of	
  the	
  asset	
  mix	
  needs	
  to	
  be	
  lower	
  to	
  reduce	
  the	
  probability	
  and	
  size	
  of	
  shocks	
  that	
  

may	
  occur.	
  A	
  consequence	
  is	
  that	
  the	
  level	
  of	
  the	
  targeted	
  future	
  benefits	
  that	
  can	
  be	
  achieved	
  may	
  

be	
  lower	
  as	
  well,	
  reflecting	
  the	
  limited	
  risk	
  premiums	
  that	
  can	
  be	
  collected.	
  The	
  target	
  benefits,	
  the	
  

individual’s	
  risk	
  profile	
  and	
  the	
  investment	
  horizon	
  thus	
  translate	
  in	
  an	
  asset	
  mix	
  –	
  in	
  its	
  most	
  simple	
  

form,	
  a	
  combination	
  of	
  a	
  risky	
  and	
  a	
  risk-­‐free	
  asset	
  –	
  which	
  has	
  an	
  expected	
  (that	
  is,	
  average)	
  return	
  

that	
   meets	
   the	
   target	
   benefits	
   and	
   a	
   level	
   of	
   uncertainty	
   (a	
   probability	
   distribution	
   of	
   possible	
  

resulting	
  benefit	
  levels)	
  that	
  is	
  within	
  the	
  individual’s	
  risk	
  tolerance.	
  

	
  

In	
   the	
   course	
   of	
   saving	
   assets	
   for	
   retirement,	
   a	
   number	
   of	
   unexpected	
   events	
   occur,	
   which	
   may	
  

require	
  the	
  benefits	
  to	
  be	
  adjusted	
  in	
  order	
  to	
  keep	
  the	
  system	
  balanced.	
  The	
  selected	
  asset	
  mix	
  may	
  

generate	
  a	
  return	
  that	
  may	
  deviate	
  from	
  the	
  expected	
  return:	
  actual	
  returns	
  may	
  be	
  either	
  larger	
  or	
  

smaller	
   than	
  the	
  average	
  returns,	
   resulting	
   in	
  actual	
  benefits	
   that	
  may	
  be	
  higher	
  or	
   lower	
  than	
  the	
  

Figure	
  4.1:	
  Examples	
  of	
  risk	
  profiles,	
  expressed	
  
in	
   acceptable	
  %	
  change	
   in	
  buying	
  power	
   for	
   a	
  
certain	
  time	
  horizon	
  ℎ	
  
	
  
As	
  per	
  Bovenberg	
  and	
  Nijman	
  (2011)	
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target	
  benefits.	
   Similarly,	
   an	
  unforeseen	
   increase	
   in	
   the	
   longevity	
   rate	
  will	
   increase	
   the	
  number	
  of	
  

years	
  that	
  the	
  benefits	
  will	
  need	
  to	
  be	
  paid.	
  As	
  a	
  result,	
  and	
  in	
  the	
  absence	
  of	
  other	
  measures	
  that	
  

may	
  be	
  taken,	
  the	
  actual	
  benefits	
  will	
  need	
  to	
  be	
  scaled	
  down	
  and	
  will	
  become	
  lower	
  than	
  the	
  target	
  

benefits.	
  Finally,	
  inflation	
  rates	
  may	
  deviate	
  from	
  the	
  expected	
  rates,	
  used	
  to	
  calculate	
  the	
  (revalued)	
  

target	
   benefits.	
   Also	
   this	
   divergence	
   can	
   lead	
   to	
   a	
   positive	
   or	
   negative	
   adjustment	
   of	
   the	
   target	
  

benefits.	
  All	
  these	
  deviations	
  –	
  in	
  investment	
  returns,	
  longevity,	
  inflation	
  rates,	
  …	
  –	
  from	
  an	
  expected	
  

value	
  will	
  be	
  labelled	
  ‘shocks’	
  in	
  the	
  context	
  of	
  the	
  adjustment	
  mechanism.	
  

	
  

Pension	
  benefits	
  are	
  adjusted	
  to	
  reflect	
  such	
  shocks	
  via	
  a	
  mechanism	
  that	
  can	
  be	
  summarised	
  in	
  the	
  

following	
  formula139:	
  

	
  

𝑌!,!!! = 𝑞!𝑒!!! + 𝑞!𝑒!!!!! + ⋯+ 𝑞!𝑒!!!	
  

	
  

In	
  this	
  equation:	
  

𝑌!,!!!	
  represents	
  the	
  adjustment	
  to	
  the	
  retirement	
  benefits	
  that,	
  at	
  time	
  𝑡,	
  individual	
  𝑖	
  expects	
  to	
  	
  

receive	
  in	
  ℎ	
  years’	
  time;	
  these	
  retirement	
  benefits	
  may	
  therefore	
  already	
  have	
  been	
  adjusted,	
  via	
  the	
  

same	
  mechanism,	
  in	
  a	
  previous	
  period;	
  

	
  

𝑒!!! , 𝑒!!!!!, … , 𝑒!!!	
  are	
  shocks	
   (ie.,	
  deviations	
   from	
  an	
  expected	
  value)	
   in	
   for	
   instance	
   investment	
  

return,	
  longevity	
  or	
  inflation,	
  which	
  take	
  place	
  in	
  the	
  years	
  until	
  the	
  benefits	
  payments	
  take	
  place	
  (at	
  

times	
   𝑡 + 1,…,	
   𝑡 + ℎ − 1,	
   𝑡 + ℎ)	
   and	
   which	
   will	
   cause	
   an	
   adjustment	
   in	
   the	
   future	
   retirement	
  

benefits;	
  and	
  

	
  

𝑞!,	
  𝑞!,	
  …	
  ,	
  𝑞!	
  are	
  coefficients	
  indicating	
  to	
  which	
  extent	
  a	
  shock	
  is	
  absorbed	
  in	
  the	
  benefits	
  payable	
  in	
  

ℎ	
  years’	
  time.	
  For	
  example,	
  coefficient	
  𝑞!	
  relates	
  to	
  a	
  shock	
  occurring	
  one	
  year	
  before	
  the	
  retirement	
  

payment	
  and	
  will	
  therefore	
  generally	
  be	
  low,	
  in	
  line	
  with	
  the	
  individual’s	
  limited	
  capacity	
  to	
  absorb	
  a	
  

negative	
  shock	
  at	
   that	
   time.	
  Coefficient	
  𝑞!,	
  on	
   the	
  other	
  hand,	
   relates	
   to	
  current	
  shocks	
   (or,	
   to	
  be	
  

more	
   precise,	
   that	
   take	
   place	
   in	
   period	
   𝑡 + 1),	
   which	
   have	
   a	
   horizon	
   of	
  ℎ	
   years	
   until	
   the	
   benefit	
  

payment	
  takes	
  place.	
  An	
  individual	
  that	
  expects	
  to	
  receive	
  benefits	
  in	
  30	
  years	
  time	
  will	
  have	
  a	
  long	
  

period	
  to	
  prepare	
  for	
  a	
  change	
  in	
  the	
  benefits	
  level	
  announced	
  next	
  year.	
  Therefore,	
  𝑞!,	
  which	
  in	
  this	
  

example	
  equals	
  𝑞!",	
  will	
  be	
  high:	
  a	
  shock	
  occurring	
  next	
  year	
  will	
  have	
  a	
  relatively	
   large	
   impact	
  on	
  

benefits	
  payable	
  in	
  30	
  years’	
  time.	
  	
  

The	
  exact	
   levels	
  of	
  𝑞!,	
  𝑞!,	
  …	
   ,	
  𝑞!,	
  or	
  the	
  sensitivity	
  of	
   the	
  expected	
  retirement	
  benefits	
   for	
  shocks,	
  

can	
  be	
  expected	
   to	
  differ	
  per	
   risk	
  category.	
  For	
   instance,	
   the	
  absorbtion	
  coefficients	
  𝑞!,	
  𝑞!,	
  …	
   ,	
  𝑞!	
  
                                                
139	
  As	
  per	
  Bovenberg	
  and	
  Nijman	
  (2011)	
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related	
   to	
   investment	
   risk	
   can	
   be	
   derived	
   from	
   the	
   individual’s	
   risk	
   tolerance	
   and	
   the	
   volatility	
   of	
  

shocks	
   in	
  the	
   investment	
  performance140,	
  and	
  therefore	
  reflect	
  both	
  the	
   individual’s	
  preference	
  for	
  

certainty	
  of	
  benefits	
  in	
  the	
  short	
  run	
  (as	
  illustrated	
  by	
  the	
  risk	
  profiles	
  in	
  Figure	
  4.1)	
  and	
  the	
  riskiness	
  

of	
   the	
  asset	
  mix.	
  The	
   resulting	
  values	
  of	
  𝑞!,	
  𝑞!,	
  …	
   ,	
  𝑞!	
   set	
  off	
  against	
   the	
  horizon	
  until	
   the	
  benefit	
  

payment	
  takes	
  place	
  therefore	
  typically	
  have	
  a	
  shape	
  as	
  in	
  Figure	
  4.2,	
  with	
  low	
  values	
  of	
  𝑞	
  for	
  short	
  

horizons	
  and	
  high	
  (maximum)	
  values	
   for	
  horizons	
  from	
  c.	
  10-­‐20	
  years.	
   In	
  the	
  red	
   line	
   in	
  Figure	
  4.2,	
  

the	
  Dutch	
   practice	
   is	
   shown	
  of	
   spreading	
   the	
   impact	
   of	
   any	
   shocks	
   over	
   a	
  maximum	
  period	
   of	
   10	
  

years.	
  	
  

	
  
Also	
  the	
  sensitivity	
  to	
  shocks	
   in	
   inflation	
  may	
  depend	
  on	
  the	
  asset	
  mix,	
  however	
   in	
  this	
  case	
  to	
  the	
  

extent	
  that	
  inflation-­‐linked	
  instruments	
  are	
  used.	
  The	
  sensitivity	
  of	
  retirement	
  benefits	
  to	
  shocks	
  in	
  

life	
  expectancy	
   is	
   typically	
  unrelated	
   to	
   the	
   fund’s	
  asset	
  mix	
  however	
  may	
  depend	
  on	
  the	
  member	
  

composition	
  in	
  a	
  collective	
  pension	
  fund:	
  a	
  mature	
  fund,	
  with	
  a	
  high	
  average	
  member	
  age,	
  will	
  have	
  

more	
   difficulty	
   adapting	
   to	
   a	
   sudden	
   increase	
   in	
   longevity	
   rates.	
   Therefore,	
   the	
   absorbtion	
  

coefficients	
  𝑞!,	
  𝑞!,	
  …	
  ,	
  𝑞!	
  related	
  to	
  investment	
  risk,	
   inflation	
  risk	
  and	
  longevity	
  risk	
  are	
  likely	
  to	
  all	
  

have	
   different	
   values.	
   For	
   the	
   sake	
   of	
   simplicity,	
   in	
   the	
   below	
   examples	
   we	
   will	
   use	
   shocks	
   in	
  

investment	
  performance	
  (and	
  the	
  related	
  absorbtion	
  coefficients)	
  only.	
  	
  

Risk	
  sharing	
  in	
  the	
  model:	
  some	
  examples	
  
 

Individual	
  pension	
  pool	
  
 
What	
  does	
  this	
  mean	
  in	
  practice?	
  Let’s	
  start	
  with	
  an	
  employee	
  saving	
  for	
  retirement	
  via	
  an	
  individual	
  

pension	
  pool.	
  For	
  the	
  moment,	
  we	
  assume	
  that	
  no	
  risk	
  sharing	
  with	
  the	
  employer	
  takes	
  place.	
  	
  

                                                
140	
  By	
  using	
  the	
  formula	
   (𝑞!

! + ⋯ + 𝑞!
!)𝜎𝜉!,!" = 𝐿!,	
  where	
  𝐿!	
  represents	
  the	
  selected	
  risk	
  profile,	
  𝜎	
  is	
  the	
  volatility	
  of	
  the	
  

shocks	
   (which	
  are	
   i.i.d.	
   and	
  normally	
  distributed),	
   and	
  𝜉!,!"	
   is	
   the	
  10%	
  quantile	
  of	
   the	
   standard	
  normal	
  distribution;	
   see	
  
Bovenberg	
  and	
  Nijman	
  (2011)	
  

Figure	
   4.2:	
   Examples	
   of	
   absorbtion	
  
coefficients	
  (𝑞!).	
  	
  
	
  
The	
   red	
   line	
   represents	
   linear	
   absorbtion	
   of	
   a	
  
shock	
  during	
  over	
  a	
  maximum	
  period	
  of	
  (in	
  this	
  
example)	
   10	
   years,	
   after	
   which	
   the	
   maximum	
  
absorbtion	
   coefficient	
   applies.	
   The	
   blue	
   curve	
  
shows	
   a	
   more	
   gradual	
   increase	
   in	
   the	
  
absorbtion	
   coefficient	
   with	
   increasing	
   time	
   to	
  
horizon.	
  As	
  per	
  Bovenberg	
  and	
  Nijman	
  (2011)	
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The	
   individual	
   is	
   a	
   male	
   employee	
   that	
   starts	
   working	
   at	
   25,	
   retires	
   at	
   65	
   and	
   dies	
   at	
   85.	
   Future	
  

pension	
   benefits	
   are	
   expressed	
   in	
   terms	
   of	
   the	
   replacement	
   rate:	
   benefits	
   as	
   a	
   percentage	
   of	
   the	
  

average	
  salary	
  earned,	
  revalued	
  for	
  inflation.	
  We	
  assume	
  that	
  the	
  annual	
  accrual	
  rate	
  is	
  2%	
  and	
  the	
  

individual	
  has	
  a	
  flat	
  salary	
  profile;	
  if	
  he	
  contributes	
  for	
  the	
  full	
  40	
  years,	
  he	
  will	
  therefore	
  be	
  able	
  to	
  

accrue	
   pension	
   benefits	
   of	
   80%	
   (as	
   represented	
   by	
   the	
   blue	
   line	
   in	
   Figure	
   4.3).	
   We	
   assume	
   that	
  

inflation	
  is	
  2%	
  and	
  the	
  risk-­‐free	
  rate	
  is	
  2.5%.	
  There	
  is	
  one	
  risky	
  asset	
  with	
  a	
  risk	
  premium	
  of	
  4%.	
  Any	
  

shocks	
  are	
  absorbed	
  over	
  a	
  period	
  of  𝑁 = 10	
  years.	
  From	
  the	
  individual’s	
  risk	
  profile	
  follows	
  that	
  the	
  

accumulated	
   assets	
   are	
   initially	
   invested	
   for	
   50%	
   in	
   the	
   risk-­‐free	
   and	
   50%	
   in	
   the	
   risky	
   asset.	
   The	
  

individual	
  gradually	
  reduces	
  his	
  exposure	
  to	
  risk	
  while	
  he	
  gets	
  older,	
  until	
  the	
  asset	
  mix	
  becomes	
  95%	
  

risk-­‐free,	
  one	
  year	
  before	
  retirement141.	
  The	
  maximum	
  absorbtion	
  level,	
  𝑤,	
  is	
  linked	
  to	
  the	
  asset	
  mix	
  

at	
  the	
  start	
  of	
  the	
  individual’s	
  working	
  career	
  and	
  equals	
  50%.	
  Contribution	
  levels	
  are	
  constant	
  at	
  a	
  

level	
  calibrated	
  to	
  realise	
  the	
  desired	
  replacement	
  rate.	
  Neither	
  contributions	
  nor	
  retirement	
  age	
  can	
  

be	
  changed.	
  

	
  
In	
   the	
   first	
   example,	
   the	
   individual	
   is	
   45	
   years	
   old	
   and	
   has	
   accrued	
   pension	
   benefits	
   for	
   20	
   years,	
  

resulting	
   in	
   an	
   accumulated	
   replacement	
   rate	
   of	
   40%142.	
   The	
   individual	
  will	
   start	
   receiving	
   his	
   first	
  

retirement	
  benefits	
  in	
  20	
  years’	
  time	
  and	
  his	
  last	
  benefits	
  in	
  40	
  years;	
  ℎ	
  is	
  therefore	
  {20,	
  21,	
  …,	
  40}.	
  

No	
  shocks	
  have	
  taken	
  place	
  since	
  he	
  started	
  saving	
  via	
   this	
  pension	
   fund,	
  however	
  now	
  a	
   financial	
  

markets	
  shock	
  occurs	
  causing	
  investment	
  returns	
  to	
  drop	
  for	
  one	
  year	
  by	
  20%:	
  𝑒!!! = −20%.	
  Since	
  

the	
  horizon	
  of	
  the	
  benefits	
  payment	
   is,	
   for	
  all	
  payments,	
   larger	
  than	
  the	
  10	
  year	
  absorbtion	
  period	
  

                                                
141	
  In	
  fact,	
  the	
  risk	
  exposure	
  (or	
  percentage	
  of	
  the	
  assets	
  invested	
  in	
  the	
  risky	
  asset),	
  𝑤!,	
  of	
  the	
  asset	
  pool	
  at	
  any	
  moment	
  in	
  
time	
  can	
  be	
  determined	
  via	
  𝑤! = 𝑞!

!!(!)
!(!)

!
!!! ,	
  where	
  𝑉!(𝑡)	
  represents	
  the	
  market	
  value	
  at	
  time	
  𝑡	
  of	
  pension	
  benefits	
  with	
  

horizon	
  ℎ,	
  and	
  𝑉(𝑡)	
  is	
  the	
  market	
  value	
  of	
  any	
  accrued	
  benefits	
  of	
  the	
  pension	
  fund	
  at	
  time	
  𝑡;	
  as	
  per	
  Bovenberg	
  and	
  Nijman	
  
(2011)	
  
142	
  Representing	
  50%	
  of	
  the	
  expected	
  replacement	
  rate	
  at	
  retirement,	
  of	
  80%	
  

Figure	
   4.3:	
   Adjustments	
   in	
   the	
  
replacement	
   rate	
   in	
   retirement	
  
resulting	
   from	
   the	
   shocks,	
   as	
  
described	
  in	
  the	
  examples	
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(ℎ > 𝑁),	
   the	
   absorbtion	
   coefficients	
   𝑞! = {𝑞!",   𝑞!", … , 𝑞!"}	
   are	
   all	
   equal	
   to	
   the	
   maximum	
  

absorbtion	
   level	
   𝑤	
   of	
   50%.	
   This	
   implies	
   that	
   the	
   (negative)	
   adjustment	
   to	
   all	
   future	
   retirement	
  

income	
  payments	
  accrued	
   to	
  date	
   for	
   this	
   individual	
  need	
   to	
  be	
  adjusted	
  by	
  𝑌!!! = 𝑞!𝑒!!! = 0.5 ∙

−0.2 = −0.1	
  or	
  -­‐10%,	
  which	
  implies	
  that	
  the	
  accrued	
  pension	
  for	
  this	
  individual	
  will	
  decrease	
  to	
  a	
  

replacement	
   rate	
   of	
   36%143.	
   Should	
   the	
   individual	
   continue	
   accruing	
   pension	
   benefits	
   at	
   the	
   same	
  

pace	
  without	
  any	
  new	
  shocks,	
  his	
  total	
   income	
  at	
  retirement	
  will	
  be	
  the	
  36%	
  accrued	
  as	
  per	
  today,	
  

plus	
  the	
  full	
  40%	
  that	
  can	
  be	
  accrued	
  in	
  the	
  following	
  20	
  years,	
  resulting	
  in	
  a	
  total	
  replacement	
  rate	
  

of	
  76%,	
  or	
  the	
  red	
  line	
  in	
  Figure	
  4.3.	
  	
  

	
  

In	
  the	
  next	
  example,	
  we	
  jump	
  20	
  years	
  forward.	
  The	
  individual	
  is	
  now	
  65	
  years	
  old,	
  and,	
  since	
  no	
  new	
  

shocks	
   have	
   occurred,	
   he	
   has	
   accrued	
   the	
   full	
   retirement	
   benefits	
   of	
   76%.	
   He	
   expects	
   to	
   receive	
  

retirement	
  benefits	
   from	
  now	
  until	
  he	
   is	
  85;  ℎ	
   is	
   therefore	
   {1,	
  2,	
  …,	
  20}.	
  Now,	
  a	
  new	
  shock	
  occurs,	
  

causing	
  investment	
  return	
  to	
  fall	
  by	
  50%	
  for	
  one	
  year	
  only:	
  𝑒!!! = −50%.	
  As	
  a	
  result,	
  we	
  have	
  the	
  

situation	
   that	
   the	
  horizon	
  of	
   the	
  benefits	
  payment	
   is	
  now	
  partly	
  within,	
  partly	
   longer	
   than	
   the	
  10-­‐

year	
   absorbtion	
   period.	
   Therefore	
   the	
   absorbtion	
   coefficients	
   𝑞! = {𝑞!,… , 𝑞!}	
   increase	
   linearly144	
  

from	
  5%	
  to	
  45%,	
  while	
  the	
  coefficients	
  𝑞! = {𝑞!", … , 𝑞!"}	
  are	
  all	
  at	
  the	
  maximum	
  level	
  of	
  50%.	
  This	
  

implies	
  that	
  the	
  (negative)	
  adjustment	
  to	
  the	
  future	
  retirement	
  income	
  payments	
  for	
  this	
  individual	
  

will	
  be	
  smoothed:	
   the	
  adjustment	
   in	
   the	
  next	
  period’s	
  benefits	
  will	
  only	
  be	
  𝑌!!! = 𝑞!𝑒!!! = 0.05 ∙

−0.5 = −0.025	
  or	
  -­‐2.5%,	
  while	
  the	
  adjustment	
  in	
  the	
  benefits	
  payable	
  from	
  10	
  years’	
  time	
  will	
  be	
  

𝑌!!!" = 𝑞!"𝑒!!! = 0.5 ∙ −0.5 = −0.25	
   or	
   -­‐25%	
   of	
   the	
   expected	
   benefits	
   payments	
   in	
   10	
   to	
   20	
  

years’	
   time.	
   This	
   implies	
   that	
   the	
   replacement	
   rates	
   of	
   the	
   upcoming	
   benefits	
   payments	
   for	
   this	
  

individual	
  will	
   therefore	
  be	
   adjusted	
   for	
   these	
  percentages,	
   resulting	
   in	
   a	
   replacement	
   rate	
   that	
   is	
  

only	
  slightly	
   lower,	
  at	
  74.1%145	
  next	
  year	
  and	
  a	
  replacement	
  rate	
  of	
  57%146	
   from	
  the	
  age	
  of	
  75	
  (see	
  

the	
  green	
  line	
  in	
  Figure	
  4.3).	
  

	
  

Finally,	
   the	
   individual	
   is	
   75	
   years	
   old,	
   and,	
   since	
   no	
   new	
   shocks	
   have	
   occurred,	
   he	
   enjoys	
   his	
   57%	
  

retirement	
  benefits.	
  Now,	
   a	
   financial	
  markets	
   shock	
  occurs	
   causing	
   investment	
   returns	
   to	
   increase	
  

for	
  one	
  year	
  by	
  20%:	
  𝑒!!! = +20%.	
  Since	
  he	
  expects	
  to	
  receive	
  retirement	
  benefits	
  from	
  now	
  until	
  

he	
   is	
   85,  ℎ	
   is	
   {1,	
   2,	
   ...,	
   10}.	
   The	
   horizon	
   of	
   the	
   benefits	
   payments	
   is	
   now	
   equal	
   to	
   the	
   10-­‐year	
  

absorbtion	
  period,	
  and	
  the	
  absorbtion	
  coefficients	
  𝑞! = {𝑞!, … , 𝑞!"}	
  therefore	
  again	
  increase	
  linearly	
  

from	
   5%	
   to	
   50%.	
   The	
   (positive)	
   adjustment	
   to	
   the	
   future	
   retirement	
   income	
   payments	
   for	
   this	
  

individual	
   is	
   therefore	
   again	
   smoothed:	
   the	
   adjustment	
   in	
   the	
   next	
   period’s	
   benefits	
   will	
   only	
   be	
  

                                                
143	
  40%*(1-­‐10%)	
  
144	
  In	
  accordance	
  with	
  the	
  formula	
  𝑞! = 𝑤 ∙ ℎ

𝑁 
145	
  76%*(1-­‐2.5%)	
  
146	
  76%*(1-­‐25%)	
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𝑌!!! = 𝑞!𝑒!!! = 0.05 ∙ 0.2 = 0.01	
  or	
  +1%,	
  while	
  the	
  adjustment	
   in	
  the	
   last	
  benefits	
  payment	
   in	
  10	
  

years’	
  time	
  will	
  be	
  𝑌!!!" = 𝑞!"𝑒!!! = 0.5 ∙ 0.2 = 0.1	
  or	
  +10%	
  of	
  the	
  expected	
  benefits	
  payable	
  in	
  ten	
  

years’	
   time.	
   This	
   implies	
   that	
   the	
   replacement	
   rates	
   of	
   the	
   upcoming	
   benefits	
   payments	
   for	
   this	
  

individual	
  will	
  change	
  to	
  57.57%147	
   in	
  the	
  following	
  year	
  increasing	
  to	
  62.7%148	
   in	
  the	
  final	
  year	
  that	
  

pension	
  benefits	
  are	
  received,	
  or	
  the	
  purple	
  line	
  in	
  Figure	
  4.3.	
  

	
  

A	
   similar	
   mechanism	
   can	
   be	
   used	
   to	
   adjust	
   future	
   retirement	
   benefits	
   for	
   shocks	
   in	
   inflation.	
   An	
  

unexpected	
   increase	
   of	
   inflation	
   in	
   a	
   given	
   year	
   by	
   +5%	
   will	
   have	
   the	
   same	
   impact	
   as	
   a	
   drop	
   in	
  

investment	
  return	
  of	
  -­‐5%,	
  and	
  its	
  impact	
  on	
  the	
  future	
  retirement	
  benefits	
  can	
  be	
  determined	
  using	
  

the	
  appropriate	
  absorbtion	
  coefficients	
  𝑞!,	
  𝑞!,	
  …	
  ,	
  𝑞!	
  for	
  inflation	
  risk.	
  

	
  

Also	
   a	
   shock	
   in	
   life	
   expectancy	
   can	
   be	
   translated	
   via	
   this	
   mechanism	
   into	
   adjusted	
   retirement	
  

benefits.	
  Let’s	
  assume	
  that,	
  at	
  age	
  45,	
  the	
  individual	
  of	
  our	
  example	
  is	
  confronted	
  with	
  new	
  figures	
  

on	
   longevity,	
   causing	
  his	
   life	
  expectancy	
   to	
   increase	
   from	
  85	
   to	
  90.	
   Since	
  we	
  are,	
   in	
   this	
  particular	
  

example,	
   unable	
   to	
   increase	
   contributions	
   or	
   change	
   the	
   retirement	
   age,	
   the	
   future	
   retirement	
  

benefits	
  will	
  need	
  to	
  be	
  adjusted	
  downwards	
  to	
  compensate	
  for	
  this	
  jump	
  in	
  longevity.	
  Increasing	
  life	
  

expectancy	
  from	
  85	
  to	
  90	
  years	
  implies	
  that	
  retirement	
  benefits	
  will	
  need	
  to	
  be	
  paid	
  for	
  25	
  instead	
  of	
  

20	
  years:	
  liabilities	
  therefore	
  increase	
  by	
  25%,	
  which	
  produces	
  the	
  same	
  effect	
  as	
  a	
  drop	
  in	
  assets	
  of	
  

20%.	
  Whereas	
   this	
   is	
   similar	
   to	
   a	
   drop	
   in	
   investment	
   return	
   of	
   20%,	
   as	
   per	
   the	
   previous	
   example,	
  

there	
  is	
  one	
  difference.	
  Since,	
  with	
  life	
  expectancy	
  at	
  90,	
  the	
  decumulation	
  phase	
  is	
  longer,	
  the	
  asset	
  

pool	
  will	
  continue	
  generating	
  investment	
  returns	
  for	
  a	
  longer	
  period	
  in	
  time.	
  As	
  a	
  result,	
  the	
  impact	
  

of	
  the	
  increase	
  in	
  longevity	
  is,	
  in	
  fact,	
  lower	
  than	
  a	
  drop	
  in	
  investment	
  return	
  of	
  20%149.	
  

Collective	
  pension	
  pool	
  
 
Let’s	
  now	
  assume	
  that	
  the	
  individual	
  is	
  a	
  member	
  of	
  a	
  collective	
  pension	
  fund,	
  which	
  means	
  that	
  the	
  

retirement	
  assets	
  on	
  behalf	
  of	
  all	
  scheme	
  members	
  are	
  invested	
  in	
  a	
  single	
  asset	
  pool.	
  We	
  will	
  ignore	
  

in	
   this	
   example	
   any	
   positive	
   effects	
   of	
   collective	
   (as	
   compared	
   to	
   individual)	
   investment	
   pools	
   in	
  

regards	
   to	
   the	
   ability	
   to	
   optimise	
   scale	
   and	
   reduce	
   costs,	
   as	
   discussed	
   previously	
   in	
   section	
   2.7;	
  

instead,	
  we	
  will	
  focus	
  on	
  the	
  risk	
  sharing	
  mechanism.	
  	
  

	
  

Also	
  in	
  regards	
  to	
  risk	
  sharing,	
  collective	
  schemes	
  however	
  offer	
  a	
  relevant	
  benefit.	
  As	
  we	
  have	
  seen	
  

before,	
  a	
  collective	
  pension	
  scheme	
  allows	
  for	
  sharing	
  also	
  certain	
  risks	
  that	
  are	
  not	
  tradable	
  in	
  the	
  

financial	
  markets	
  –	
  and	
  that,	
  individually,	
  someone	
  would	
  not	
  be	
  able	
  to	
  collect	
  a	
  risk	
  premium	
  for.	
  

                                                
147	
  57%*(1+1%)	
  
148	
  57%*(1+10%)	
  
149	
  Own	
  model	
  calculations,	
  assuming	
  an	
  absorbtion	
  coefficient	
  for	
  longevity	
  shocks	
  of	
  1,	
  result	
  in	
  a	
  shock	
  of	
  close	
  to	
  17%	
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Therefore,	
  in	
  a	
  collective	
  pension	
  scheme,	
  the	
  absorbtion	
  coefficients	
  of	
  certain	
  risk	
  categories	
  may	
  

be	
  lower	
  than	
  in	
  an	
  individual	
  pension	
  pool:	
  in	
  a	
  collective	
  pension	
  scheme,	
  certain	
  risks	
  may	
  impact	
  

a	
  scheme	
  member	
  less	
  than	
  would	
  be	
  the	
  case	
  if	
  he	
  or	
  she	
  were	
  to	
  save	
  individually.	
  	
  

	
  

In	
  the	
  collective	
  scheme,	
  the	
  pension	
  pool	
  as	
  a	
  whole	
  has	
  an	
  overall	
  set	
  of	
  absorbtion	
  coefficients	
  –	
  

which	
   follows	
   from	
   the	
   combined	
   risk	
   profiles	
   of	
   its	
  members	
   and	
   their	
   targeted	
  benefits	
   –	
   and	
   a	
  

single	
  asset	
  mix.	
  We	
  will	
  again	
  call	
  the	
  absorbtion	
  coefficients	
  for	
  the	
  investment	
  risk	
  in	
  the	
  collective	
  

fund	
  𝑞!,	
  𝑞!,	
  …	
  ,	
  𝑞!;	
  their	
  maximum	
  value,	
  𝑤,	
  is	
  as	
  before	
  50%.	
  The	
  actual	
  proportion	
  of	
  risky	
  assets	
  in	
  

the	
  portfolio	
  at	
  any	
  moment	
  in	
  time	
  can,	
  as	
  before,	
  be	
  calculated	
  via	
  the	
  formula	
  𝑤! = 𝑞!
!!(!)
!(!)

!

!!! ,	
  

where	
  𝑉!(𝑡)	
   and	
  𝑉(𝑡)	
   now	
   refer	
   to	
   the	
   accrued	
  benefits	
   of	
   the	
  pension	
   scheme	
  as	
   a	
  whole.	
   If	
  we	
  

assume	
  that	
  the	
  pension	
  scheme	
  accepts	
  no	
  new	
  members	
  –	
  in	
  other	
  words,	
  it	
  will	
  gradually	
  mature	
  

and	
   dry	
   up	
   –	
   the	
   asset	
   mix	
   will,	
   as	
   in	
   the	
   previous	
   example,	
   gradually	
   reduce	
   its	
   exposure	
   to	
  

investment	
  risk	
  to	
  5%	
  when	
  the	
  final	
  member	
  is	
  one	
  year	
  before	
  retirement.	
  All	
  other	
  assumptions	
  

are	
  as	
  per	
  the	
  examples	
  of	
  the	
  individual	
  pension	
  pool.	
  

	
  

How	
  would	
  the	
  adjustment	
  mechanism	
  work	
  in	
  a	
  collective	
  scheme?	
  

In	
  fact,	
  the	
  way	
  in	
  which	
  future	
  pension	
  benefits	
  are	
  adjusted	
  for	
  any	
  shocks	
  is	
  exactly	
  as	
  explained	
  

above	
  for	
  the	
  individual	
  pension	
  pool.	
  The	
  absorbtion	
  coefficients	
  for	
  investment	
  risk	
  in	
  the	
  collective	
  

fund	
   can	
   be	
   expected	
   to	
   have	
   exactly	
   the	
   same	
   values	
   as	
   those	
   for	
   the	
   individual	
   fund150.	
   The	
  

intuition	
   is	
   that	
   these	
   sensitivities	
   depend	
   on	
   the	
   ex	
   ante	
   choice	
   of	
   the	
   fund’s	
   risk	
   profile	
   as	
   per	
  

Figure	
  4.1	
  and	
  the	
  volatility	
  of	
  shocks	
  in	
  investment	
  returns,	
  which	
  are	
  the	
  same	
  in	
  both	
  situations;	
  

the	
  asset	
  mix	
  follows	
  from	
  these	
  absorbtion	
  coefficients,	
  not	
  the	
  other	
  way	
  around.	
  Therefore,	
  the	
  

shocks	
  as	
  described	
  earlier	
  will	
  have	
  exactly	
  the	
  same	
  impact	
  on	
  the	
  individual	
  in	
  both	
  the	
  individual	
  

and	
  the	
  collective	
  pension	
  fund.	
  	
  

	
  

Let’s	
  assume	
  that	
  the	
  individual	
  pension	
  pool	
  of	
  the	
  previous	
  example	
  is	
  now	
  a	
  collective	
  fund	
  with	
  

three	
  members,	
  which	
  are	
  45,	
  65	
  and	
  75	
  years	
  old.	
  When	
  the	
  first	
  shock	
  occurs,	
  which	
  is	
  again	
  a	
  drop	
  

in	
  investment	
  returns	
  of	
  20%,	
  the	
  pension	
  benefits	
  accrued	
  to	
  date	
  are	
  adjusted	
  for	
  the	
  shock,	
  using	
  

the	
   absorbtion	
   coefficients	
   𝑞!,	
  𝑞!,	
   …	
   ,	
   𝑞!.	
   As	
   a	
   result,	
   the	
   45-­‐year	
   old	
   will	
   face	
   a	
   decrease	
   in	
   the	
  

benefits	
   accrued	
   of	
  𝑌!!! = 𝑞!𝑒!!! = 0.5 ∙ −0.2 = −0.1	
   or	
   -­‐10%,	
   which	
   implies	
   that	
   the	
   accrued	
  

pension	
   for	
   this	
   individual	
   will	
   decrease	
   to	
   a	
   replacement	
   rate	
   of	
   36%.	
   The	
   65-­‐year	
   old,	
   who	
   has	
  

accrued	
  full	
  benefits	
  and	
  has	
  a	
  horizon	
  of	
  future	
  pension	
  payments	
  of	
  {1,	
  …,	
  20},	
  will	
  see	
  his	
  benefits	
  

                                                
150	
  This	
  assumes	
  that	
  the	
  individual’s	
  ex	
  ante	
  risk	
  profile	
  equals	
  the	
  collective	
  fund’s	
  ex	
  ante	
  risk	
  profile,	
  which	
  will	
  depend	
  
on	
  the	
  combined	
  risk	
  profiles	
  of	
  all	
  members.	
  This	
  is	
  	
  potentially	
  a	
  strong	
  assumption,	
  especially	
  when	
  a pension	
  fund	
  has	
  a 
large	
  degree	
  of	
  diversity	
  (not	
  only	
  in	
  age	
  but	
  also	
  in,	
  for	
  example,	
  salary,	
  wealth	
  and	
  career	
  pattern)	
  among	
  its	
  members. 
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lowered	
  gradually	
  over	
  the	
  next	
  ten	
  years;	
  for	
  the	
  remaining	
  years,	
  the	
  full	
  decrease	
  of	
  -­‐10%	
  applies.	
  

That	
   is,	
   next	
   year,	
   benefits	
   are	
   cut	
   by	
   𝑌!!! = 𝑞!𝑒!!! = 0.05 ∙ −0.2 = −0.01	
   or	
   -­‐1%,	
   while	
   the	
  

adjustment	
   in	
   the	
   benefits	
   payable	
   from	
   10	
   years’	
   time	
   will	
   be	
  𝑌!!!" = 𝑞!"𝑒!!! = 0.5 ∙ −0.2 =

−0.10	
  or	
  -­‐10%	
  of	
  the	
  expected	
  benefits	
  payments	
  in	
  10	
  to	
  20	
  years’	
  time.	
  The	
  75-­‐year	
  old	
  expects	
  to	
  

receive	
  10	
  more	
  pension	
  payments;	
  therefore	
  the	
  impact	
  of	
  the	
  shock	
  is	
  smoothed	
  over	
  this	
  period,	
  

with	
  similar	
  adjustments	
  as	
  for	
  the	
  65-­‐year	
  old.	
  

	
  

The	
   actual	
   asset	
   mix	
   at	
   a	
   certain	
   moment	
   in	
   time	
   in	
   the	
   collective	
   fund	
   may	
   however	
   differ	
  

significantly	
  from	
  the	
  actual	
  asset	
  mix	
  in	
  the	
  individual	
  fund,	
  depending	
  on	
  the	
  age	
  distribution	
  in	
  the	
  

fund.	
  A	
  ‘green’	
  fund,	
  with	
  predominantly	
  young	
  members,	
  will	
  have	
  a	
  relatively	
  high	
  exposure	
  to	
  risk	
  

in	
  its	
  asset	
  mix.	
  The	
  few	
  old	
  members	
  that	
  this	
  fund	
  may	
  therefore,	
  via	
  the	
  pension	
  fund,	
  invest	
  in	
  a	
  

more	
  risky	
  asset	
  mix	
  than	
   if	
   they	
  were	
  to	
   invest	
   in	
  their	
   individual	
  pension	
  pool.	
   Is	
  this	
  a	
  problem?	
  

No,	
  since,	
  via	
   the	
  adjustment	
  mechanism,	
  any	
  shocks	
  will	
  have	
  exactly	
   the	
   intended	
   impact	
  on	
  the	
  

old	
   members’	
   future	
   benefits	
   (in	
   fact,	
   the	
   same	
   impact	
   as	
   if	
   the	
   old	
   members	
   were	
   to	
   have	
   their	
  

individual,	
  low	
  risk	
  pension	
  pools).	
  The	
  old	
  members’	
  actual	
  exposure	
  to	
  risk	
  in	
  this	
  collective	
  fund	
  is	
  

therefore	
  less	
  than	
  the	
  scheme’s	
  average	
  risk	
  exposure.	
  

On	
  the	
  contrary,	
  a	
  highly	
  mature	
  pension	
  fund,	
  with	
  most	
  members	
  either	
  in	
  or	
  close	
  to	
  retirement,	
  

will	
  choose	
  a	
  low	
  exposure	
  to	
  risk	
  in	
  its	
  asset	
  mix.	
  A	
  young	
  joiner	
  in	
  this	
  fund	
  will	
  therefore,	
  via	
  the	
  

collective	
   fund,	
   invest	
   in	
   a	
   less	
   risky	
   asset	
  mix	
   than	
   he	
   or	
   she	
  would	
   have	
   chosen	
   in	
   an	
   individual	
  

fund.	
  Since	
   the	
  young	
  member	
   receives,	
  via	
   the	
  absorbtion	
  mechanism,	
  a	
   larger	
  part	
  of	
   the	
   fund’s	
  

risk	
  exposure	
  –	
  and	
  collects	
  the	
  corresponding	
  risk	
  premium	
  –	
  any	
  shocks	
  will	
  again	
  have	
  exactly	
  the	
  

intended	
  impact	
  on	
  the	
  young	
  member.	
  	
  

	
  

We	
   can	
   therefore	
   conclude	
   that	
   the	
   collective	
   system	
   does	
   not	
   offer	
   any	
   adverse	
   risk	
   sharing	
  

compared	
  to	
  an	
  individual	
  system.	
  So	
  where	
  is	
  the	
  advantage	
  of	
  the	
  collective	
  system	
  in	
  relation	
  to	
  

risk	
  sharing?	
  

	
  

Let’s	
  turn	
  to	
  some	
  risk	
  categories,	
  which	
  are	
  not	
  tradable	
  in	
  the	
  markets,	
  like	
  longevity	
  or	
  salary	
  risk.	
  

As	
   a	
   result	
   of	
   a	
   diverse	
   member	
   composition,	
   which	
   may	
   have	
   different	
   risk	
   preferences,	
   the	
  

exposure	
  to	
  certain	
  risk	
  categories	
  may	
  be	
  more	
  effectively	
  shared	
  (or	
  traded)	
  than	
  in	
  an	
  individual	
  

pension	
  pool.	
  For	
   instance,	
  when	
  an	
  unanticipated	
  increase	
  in	
   life	
  expectancy	
  occurs,	
  the	
  collective	
  

fund	
  allows	
  for	
  sharing	
  this	
  burden	
  by	
  all	
  scheme	
  members	
  –	
  including	
  the	
  young	
  members	
  that	
  may	
  

not	
  be	
  subject	
  to	
  the	
  same	
  longevity	
  as	
  the	
  current	
  pensioners	
  and	
  which	
  have	
  a	
  different	
  tolerance	
  

to	
   risk	
   as	
   a	
   result	
   of	
   their	
   age	
   or,	
   more	
   precisely,	
   their	
   time	
   to	
   retirement.	
   The	
   young	
   members	
  

should	
  receive	
  a	
  compensation	
  for	
  this	
  risk	
  sharing	
  through,	
  for	
  instance,	
  the	
  ‘promise’	
  that	
  they	
  will	
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receive	
   similar	
   support	
   from	
   the	
   future	
   young	
   generations	
   should	
   a	
   similar	
   shock	
   occur	
   once	
   the	
  

current	
  young	
  members	
  are	
   retired,	
  or	
   through	
  another	
   compensation	
  mechanism	
  deemed	
   fair	
  by	
  

the	
  fund’s	
  trustees.	
  Since	
  it	
  is	
  difficult	
  to	
  determine	
  an	
  objective	
  price,	
  or	
  risk	
  premium,	
  for	
  such	
  risk	
  

sharing,	
  we	
  observe	
  here	
   an	
   illustration	
  of	
   the	
   fact	
   that	
   collective	
   funds	
   are	
   indeed	
  more	
   likely	
   to	
  

have	
   incomplete	
  contracts	
  (as	
  mentioned	
  in	
  section	
  2.6),	
  rendering	
  governance	
  highly	
  relevant	
   in	
  a	
  

collective	
  setting.	
  

Employer	
  risk	
  sharing	
  	
  
 
We	
  have	
  arrived	
  at	
  an	
  essential	
  element	
  of	
  Defined	
  Ambition	
  pensions	
  in	
  the	
  UK	
  context:	
  risk	
  sharing	
  

with	
  the	
  employer151.	
   Including	
  the	
  employer	
   in	
  risk	
  sharing	
  offers	
  an	
   important	
  benefit;	
   it	
  ensures	
  

that	
  the	
  employer	
  is,	
  and	
  stays,	
  involved	
  in	
  the	
  pension	
  arrangements.	
  Since	
  the	
  pension	
  contract	
  is	
  

part	
  of	
   the	
  employment	
   conditions	
  between	
  an	
  employer	
   and	
  employees,	
   it	
   is	
   defensible	
   that	
   the	
  

employer	
  shares	
   in	
  the	
  burden	
  of	
  the	
  pensions,	
  not	
  only	
  through	
  a	
  fixed	
  level	
  of	
  contributions	
  that	
  

may	
  only	
  be	
  adjusted	
  after	
  lengthy	
  negotiations,	
  but	
  also	
  by	
  sharing	
  in	
  shocks	
  that	
  affect	
  the	
  value	
  of	
  

future	
  pension	
  payments.	
  

	
  

In	
  the	
  mechanism	
  as	
  described	
  here,	
  adding	
  the	
  employer	
  as	
  another	
  party	
  that	
  participates	
   in	
  the	
  

risk	
   sharing	
   is	
   straightforward.	
   In	
   its	
   most	
   elementary	
   form,	
   it	
   may	
   be	
   agreed	
   that	
   the	
   employer	
  

shares,	
  via	
  a	
  fixed	
  percentage,	
  in	
  any	
  shocks	
  that	
  occur.	
  	
  

	
  

How	
  would	
  this	
  work?	
  Let’s	
  go	
  back	
  to	
  the	
  example	
  of	
  the	
  collective	
  pension	
  fund	
  above.	
  We	
  now	
  

assume	
   that	
   employer	
   risk	
   sharing	
   is	
   agreed	
   at	
   10%	
   of	
   any	
   predefined	
   shocks,	
   like	
   the	
   shocks	
   in	
  

investment	
  performance,	
  inflation	
  or	
  longevity	
  discussed	
  previously.	
  As	
  before,	
  a	
  shock	
  occurs	
  

causing	
   investment	
  performance	
  to	
  decrease	
  by	
  20%	
  when	
  the	
  scheme	
  members	
  are,	
  respectively,	
  

45,	
  65	
  and	
  75	
  years	
  old.	
  This	
   ‘loss’	
   is	
  made	
  whole	
   in	
  part	
  by	
  the	
  employer,	
  paying	
   into	
  the	
  fund	
   its	
  

contribution	
  of	
  10%,	
  which	
  therefore	
  amounts	
  to	
  2%	
  of	
  the	
  shock.	
  Next,	
  members’	
  accrued	
  benefits	
  

are	
  adjusted	
  to	
  reflect	
  the	
  remaining	
  part	
  of	
   the	
  shock,	
  18%,	
  via	
  the	
  usual	
  mechanism.	
  As	
  a	
  result,	
  

the	
  employer	
  absorbing	
  part	
  of	
  the	
  risk	
  leads	
  to	
  an	
  adjustment	
  in	
  accrued	
  benefits	
  for,	
  for	
  example,	
  

the	
  45-­‐year	
  old	
  of	
  𝑌!!! = 𝑞!𝑒!!! = 0.5 ∙ −0.18 = −0.09	
  or	
  -­‐9%,	
  resulting	
  in	
  a	
  replacement	
  rate	
  of	
  

36.4%	
  (as	
  compared	
  to	
  36%	
  without	
  the	
  10%	
  employer	
  risk	
  sharing).	
  Obviously,	
  the	
  same	
  reasoning	
  

will	
  apply	
  when	
  positive	
  shocks	
  occur:	
  in	
  this	
  case,	
  the	
  employer	
  will	
  receive	
  a	
  contribution	
  out	
  of	
  the	
  

fund.	
  

	
  

                                                
151	
  Please	
  note	
  that	
  the	
  original	
  Dutch	
  model	
  does	
  not	
  include	
  any	
  (explicit)	
  employer	
  risk	
  sharing;	
  this	
  element	
  has	
  been	
  
introduced	
  here	
  following	
  the	
  focus	
  on	
  employer	
  risk	
  sharing	
  in	
  Mr	
  Webb’s	
  statements	
  on	
  DA	
  pensions.	
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Whereas	
   the	
  above	
  example	
   represents	
   the	
  basic	
  mechanism,	
   there	
  are	
  various	
  options	
  as	
   to	
  how	
  

such	
  risk	
  sharing	
  can	
  be	
  organised.	
  First	
  of	
  all,	
  employers	
  may	
  wish	
  to	
  limit	
  their	
  potential	
  exposure	
  

to	
  shocks.	
  This	
  can	
  easily	
  be	
  done	
  by	
  applying	
  a	
  cap	
  (expressed	
  as,	
  for	
  instance,	
  a	
  percentage	
  of	
  the	
  

total	
  liabilities)	
  to	
  the	
  annual	
  amount	
  payable	
  by	
  the	
  employer.	
  	
  

In	
  terms	
  of	
  the	
  administrative	
  set-­‐up,	
  an	
  option	
  that	
  allows	
  the	
  employer	
  to	
  smooth	
  its	
  annual	
  cash-­‐

flows	
   with	
   the	
   pension	
   fund,	
   is	
   to	
   create	
   a	
   separate	
   (‘buffer’)	
   account,	
   via	
   which	
   the	
   annual	
  

adjustments	
  to	
  and	
  from	
  the	
  employer	
  are	
  booked.	
  	
  

Moreover,	
  it	
  is	
  a	
  possibility	
  to	
  link	
  the	
  employer’s	
  adjustments	
  with	
  the	
  fund	
  to	
  the	
  contributions	
  the	
  

employer	
   pays:	
   negative	
   adjustments	
   could	
   be	
   translated	
   into	
   an	
   increase	
   in	
   the	
   employer	
  

contributions,	
  and	
  vice	
  versa;	
  in	
  this	
  way,	
  the	
  only	
  administrative	
  link	
  between	
  employer	
  and	
  pension	
  

fund	
   would	
   remain	
   via	
   the	
   contributions.	
   It	
   should	
   however	
   be	
   noted	
   that,	
   if	
   this	
   latter	
   option	
   is	
  

used,	
   the	
   changes	
   in	
   contributions	
   paid	
   by	
   the	
   employer	
   should	
   be	
   used	
   by	
   the	
   pension	
   fund	
   to	
  

adjust	
   the	
   fund	
   as	
   a	
  whole	
   for	
   the	
   effect	
   of	
   the	
   shock.	
   It	
   should	
   therefore	
   not	
   be	
   used	
   to	
   change	
  

contributions	
  paid	
  by	
  current	
  active	
  members,	
  or	
   to	
  adjust	
  active	
  members’	
  benefits	
  accrual,	
   since	
  

this	
   would	
   create	
   an	
   unequal	
   treatment	
   of	
   active	
   on	
   the	
   one,	
   and	
   inactive	
   or	
   deferred	
   scheme	
  

members	
  on	
  the	
  other	
  side.	
  

	
  

Finally,	
  a	
  few	
  words	
  on	
  the	
  administrative	
  context	
  for	
  employer	
  risk	
  sharing.	
  The	
  options	
  presented	
  

here	
   can	
   be	
   expected	
   to	
   require	
   the	
   framework	
   of	
   a	
   trust-­‐based,	
   collective	
   or	
   individual	
   pension	
  

scheme.	
   It	
   should	
   be	
  noted	
   that	
   in	
   individual	
   pension	
  plans,	
   the	
   organizational	
   and	
   administrative	
  

burden	
  will	
  however	
  be	
  high:	
  whereas	
  in	
  our	
  examples	
  a	
  very	
  simplified	
  version	
  of	
  the	
  mechanism	
  is	
  

shown,	
  in	
  practice	
  it	
  can	
  be	
  expected	
  that	
  shocks	
  will	
  occur	
  at	
  an	
  (at	
  least)	
  yearly	
  basis,	
  resulting	
  in	
  

aggregate	
   shocks	
   that	
  are	
  adjusted	
  annually	
  with	
  year-­‐on-­‐year	
  adjustments	
  of	
   the	
  expected	
   target	
  

benefits.	
  We	
  will	
  therefore,	
  in	
  the	
  present	
  discussion,	
  use	
  trust-­‐based	
  collective	
  pension	
  schemes	
  as	
  

the	
  preferred	
  structure	
  for	
  organising	
  DA	
  pensions.	
  

	
  

Also,	
  any	
  employer	
  risk	
  sharing	
  that	
  goes	
  beyond	
  the	
  payment	
  of	
  employer	
  contributions	
  will	
  create	
  

a	
   potential	
   financial	
   liability	
   on	
   the	
   employer	
   that	
  will	
   need	
   to	
   be	
   accounted	
   for.	
   Exactly	
   how	
  will	
  

depend	
  on	
  the	
  regulatory	
  context	
  that	
  a	
  Defined	
  Ambition-­‐style	
  pension	
  will	
  be	
  subject	
  to	
  and	
  which	
  

may	
   require	
   amended	
   accounting	
   guidelines;	
   creating,	
   also	
   from	
   this	
   perspective,	
   a	
   compromise	
  

between	
  existing	
  DB	
  and	
  DC	
  regulations.	
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4.1.4	
   Discussion:	
  a	
  model	
  for	
  UK	
  Defined	
  Ambition	
  pensions?	
  

	
  
Above,	
  we	
  have	
  explored	
  a	
  model	
  for	
  risk	
  sharing	
  based	
  on	
  the	
  adjustment	
  mechanism	
  for	
  collective	
  

DC	
  pensions	
  developed	
  in	
  the	
  Netherlands.	
  Could	
  this	
  mechanism	
  be	
  a	
  model	
  for	
  organising	
  Defined	
  

Ambition-­‐style	
   pensions	
   in	
   the	
   UK?	
   Let’s	
   evaluate	
   the	
   main	
   characteristics	
   of	
   the	
   model,	
   as	
   also	
  

summarised	
  at	
  the	
  end	
  of	
  this	
  section	
  in	
  Table	
  4.1.	
  

	
  

A	
  strong	
  element	
  of	
  the	
  model	
  is,	
  first	
  of	
  all,	
  the	
  transparency	
  of	
  the	
  mechanism.	
  For	
  all	
  stakeholders	
  

it	
  is	
  known	
  ex	
  ante	
  what	
  the	
  impact	
  of	
  possible	
  shocks	
  in	
  the	
  future	
  will	
  be,	
  which	
  allows	
  for	
  making	
  

the	
  pension	
  contract	
  very	
  complete.	
  When,	
  indeed,	
  such	
  shocks	
  occur,	
  it	
  is	
  completely	
  clear	
  who	
  will	
  

bear	
   the	
   burden.	
   And	
   once	
   benefits	
   have	
   been	
   adjusted,	
   it	
   allows	
   for	
   communicating	
   in	
   an	
  

understandable	
   and	
   (via	
   the	
   replacement	
   rate)	
   relatively	
   tangible	
   way	
   what	
   the	
   new	
   expected	
  

retirement	
  income	
  will	
  be.	
  Clearly,	
  this	
  will	
  also	
  be	
  a	
  positive	
  element	
  for	
  pension	
  scheme	
  members	
  

in	
  the	
  UK,	
  and	
  will	
  be	
  an	
  improvement	
  for	
  those	
  currently	
  saving	
  via	
  a	
  DC	
  system	
  where	
  they	
  receive	
  

information	
   on	
   the	
   value	
   of	
   the	
   ‘pension	
   pot’	
   only	
   and	
   in	
   which	
   they	
   bear	
   in	
   full	
   the	
   annuities	
  

conversion	
  risk.	
  By	
  translating	
  accrued	
  benefits	
  into	
  a	
  real	
  replacement	
  rate	
  –	
  even	
  one	
  that	
  may	
  be	
  

subject	
  to	
  change	
  -­‐,	
  the	
  participant	
  will	
  be	
  able	
  to	
  build	
  up	
  a	
  much	
  more	
  realistic	
  expectation	
  on	
  his	
  

or	
  her	
  future	
  retirement	
  income	
  and	
  take	
  action	
  accordingly.	
  	
  

	
  

This	
  brings	
  us	
  to	
  a	
  second	
  strong	
  point.	
  Since	
  the	
  model	
  focuses	
  on	
  the	
  real	
  value	
  of	
  the	
  benefits	
  in	
  

retirement	
   (which,	
   if	
  no	
  shocks	
  occur,	
   stays	
  constant)	
   instead	
  of	
  on	
   the	
  value	
  of	
   the	
   ‘pension	
  pot’,	
  

the	
  annuities	
  conversion	
  risk	
   is	
  effectively	
  managed.	
   In	
  addition,	
   the	
  participant	
  will	
   in	
   the	
  present	
  

model	
  be	
  able	
  to	
  continue	
  his	
  or	
  her	
  exposure	
  to	
  the	
  capital	
  markets	
  while	
  retired	
  and	
  will	
  therefore	
  

continue	
  receiving	
  a	
  risk	
  premium	
  on	
  the	
  investments	
  still	
  in	
  the	
  fund,	
  though	
  limiting	
  the	
  exposure	
  

through	
  a	
   life	
  cycle	
   investment	
  strategy.	
   In	
  a	
  traditional	
  DC	
  plan,	
  where	
  an	
  annuity	
   is	
  purchased	
  at	
  

retirement,	
  the	
  participant	
  typically	
  does	
  not	
  share	
  in	
  investment	
  returns	
  anymore	
  once	
  the	
  pension	
  

pot	
  is	
  annuitised,	
  unless	
  the	
  participant	
  buys	
  an	
  investment-­‐linked	
  annuity152.	
  

	
  

Third,	
   the	
   model	
   allows	
   for	
   a	
   fair	
   treatment	
   of	
   the	
   different	
   participants	
   in	
   a	
   collective	
   pension	
  

scheme.	
  When	
  a	
  shock	
  occurs,	
  all	
  accrued	
  benefits	
  are	
  adjusted,	
  implying	
  that	
  all	
  member	
  categories	
  

–	
   active,	
   retired,	
   deferred	
   –	
   contribute.	
   The	
   impact	
   of	
   these	
   adjustments	
   is	
   however	
   linked	
   to	
  

people’s	
   ability	
   to	
   adapt	
   to	
   changes,	
   objectivised	
  here	
   through	
   the	
   time	
  horizon	
  until	
   benefits	
   are	
  

                                                
152	
   Investment-­‐linked	
   annuities	
   are	
   available	
   however	
   used	
   relatively	
   little:	
   only	
   c.	
   6%	
   of	
   annuities	
   sold	
   are	
   investment-­‐
linked	
  annuities	
  against	
  85%	
  nominal	
  annuities	
  and	
  3%	
  inflation-­‐linked	
  annuities.	
  See	
  Pensions	
  Policy	
  Institute	
  (2011). 
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paid	
   –	
   which	
   can	
   be	
   considered	
   fair.	
   How	
   long	
   such	
   smoothing	
   period	
   should	
   be,	
   and	
   whether	
  

absorbtion	
  should	
  increase	
  linearly	
  or	
  exponentially	
  with	
  the	
  horizon,	
  can	
  be	
  determined	
  on	
  the	
  level	
  

of	
  the	
  pension	
  scheme.	
  For	
  instance,	
  an	
  implication	
  of	
  using	
  a	
  ten-­‐year	
  smoothing	
  period	
  as	
  per	
  the	
  

examples	
  we	
  discussed	
  is	
  that,	
  when	
  a	
  shock	
  occurs	
  when	
  the	
  scheme	
  member	
  has	
  just	
  retired,	
  he	
  or	
  

she	
  may	
  still	
  experience	
  a	
   relatively	
   large	
  adjustment	
   to	
  his	
  or	
  her	
  benefits	
   in	
  10	
  to	
  20	
  years’	
   time	
  

(compare	
  the	
  74.1%	
  and	
  57%	
  replacement	
  rates	
  from	
  the	
  second	
  example).	
  	
  

In	
   collective	
   pension	
   systems,	
   this	
   mechanism	
   therefore	
   avoids	
   unfair	
   treatment	
   of	
   different	
  

generations	
   or	
   categories	
   of	
   members	
   (eg	
   active	
   versus	
   non-­‐active	
   members)	
   that	
   would	
   occur	
   in	
  

many	
  other	
  adjustment	
  mechanisms.	
  For	
  instance,	
  when	
  a	
  pension	
  scheme	
  changes	
  its	
  contribution	
  

levels	
   or	
   retirement	
   age	
   in	
   response	
   to	
   increased	
   costs	
   on	
   behalf	
   of	
   the	
   pension	
   system,	
   only	
   the	
  

active	
  members	
  will	
   bear	
   the	
  burden,	
  whereas	
   inactive	
  or	
   deferred	
  members	
  will	
   not153.	
   Including	
  

pensioners	
   in	
  sharing	
  the	
  burden	
  of	
  additional	
  pension	
  costs,	
  albeit	
   through	
  a	
  reduced	
   impact,	
  can	
  

therefore	
   be	
   considered	
   a	
   very	
   fair	
   way	
   of	
   dealing	
   with	
   shocks	
   that	
   may	
   help	
   in	
   retaining	
   young,	
  

active	
  members	
  in	
  the	
  scheme.	
  

	
  

Furthermore,	
   the	
   mechanism	
   can	
   include	
   employer	
   risk	
   sharing	
   in	
   a	
   straightforward	
   way,	
   thereby	
  

increasing	
   the	
   involvement	
   of	
   the	
   employer	
   in	
   the	
   pension	
   arrangement	
   and	
   making	
   the	
  

arrangement	
  more	
  attractive	
  for	
  the	
  employees.	
  Employers	
  can,	
  via	
  the	
  extent	
  in	
  which	
  they	
  absorb	
  

part	
  of	
   the	
  volatility	
  of	
   their	
  employees’	
  pension	
  benefits,	
  differentiate	
   their	
  pension	
  arrangement	
  

from	
   that	
   of	
   other	
   employers,	
   which	
   may	
   become	
   an	
   even	
   more	
   relevant	
   employment	
   condition	
  

when	
  labour	
  gradually	
  becomes	
  scarcer	
  as	
  a	
  result	
  of	
  population	
  ageing.	
  Employer	
  risk	
  sharing	
  may	
  

result	
   in	
  a	
  cash	
  flow	
  for	
   the	
  employer	
  that	
   is	
  negative	
   for	
  one	
  year	
  and	
  positive	
  the	
  next,	
  and	
  as	
  a	
  

result	
   the	
   real	
   cost	
   to	
   the	
   employer	
   of	
   such	
   risk	
   sharing	
   may	
   be	
   more	
   an	
   administrative	
   and	
  

accounting	
  burden	
  than	
  a	
  financial	
  cost.	
  Consequently,	
  the	
  ‘real’	
  cost	
  of	
  risk	
  sharing	
  to	
  the	
  employer	
  

may	
  be	
  relatively	
  low.	
  

	
  

Finally,	
  the	
  model	
  does	
  not	
  introduce	
  perverse	
  incentives	
  to	
  adopt	
  a	
  level	
  of	
  riskiness	
  in	
  the	
  asset	
  mix	
  

that	
   may	
   be	
   inadequate	
   for	
   scheme	
   participants.	
   For	
   instance,	
   in	
   UK	
   Defined	
   Benefits	
   schemes’	
  

triennial	
  valuations,	
  the	
  rate	
  to	
  discount	
  the	
  scheme’s	
  liabilities	
  is	
  determined	
  on	
  the	
  basis	
  of,	
  among	
  

other	
   things,	
   the	
  expected	
   investment	
   return154.	
  A	
  decrease	
   in	
   the	
  expected	
   return,	
   and	
   therefore	
  

the	
   discount	
   rate	
   will	
   result,	
   all	
   other	
   things	
   being	
   equal,	
   in	
   higher	
   liabilities	
   and	
   a	
   lower	
   funding	
  

                                                
153	
   In	
  addition	
  to	
  the	
  fact	
  that,	
   if	
  contributions	
  are	
  already	
  at	
  a	
  high	
   level	
   like	
   in	
  the	
  Netherlands,	
   there	
   is	
   little	
  scope	
  for	
  
using	
  contributions	
  as	
  a	
  effective	
  measure	
  against	
  adverse	
  market	
  conditions	
  
154	
  The	
  discount	
  factor	
  is	
  defined	
  in	
  the	
  Pensions	
  Act	
  2004	
  as	
  the	
  risk-­‐free	
  interest	
  rate	
  (the	
  yield	
  on	
  government	
  bonds	
  or	
  
(other)	
  highly	
  rated	
  bonds)	
  plus	
  a	
  risk	
  premium.	
  This	
  risk	
  premium	
  is	
  determined	
  by	
  the	
  scheme	
  on	
  het	
  basis	
  of	
  the	
  duration	
  
of	
  the	
  scheme’s	
  liabilities,	
  the	
  expected	
  excess	
  investment	
  return,	
  and	
  the	
  employer	
  convenant.	
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ratio,	
  which,	
  if	
  insufficient,	
  may	
  lead	
  to	
  the	
  requirement	
  for	
  the	
  scheme	
  to	
  draw	
  up	
  a	
  recovery	
  plan.	
  

From	
  the	
  perspective	
  of	
  the	
  scheme’s	
  management,	
  there	
  may	
  thus	
  be	
  an	
  incentive	
  to	
  increase	
  the	
  

riskiness	
  of	
  the	
  investment	
  strategy,	
  and	
  therefore	
  the	
  expected	
  return	
  of	
  the	
  scheme,	
  which	
  may	
  be	
  

at	
   odds	
   with	
   the	
   interests	
   of	
   the	
   scheme	
   participants.	
   Instead,	
   the	
   present	
   model	
   allows	
   for	
  

determining	
  a	
  discount	
   rate	
   that,	
   just	
   like	
   the	
   riskiness	
  of	
   the	
  asset	
  mix,	
   increases	
   in	
   line	
  with	
   the	
  

horizon	
  to	
  the	
  benefits	
  payment.	
  The	
  discount	
  rate	
  is	
  therefore	
  directly	
  linked	
  to	
  the	
  ambition	
  level	
  

of	
  the	
  (future)	
  benefits:	
  a	
  higher	
  ambition	
  level	
  implies	
  a	
  higher	
  risk	
  exposure	
  and	
  therefore	
  a	
  higher	
  

discount	
  rate.	
  As	
  a	
  consequence,	
  the	
  funding	
  ratio	
  will	
  not	
  be	
  unduly	
  inflated	
  by	
  the	
  choice	
  in	
  asset	
  

mix.	
  	
  

	
  

On	
   the	
   other	
   hand,	
   the	
   model	
   formalises	
   uncertainty	
   in	
   regards	
   to	
   pension	
   benefits.	
   Even	
   in	
   the	
  

Dutch	
  situation,	
  where	
  there	
  is	
  already	
  a	
  significant	
  level	
  of	
  uncertainty	
  in	
  the	
  old	
  system	
  (given	
  its	
  

conditional	
  indexation	
  and	
  nominal	
  guarantees	
  that,	
  in	
  exceptional	
  situations,	
  can	
  be	
  cut),	
  changing	
  

to	
   a	
   system	
   without	
   guarantees	
   has	
   given	
   rise	
   to	
   much	
   unease	
   among	
   participants	
   and	
   their	
  

representative	
  bodies.	
  

	
  

In	
   the	
   context	
   of	
   UK	
   Defined	
   Benefits	
   pensions,	
   which	
   have	
   up	
   until	
   now	
   not	
   been	
   subjects	
   to	
  

skipping	
  indexation155,	
   let	
  alone	
  cutting	
  nominal	
  benefits	
  in	
  payment,	
  this	
  proposed	
  mechanism	
  will	
  

certainly	
  be	
  a	
  bridge	
  too	
  far	
  at	
  the	
  present	
  time.	
  The	
  ink	
  is	
  not	
  yet	
  dry	
  on	
  the	
  2012	
  renegotiations	
  of	
  

the	
  public	
  sector	
  pension	
  schemes	
  -­‐	
  that	
  will	
  (among	
  other	
  measures)	
  introduce	
  career	
  average	
  as	
  an	
  

alternative	
  to	
  final	
  salary	
  pensions	
  for	
  new	
  accruals	
  from	
  2014/15	
  and	
  increase	
  the	
  normal	
  pension	
  

ages	
  of	
  most	
  schemes	
  -­‐	
  so	
  the	
  appetite	
  for	
  new,	
  drastic,	
  changes	
  will	
  be	
  very	
  limited.	
  Preparing	
  for	
  

Defined	
   Ambition	
   pensions	
   in	
   a	
   not-­‐too-­‐distant	
   future	
   will	
   therefore	
   need	
   to	
   include	
   a	
   long-­‐term	
  

communications	
  plan	
  that	
  paves	
  the	
  way	
  for	
  a	
  new	
  concept	
  of	
  certainty	
  in	
  pensions.	
  In	
  traditional	
  DB	
  

pensions,	
   certainty	
   was	
   provided	
   through	
   costly	
   employer	
   guarantees.	
   This	
   model	
   is	
   no	
   longer	
  

affordable	
   due	
   to	
   changed	
  demographics	
   and	
   economic	
   conditions.	
   In	
  Defined	
  Ambition	
  pensions,	
  

formal	
   guarantees	
   are	
   therefore	
   replaced	
   by	
   managing	
   the	
   uncertainty	
   –	
   or	
   volatility	
   –	
   of	
   future	
  

benefits	
   through	
   the	
   risk/return	
   profile	
   of	
   the	
   scheme:	
   benefits	
   can	
   therefore	
   still	
   be	
   made	
   very	
  

certain,	
  but	
  the	
  cost	
  of	
  this	
  certainty	
  (that	
  is,	
  lower	
  benefits)	
  will	
  be	
  transparent.	
  

	
  

In	
   private	
   sector	
   pensions	
   (which,	
   after	
   all,	
   are	
   the	
   focus	
   of	
   the	
   present	
   DA	
   debate)	
   there	
   may	
  

however	
  be	
  more	
  scope	
  for	
  introducing	
  Defined	
  Ambition	
  pensions.	
  For	
  the	
  remaining,	
  open,	
  private	
  

sector	
   DB	
   pension	
   schemes,	
   DA	
   may	
   be	
   an	
   attractive	
   alternative	
   for	
   both	
   employers	
   (that	
   are	
  

released	
   of	
   their	
   guarantees)	
   and	
   employees	
   (for	
   which	
   the	
   logical	
   alternative	
   –	
   a	
   change	
   to	
   a	
  

                                                
155	
  Although	
  indexation	
  is	
  in	
  the	
  process	
  of	
  being	
  changed	
  from	
  RPI	
  to	
  (the	
  lower)	
  CPI 
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traditional	
  DC	
  pension	
  –	
  would	
  imply	
  a	
  significantly	
  higher	
  level	
  of	
  uncertainty).	
  However,	
  with	
  only	
  

around	
   12%	
   of	
   private	
   sector	
   employees	
   still	
   participating	
   in	
   open	
   DB	
   plans156,	
   the	
   scope	
   of	
  

introducing	
  DA	
  pensions	
  will	
  be	
  relatively	
  small.	
  

	
  

So	
  what	
   about	
  DA	
  pensions	
   as	
   an	
   alternative	
   for	
   pure	
  DC	
  pension	
   arrangements?	
   For	
   the	
   scheme	
  

participants,	
  a	
  DA	
  pension	
  obviously	
  offers	
  some	
  advantages	
  compared	
  to	
  a	
  DC	
  pension.	
  Assuming	
  

that	
  DA	
  pensions	
  will	
   be	
  offered	
   in	
   a	
   trust-­‐based	
  pension	
   scheme	
   structure,	
   operating	
   a	
   collective	
  

asset	
  pool157,	
  an	
  advantage	
  of	
  the	
  system	
  is,	
  first	
  of	
  all,	
  that	
  the	
  DA	
  arrangement	
  is	
  fully	
  transparent	
  

and	
  linked	
  to	
  a	
  target	
  retirement	
  income	
  level:	
   it	
   is	
  easy	
  to	
  communicate	
  and	
  understand	
  what	
  the	
  

expected	
   income	
   will	
   be.	
   Second,	
   the	
   DA	
   arrangement	
   takes	
   care	
   of	
   automatically	
   generating	
   an	
  

annuity,	
  eliminating	
  the	
  annuities	
  conversion	
  risk	
  for	
  the	
  participant.	
  Since	
  in	
  a	
  collective	
  scheme	
  the	
  

risk	
   that	
   a	
   certain	
   member	
   lives	
   longer	
   than	
   expected	
   can	
   be	
   shared	
   with	
   the	
   other	
   scheme	
  

participants,	
   the	
   scheme	
  will	
   typically	
  not	
  need	
   to	
   recur	
   to	
  buying	
  annuities	
   in	
   the	
  market	
  but	
  can	
  

pay	
   benefits	
   from	
   its	
   collective	
   asset	
   pool.	
   Third,	
   the	
   employer	
   shares	
   in	
   the	
   risk,	
   which	
   smooths	
  

income	
  shocks.	
  Fourth,	
  the	
  asset	
  mix	
  will	
  implicitly	
  be	
  invested	
  following	
  a	
  life	
  cycle	
  strategy,	
  which	
  

offers	
  an	
  optimal	
  risk-­‐return	
  trade-­‐off	
  over	
  a	
  participant’s	
  life.	
  Fifth,	
  participants	
  are	
  able	
  to	
  continue	
  

generating	
  investment	
  returns	
  on	
  their	
  assets	
  also	
  in	
  retirement,	
  resulting	
  in	
  a	
  higher	
  target	
  income	
  

than	
  would	
  otherwise	
  have	
  been	
  the	
  case.	
  

	
  

The	
  attractiveness	
  of	
  risk	
  sharing	
  to	
  UK	
  employers	
  will	
  depend	
  highly	
  on	
  the	
  point	
  of	
  departure.	
  For	
  

employers	
  that	
  currently	
  offer	
  their	
  employees	
  a	
  (fully	
  guaranteed)	
  DB	
  pension,	
  this	
  model	
  offers	
  a	
  

significant	
  reduction	
  in	
  their	
  potential	
  liability	
  to	
  the	
  pension	
  scheme.	
  However,	
  employers	
  that	
  have	
  

already	
  switched	
  to	
  a	
  DC	
  pension	
  may	
  find	
  that	
  the	
  proposed	
  system	
  actually	
  reintroduces	
  them	
  to	
  

some	
  of	
  the	
  accounting	
  burdens	
  they	
  consciously	
  said	
  goodbye	
  to	
  in	
  the	
  past.	
  The	
  main	
  attraction	
  of	
  

the	
  Defined	
  Ambition	
  model	
  proposed	
  here	
  may	
   therefore	
  be	
   that	
   it	
   contributes	
   to	
   their	
   sense	
  of	
  

good	
  ‘employer-­‐ship’:	
  they	
  actively	
  contribute	
  to	
  better	
  pension	
  arrangements	
  for	
  their	
  staff.	
  

	
  

In	
   order	
   to	
   be	
   successful,	
   a	
   prerequisite	
   for	
   DA	
   pensions	
   is	
   therefore	
   that	
   the	
   regulatory	
   and	
  

accountancy	
  burden	
  for	
  the	
  employer	
  be	
  kept	
  at	
  a	
  minimum.	
  For	
  instance,	
  it	
  should	
  be	
  clear	
  which	
  

regulatory	
   regime	
   a	
   DA-­‐style	
   pension	
   should	
   adhere	
   to	
   –	
   given	
   that	
   private	
   sector	
   DB	
   plans	
   are	
  

regulated	
  by	
  the	
  Pensions	
  Regulator	
  and	
  DC	
  plans	
  by	
  the	
  Financial	
  Services	
  Authority	
  (‘FSA’)	
  –	
  and	
  it	
  

                                                
156	
  Department	
  for	
  Work	
  and	
  Pensions	
  (2012)	
  
157	
  It	
  is	
  therefore	
  comparable	
  to	
  a	
  collective	
  Defined	
  Contribution	
  scheme.	
  The	
  vehicle	
  in	
  which	
  the	
  pensions	
  are	
  managed	
  
may	
  be	
  a	
  single-­‐company	
  structure	
  however	
  can	
  also	
  be	
  a	
  multi-­‐company,	
  supertrust-­‐style	
  pension	
  provider	
  that	
  is	
  able	
  to	
  
realise	
  economies	
  of	
  scale.	
  A	
  DA	
  pension	
  can	
  obviously	
  also	
  be	
  offered	
  in	
  a	
  structure	
  based	
  on	
  individual	
  accounts,	
  however	
  
in	
  view	
  of	
  the	
  benefits	
  in	
  annuitisation	
  and	
  cost	
  savings	
  when	
  investing	
  collectively,	
  the	
  DA	
  structure	
  used	
  as	
  a	
  benchmark	
  
here	
  is	
  one	
  with	
  a	
  collective	
  asset	
  pool. 
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should	
   in	
   particular	
   be	
   avoided	
   that,	
   by	
   default,	
   DA	
   plans	
   become	
   subject	
   to	
   two	
   supervisory	
  

regimes.	
   Also,	
   clear	
   accountancy	
   guidelines	
   for	
   employers’	
   pension	
   liabilities	
   arising	
   under	
   DA	
  

arrangements	
  should	
  be	
  adopted,	
  which	
  are	
  understood	
  and	
  accepted	
  by	
  the	
  actuarian	
  and	
  auditor	
  

community.	
   If	
   this	
   can	
   be	
   realised,	
   DA	
   pensions	
   provide	
   employers	
   with	
   the	
   opportunity	
   to	
  

differentiate	
   themselves	
  on	
   their	
  pension	
  arrangements	
  and	
  use	
   this	
  as	
  a	
  positive	
  element	
   in	
   their	
  

package	
  of	
  employment	
  conditions.	
  

	
  

Table	
  4.1:	
   Defined	
  Ambition	
  pensions	
  evaluated	
  

	
   Defined	
  Ambition	
  pensions	
  

Elements	
   What	
  are	
  the	
  strong	
  points	
   Where	
  is	
  opposition	
  

likely	
  to	
  come	
  from	
  

Recommendations	
  

Collective,	
  trust-­‐

based	
  scheme	
  

with	
  sufficient	
  

scale	
  

It	
  is	
  cost-­‐efficient:	
  may	
  require	
  46%	
  less	
  

contributions	
  for	
  the	
  same	
  pension158	
  

Is	
  able	
  to	
  attract	
  high	
  quality	
  management	
  and	
  

trustees	
  

The	
  adjustment	
  mechanism	
  provides	
  transparency	
  

on	
  how	
  risks	
  are	
  being	
  shared	
  and	
  allows	
  for	
  

making	
  the	
  pension	
  contract	
  highly	
  complete	
  

Ensures	
  adequate,	
  life	
  cycle	
  investment	
  

Takes	
  away	
  behavioural	
  hurdles	
  in	
  retirement	
  

planning	
  

It	
  offers	
  limited	
  flexibility	
  for	
  

members	
  wishing	
  to	
  

determine	
  own	
  investment	
  

policy	
  

It	
  involves	
  risk	
  sharing	
  with	
  

other	
  scheme	
  members	
  and	
  

some	
  level	
  of	
  

incompleteness	
  of	
  the	
  

pension	
  contract	
  

Ensure	
  availability	
  of	
  low-­‐

cost	
  pension	
  providers	
  

with	
  sufficient	
  scale	
  and	
  

sound	
  management	
  

Make	
  the	
  pension	
  contract	
  

ex	
  ante	
  as	
  transparent	
  and	
  

complete	
  as	
  possible	
  

	
  	
  

Retirement	
  

income	
  is	
  target-­‐

based	
  and	
  

adjusted	
  for	
  

‘shocks’	
  

The	
  pension	
  fund	
  is	
  always	
  ‘balanced’:	
  losses	
  are	
  

not	
  passed	
  on	
  to	
  a	
  next	
  generation	
  

The	
  adjustment	
  mechanism	
  is	
  completely	
  

transparent	
  and	
  allows	
  for	
  age	
  differentiation:	
  

shocks	
  are	
  smoothed	
  so	
  that	
  elderly	
  are	
  affected	
  

less	
  in	
  line	
  with	
  their	
  limited	
  capacity	
  to	
  adjust	
  

The	
  employer	
  absorbs	
  part	
  of	
  any	
  shocks	
  

The	
  transparency	
  of	
  the	
  mechanism	
  allows	
  for	
  

clear	
  communication	
  on	
  future	
  retirement	
  income	
  

to	
  allow	
  effective	
  expectations	
  management	
  

For	
  members	
  of	
  DB	
  plans,	
  DA	
  

introduces	
  a	
  level	
  of	
  

uncertainty	
  of	
  future	
  

benefits	
  that	
  they	
  are	
  not	
  

used	
  to	
  

For	
  employers	
  offering	
  DC	
  

plans,	
  DA	
  re-­‐introduces	
  risk	
  

sharing	
  and	
  the	
  

corresponding	
  accounting	
  

burden	
  

Design	
  a	
  thorough	
  

communications	
  and	
  

information	
  campaign	
  

prior	
  to	
  implementation,	
  

supported	
  by	
  all	
  social	
  

partners	
  

Ensure	
  a	
  sound	
  regulatory	
  

framework	
  and	
  sensible	
  

accountancy	
  guidelines	
  for	
  

employers’	
  liabilities	
  under	
  

a	
  DA	
  arrangement	
  	
  

Automatic	
  

annuitisation	
  

The	
  mechanism	
  is	
  based	
  on	
  managing	
  the	
  

retirement	
  income,	
  not	
  the	
  pension	
  pot	
  at	
  

retirement;	
  it	
  therefore	
  effectively	
  takes	
  away	
  the	
  

annuities	
  conversion	
  risk	
  on	
  behalf	
  of	
  members	
  

Members	
  are	
  able	
  to	
  enjoy	
  investment	
  returns	
  

also	
  in	
  retirement	
  

Flexibility	
  in	
  respect	
  to	
  how	
  

to	
  annuitise	
  is	
  less	
  than	
  in	
  

‘normal’	
  DC	
  plans	
  

Consider	
  ways	
  to	
  allow	
  for	
  

some	
  flexibility	
  in	
  how	
  

benefits	
  are	
  paid,	
  eg	
  the	
  

possibility	
  to	
  take	
  out	
  lump	
  

sums	
  

	
  

	
  

                                                
158	
  As	
  per	
  Almeida	
  and	
  Fornia	
  (2008),	
  quoted	
  in	
  section	
  2.7	
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4.2	
   Cost-­‐efficiency	
  
	
  

Costs	
  matter	
  greatly	
  in	
  pensions,	
  both	
  through	
  the	
  financial	
  impact	
  that	
  costs	
  have	
  on	
  the	
  resulting	
  

pension	
  benefits	
  and	
  through	
  the	
  erosion	
  of	
  trust	
   in	
  a	
  pension	
  schemes	
  –	
  and	
  consequently,	
   lower	
  

participation	
  rates	
  –	
  that	
  may	
  result	
  when	
  a	
  pension	
  plan	
  is	
  believed	
  to	
  offer	
  bad	
  value	
  for	
  money.	
  	
  

	
  

As	
  we	
  have	
  seen	
  before159,	
  due	
  to	
  the	
  long-­‐term	
  nature	
  of	
  pension	
  savings,	
  an	
  increase	
  of	
  costs	
  (or	
  a	
  

reduction	
   of	
   investment	
   return)	
   of	
   1%	
   per	
   annum	
   can	
   result	
   in	
   reduction	
   of	
   the	
   pension	
   pool	
   at	
  

retirement	
  of	
  20%	
  and	
  benefits	
  that	
  are	
  up	
  to	
  28%	
  lower.	
  Reducing	
  costs	
  –	
  or	
  improving	
  performance	
  

–	
   is	
   therefore	
  a	
  straightforward	
  and	
  effective	
   tool	
   for	
   increasing	
  a	
  pension	
  plan’s	
  value	
   for	
  money:	
  

the	
  benefits	
  that	
  the	
  employee	
  will	
  receive	
  once	
  retired	
  relative	
  to	
  the	
  contributions	
  made.	
  

	
  

What	
   is	
   the	
   relevance	
  of	
   cost	
   saving	
   for	
  UK	
   (public	
   sector)	
  pension	
  plans?	
  As	
  mentioned	
  earlier,	
   a	
  

characteristic	
   of	
   the	
   funded	
   public	
   sector	
   plans,	
   united	
   in	
   the	
   LGPS,	
   is	
   that	
   they	
   are	
   highly	
  

fragmented,	
   giving	
   rise	
   to	
   high	
   governance	
   costs	
   and	
   duplications	
   of	
   fixed	
   costs.	
   Also,	
   the	
  

approximately	
  100	
  individual	
  local	
  authorities	
  pension	
  plans	
  are	
  all	
  responsible	
  for	
  determining	
  their	
  

own	
  optimal	
  asset	
  mix,	
  negotiating	
  contracts	
  with	
  fund	
  managers	
  and	
  monitoring	
  their	
  performance.	
  

At	
   the	
   same	
   time,	
   the	
   financial	
   situation	
   of	
   the	
   average	
   LGPS	
   funds	
   is	
   worrying,	
   with	
   an	
   average	
  

funding	
  ratio	
  for	
  the	
  LGPS	
  funds	
  estimated	
  to	
  be	
  around	
  75%,	
  representing	
  an	
  upcoming	
  liability	
  for	
  

the	
  taxpayer160.	
  

	
  

What	
   would	
   be	
   the	
   benefits	
   from	
   increasing	
   scale?	
   As	
   explained	
   in	
   section	
   2.7,	
   fixed	
   costs	
   -­‐	
   for	
  

instance,	
  of	
  monitoring	
  fund	
  manager	
  performance	
  -­‐	
  that	
  could	
  be	
  shared	
  more	
  effectively	
  when	
  the	
  

size	
  of	
  such	
  a	
  pension	
  plan	
  were	
  to	
   increase;	
  a	
   larger	
  plan	
  can	
  be	
  expected	
  to	
  be	
  able	
  to	
  negotiate	
  

better	
  fund	
  management	
  fees,	
  attract	
  more	
  qualified	
  staff,	
  arrange	
  for	
  more	
  efficient	
  diversification	
  

among	
   asset	
   classes	
   and	
   have	
   the	
   critical	
   mass	
   to	
   also	
   invest	
   in	
   less	
   mainstream	
   investment	
  

categories	
  that	
  may	
  be	
  beneficial	
  for	
  the	
  pension	
  plan’s	
  investment	
  performance.	
  

	
  

So	
   -­‐	
   what	
   is	
   the	
   potential	
   gain	
   in	
   investment	
   performance	
   that	
   LGPS	
   funds	
   could	
   realise	
   if	
   the	
  

individual	
   pension	
   plans’	
   scale	
   were	
   optimised?	
   Some	
   evidence	
   of	
   these	
   quantitative	
   effects	
   is	
  

reported	
   in	
   UNISON’s	
   submission	
   to	
   the	
   Hutton	
   Review	
   in	
   2011161.	
   In	
   their	
   submission,	
   UNISON	
  

report	
   the	
   results	
   of	
   an	
   analysis	
   made	
   by	
   them	
   in	
   conjunction	
   with	
   Dutch	
   pension	
   provider	
   APG,	
  

which	
   confirm	
   that	
   investment	
   performance	
   of	
   LGPS	
   funds	
   could	
   be	
   improved	
   significantly	
   if	
   the	
  

                                                
159	
  See	
  footnote	
  29	
  and	
  section	
  2.7	
  
160	
  As	
  explained	
  in	
  section	
  3.2.1	
  
161	
  See	
  UNISON	
  (2011);	
  UNISON	
  is	
  Britain’s	
  (and	
  Europe’s)	
  biggest	
  public	
  sector	
  union	
  with	
  1.3	
  million	
  members.	
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funds’	
  size	
  would	
  be	
   increased.	
   In	
  particular,	
  they	
  report	
  that,	
  had	
  the	
  LGPS	
  funds	
  been	
  merged	
  to	
  

form	
  14	
  regional	
   funds	
  with	
  assets	
  of	
  approximately	
  £8	
  billion	
  each,	
  over	
   the	
  period	
  2001-­‐2009	
  an	
  

additional	
   return	
   on	
   assets	
   of	
   £9.6	
   billion	
   and	
   lower	
   expenses	
   of	
   £793	
   million	
   could	
   have	
   been	
  

realised.	
  More	
  specifically,	
  it	
  is	
  reported	
  that	
  investment	
  expenses	
  decrease	
  by	
  up	
  to	
  30	
  basispoints	
  

and	
  administration	
  costs	
  by	
  up	
  to	
  15	
  bps	
  of	
  assets	
  when	
  a	
  £1	
  billion	
  fund	
  merges	
  to	
  form	
  a	
  £8	
  billion	
  

fund.	
  These	
  additional	
  returns	
  and	
  lower	
  costs	
  represent	
  an	
  average	
  gain	
  of	
  £275	
  per	
  LGPS	
  member	
  

overall	
   and	
  £624	
  per	
  contributing	
  member,	
  or	
   around	
  2.7%	
  of	
   total	
   salary	
   costs,	
  which	
  makes	
   this	
  

sum	
  comparable	
  to	
  an	
  increase	
  in	
  contributions	
  by	
  this	
  percentage.	
  Whereas	
  this	
  investigation	
  only	
  

focuses	
  on	
  increasing	
  fund	
  size	
  up	
  until	
  £8	
  billion	
  in	
  assets,	
  it	
  is	
  likely	
  that	
  the	
  optimal	
  size	
  is	
  in	
  reality	
  

even	
   larger	
   and	
   that	
   stronger	
   results	
   could	
   be	
   realised	
   if	
   funds	
   were	
   to	
   merge	
   into	
   even	
   larger	
  

schemes.	
  

	
  

Also	
  the	
  Audit	
  Commission162	
  (2010)	
  observes	
  that	
  larger	
  LGPS	
  funds	
  performed	
  better	
  than	
  average	
  

over	
   the	
   years	
   up	
   to	
   2009.	
   In	
   their	
   2006	
   publication	
   on	
   the	
   London	
   LGPS	
   funds	
   they	
   furthermore	
  

point	
   to	
   the	
   opportunities	
   for	
   realising	
   economies	
   of	
   scale	
   going	
   beyond	
   some	
   shared	
   services	
  

arrangements	
  already	
  in	
  place	
  among	
  some	
  funds.	
  As	
  shown	
  in	
  Figure	
  4.4,	
  the	
  London	
  funds	
  display	
  

on	
   average	
   higher	
   costs	
   per	
   member,	
   and	
   lower	
   total	
   number	
   of	
   members,	
   than	
   the	
   non-­‐London	
  

funds.	
   In	
   fact,	
   the	
   Audit	
   Commission	
   estimates	
   that	
   no	
   less	
   than	
   £72,	
   or	
   57%,	
   of	
   the	
   total	
  

administration	
   cost	
   per	
   scheme	
   member	
   in	
   London	
   can	
   be	
   attributed	
   to	
   diseconomies	
   of	
   scale163.	
  

Also,	
   they	
   expect	
   that	
   consolidation	
  would	
  make	
   the	
   schemes	
  more	
   able	
   to	
   attract	
   specialist	
   staff	
  

that	
  could	
  ensure	
  better	
  capital	
  growth	
  and	
  lower	
  fees	
  for	
  externally	
  managed	
  investments.	
  	
  

	
  

	
  

                                                
162	
  The	
  Audit	
  Commission	
  is	
  an	
  independent	
  UK	
  watchdog	
  focusing	
  at	
  efficiency	
  and	
  effectiveness	
  in	
  local	
  public	
  services	
  
163	
  Using	
  2003/2004	
  data,	
   the	
  Audit	
  Commission	
   (2006)	
   concludes	
   that	
   total	
   administration	
   cost	
  per	
   scheme	
  member	
   in	
  
London	
   amount	
   to	
   £126,	
   consisting	
   of	
   core	
   administration	
   cost	
   of	
   £47	
   and	
   fund	
   management	
   cost	
   of	
   £79.	
   Of	
   the	
   core	
  
administration	
   cost,	
   it	
   is	
   estimated	
   that	
   £20,	
   or	
   43%,	
   can	
   be	
   attributed	
   to	
   the	
   smaller	
   size	
   of	
   London	
   funds;	
   of	
   fund	
  
management	
  cost	
  £52	
  (66%)	
  are	
  believed	
  to	
  be	
  due	
  to	
  diseconomies	
  of	
  scale.  

Figure	
   4.4.:	
   Total	
   administration	
  
cost	
   per	
   scheme	
   member	
   of	
   LGPS	
  
funds,	
   compared	
   to	
   the	
   total	
  
number	
   of	
   members	
   per	
   scheme;	
  
2003/04	
  data	
  
	
  
Source:	
  Audit	
  Commission	
  (2006)	
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Interestingly,	
   last	
   April	
   it	
   was	
   revealed	
   that	
   the	
   34	
   separate	
   pension	
   schemes	
   for	
   London’s	
   32	
  

boroughs,	
   the	
   City	
   of	
   London	
   Corporation	
   and	
   the	
   London	
   Pension	
   Fund	
   Authority	
   (‘LPFA’)	
   are	
   in	
  

talks	
  to	
  establish	
  a	
  pooled	
  pension	
  fund	
  to	
  reduce	
  administrative	
  costs	
  and	
  more	
  effectively	
  channel	
  

infrastructure	
   investments164,	
  which	
   could	
  be	
   a	
   concrete	
   step	
   towards	
   improving	
   cost-­‐efficiency	
  of	
  

these	
  pension	
  schemes,	
  much	
  along	
  the	
  lines	
  of	
  the	
  Audit	
  Commission’s	
  2006	
  analysis.	
  

	
  

Whether	
  this	
   initiative	
   is	
   likely	
  to	
  be	
  successful	
  or	
  not	
  depends	
   largely	
  on	
  the	
  (political)	
  will	
  among	
  

policymakers.	
  In	
  fact,	
  there	
  are	
  some	
  forces	
  at	
  play	
  that	
  make	
  the	
  initiative	
  unlikely	
  to	
  be	
  successful	
  

in	
  the	
  short	
  run.	
  

	
  

First	
   of	
   all,	
   the	
   local	
   governments	
   –	
   the	
   local	
   authorities	
   –	
   that	
   are	
   in	
   charge	
   of	
   the	
   local	
   pension	
  

schemes	
  will	
  need	
   to	
  approve	
  any	
  change	
   in	
   structure	
  and	
   transfer	
  of	
   responsibilities.	
   Is	
   it	
   in	
   their	
  

interest	
  to	
  do	
  so?	
  Not	
  necessarily.	
  The	
  LGPS	
  funds	
  differ	
  significantly	
  among	
  them	
  in	
  terms	
  of	
  their	
  

financial	
  health.	
  Those	
  that	
  perform	
  well	
  will,	
  understandably,	
  not	
  be	
  in	
  favour	
  of	
  an	
  amalgamation	
  

with	
  their	
  weaker	
  siblings.	
  Furthermore,	
  any	
  transfer	
  of	
  responsibilities	
  will	
   imply	
  a	
  shift	
  away	
  from	
  

local	
   influence,	
  which	
  the	
  current	
  trustees	
  –	
  that	
  are	
  typically	
  embedded	
  in	
  the	
  local	
  texture	
  –	
  may	
  

well	
  find	
  undesirable.	
  Finally,	
  the	
  people	
  that	
  need	
  to	
  authorise	
  a	
  consolidation	
  will	
  most	
  likely	
  make	
  

themselves	
  obsolete,	
  which	
  may	
  imply	
  that	
  the	
  decision-­‐making	
  process	
  is,	
  at	
  best,	
  biased.	
  

	
  

In	
   addition,	
   support	
   from	
   central	
   Government	
   to	
   stimulate	
   a	
   consolidation	
   of	
   LGPS	
   funds	
   is	
   also	
  

unlikely	
   to	
   be	
   very	
   pronounced.	
   The	
   logical	
   department	
   within	
   central	
   Government	
   to	
   play	
   a	
   role	
  

would	
   be	
   the	
   Department	
   for	
   Communities	
   and	
   Local	
   Government	
   (‘DCLG’),	
   which	
   is	
   however	
  

actively	
  promoting	
  a	
  shift	
  of	
  power	
  away	
  from	
  central	
  Government	
  to	
  councils	
  across	
  the	
  country165.	
  

	
  

Finally,	
   since	
   LGPS	
   funds	
   have	
   a	
   different	
   supervisory	
   structure	
   from	
   private	
   sector	
   (DB)	
   pension	
  

schemes,	
   their	
   trustees	
   are	
   not	
   subject	
   to	
   the	
   same	
  professional	
   and	
   knowledge	
   standards	
   as	
   the	
  

Pensions	
  Regulator	
  imposes	
  on	
  private	
  sector	
  DB	
  schemes.	
  If	
  this	
  were	
  the	
  case,	
  higher	
  standards	
  for	
  

trustees	
  could	
  possibly	
  be	
  an	
  incentive	
  to	
  consolidate.	
  

	
  

So	
   –	
   is	
   the	
   initiative	
   set	
   to	
   fail?	
   Some	
   UK	
   market	
   experts	
   that	
   I	
   consulted	
   (see	
   also	
   Box	
   4.1)	
   see	
  

further	
   co-­‐operation	
   among	
   local	
   authorities	
   pension	
   schemes	
   on,	
   for	
   instance,	
   procurement	
   and	
  

member	
  communication,	
  as	
  a	
  logical	
  first	
  step,	
  which	
  may	
  gradually	
  lead	
  to	
  full	
  consolidation.	
  Given	
  

the	
   potential	
   benefits	
   -­‐	
   in	
   terms	
   of	
   both	
   higher	
   performance	
   and	
   lower	
   costs,	
   leading	
   to	
   better	
  

                                                
164	
  “London	
  councils	
  in	
  pension	
  shake-­‐up”,	
  Financial	
  Times,	
  dd.	
  9	
  April	
  2012	
  
165	
  See	
  for	
  instance	
  DCLG’s	
  website:	
  www.communities.gov.uk 
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funded	
   and	
   more	
   sustainable	
   public	
   sector	
   pensions	
   -­‐,	
   it	
   is	
   however	
   recommendable	
   that	
   some	
  

pressure	
   be	
   exercised	
   by	
   central	
   Government	
   should	
   private	
   initiative	
   alone	
   turn	
   out	
   to	
   be	
  

insufficient.	
  

	
  

	
  

	
  

4.3	
   Conclusion	
  
	
  

In	
   this	
   chapter	
   we	
   have	
   discussed	
   a	
   possible	
   model	
   for	
   introducing	
   risk	
   sharing	
   in	
   workplace	
  

pensions,	
  and	
  we	
  have	
  looked	
  at	
  ways	
  to	
  increase	
  cost-­‐efficiency	
  in	
  public	
  sector	
  pension	
  schemes	
  by	
  

optimising	
  scale.	
  These	
  initiatives	
  have	
  been	
  evaluated:	
  their	
  strong	
  points	
  have	
  been	
  discussed	
  and	
  

the	
  difficulties	
  in	
  implementing	
  these	
  measures	
  have	
  been	
  highlighted.	
  

	
  

The	
   results	
   of	
   these	
   discussions	
   are	
   summarised	
   in	
   Tables	
   4.1	
   and	
   4.2.	
   In	
   particular,	
   Table	
   4.1	
  

summarises	
  the	
  main	
  elements	
  of	
  the	
  proposed	
  model	
  for	
  Defined	
  Ambition	
  pensions,	
  and	
  gives	
  the	
  

results	
  of	
  our	
  discussion	
  and	
   recommendations	
  as	
   to	
  how	
   these	
  points	
   can	
  be	
  addressed.	
  Perhaps	
  

the	
  main	
  element	
  of	
  the	
  recommendations	
  is	
  creating	
  clarity	
  on	
  the	
  regulatory	
  context	
  under	
  which	
  

Defined	
   Ambition	
   pensions	
   would	
   fall,	
   and	
   drawing	
   up	
   clear	
   and	
   straightforward	
   accountancy	
  

guidelines	
  on	
  how	
  employers	
  should	
  deal	
  with	
  the	
  potential	
   liabilities	
  following	
  from	
  sharing	
  in	
  the	
  

risk	
  of	
  their	
  employees’	
  pensions.	
  	
  

	
  

Table	
  4.2	
  connects	
   the	
  proposed	
  pension	
   reforms	
   in	
   the	
  UK	
   to	
   the	
   framework	
   for	
  optimal	
  pension	
  

design	
   that	
   was	
   drawn	
   up	
   in	
   Chapter	
   2	
   and	
   against	
   which	
   the	
   UK	
   pension	
   system	
   was	
   set	
   off	
   in	
  

Chapter	
  3.	
  In	
  this	
  chapter,	
  the	
  framework	
  is	
  completed	
  further	
  by	
  summarising	
  the	
  evaluations	
  of	
  the	
  

upcoming	
  reforms	
  and	
  making	
  recommendations	
  for	
  further	
  optimising	
  the	
  design	
  of	
  the	
  UK	
  pension	
  

system.	
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One	
   of	
   the	
   main	
   recommendations	
   concerns	
   the	
   next	
   phase	
   of	
   the	
   auto-­‐enrolment	
   policy.	
   It	
   is	
  

recommended	
  that,	
  once	
  the	
  first	
  results	
  of	
  the	
  first	
  phase	
  are	
  discernible,	
  the	
  policy	
  be	
  amended	
  to	
  

ensure	
  a	
   further	
   increase	
   in	
  participation	
  and,	
   in	
  particular,	
  contribution	
  rates.	
  What	
  this	
  next	
  step	
  

will	
   look	
   like	
  should	
  depend	
  on	
   the	
  outcomes	
  of	
   the	
   first	
  phase.	
   If	
  participation	
   rates	
  go	
  up	
   in	
   line	
  

with,	
  or	
  even	
  above,	
  expectations,	
  it	
  is	
  recommendable	
  that	
  default	
  contribution	
  rates	
  be	
  increased.	
  

Should	
  the	
  increase	
  in	
  participation	
  rates	
  be	
  lower	
  than	
  expected,	
  the	
  option	
  should	
  be	
  considered	
  

of	
  making	
  participation	
  into	
  a	
  workplace	
  pension	
  plan	
  compulsory.	
  Although	
  this	
  measure	
  may	
  seem	
  

drastic,	
  and	
  at	
  odds	
  with	
  the	
  liberal	
  belief	
  that	
  people	
  should	
  have	
  freedom	
  to	
  choose,	
  the	
  prospect	
  

of	
  a	
  sizeable	
  future	
  liability	
  on	
  the	
  taxpayer	
  due	
  to	
  the	
  fact	
  that	
  a	
  large	
  proportion	
  of	
  the	
  population	
  

are	
  building	
  up	
  insufficient	
  retirement	
  savings	
  may	
  justify	
  a	
  certain	
  level	
  of	
  paternalism166.	
  	
  

	
  

Further	
   recommendations	
   are	
   made	
   is	
   regards	
   to	
   optimising	
   risk	
   sharing	
   in	
   workplace	
   pensions,	
  

which	
   refer	
   back	
   to	
   the	
   proposed	
   model	
   for	
   Defined	
   Ambition	
   pensions	
   summarised	
   in	
   Table	
   4.1.	
  

Characteristics	
  of	
  the	
  proposed	
  DA	
  model	
  can	
  in	
  fact	
  be	
  connected	
  to	
  a	
  number	
  of	
  elements	
  of	
  the	
  

optimal	
  pension	
  design	
   framework,	
  such	
  as	
   the	
  provision	
  of	
  automatic	
  annuitisation;	
  a	
   transparent	
  

adjustment	
  mechanism	
  that	
  allows	
  for	
  objectivised	
  and	
  ‘fair’	
  risk	
  sharing;	
  an	
  investment	
  strategy	
  that	
  

is	
  in	
  line	
  with	
  the	
  life	
  cycle	
  model;	
  and	
  protection	
  against	
  behavioural	
  hurdles	
  to	
  retirement	
  planning.	
  

	
  

A	
  final	
  recommendation	
  refers	
  to	
  increasing	
  cost-­‐efficiency	
  in	
  public	
  sector	
  pension	
  schemes	
  through	
  

consolidation	
  among	
  LGPS	
  funds.	
  Whereas	
  the	
  economies	
  of	
  such	
  a	
  consolidation	
  can	
  be	
  expected	
  to	
  

be	
   significant,	
   a	
   number	
   of	
   circumstances	
   have	
   been	
   identified,	
   among	
   others	
   in	
   the	
   funds’	
  

governance	
   structure,	
   that	
   make	
   it	
   unlikely	
   that	
   consolidation	
   is	
   realised	
   in	
   the	
   near	
   future.	
   We	
  

therefore	
  conclude	
  by	
  recommending	
  that,	
  if	
  private	
  initiatives	
  for	
  consolidation	
  fail	
  to	
  be	
  successful,	
  

Government	
  step	
  in	
  to	
  stimulate	
  the	
  process.	
  A	
  measure	
  that	
  central	
  Government	
  could	
  take	
  would	
  

be	
   to	
   bring	
   public	
   sector	
   pension	
   schemes	
   under	
   the	
   same	
   regulatory	
   regime	
   as	
   private	
   sector	
  

schemes,	
  with	
  the	
  same	
  standards	
  in	
  regards	
  to	
  their	
  trustees.	
  

	
  
	
   	
  

                                                
166	
  In	
  addition	
  to	
  these	
  changes,	
  the	
  evaluation	
  of	
  the	
  auto-­‐enrolment	
  policy,	
  foreseen	
  for	
  2017,	
  is	
  likely	
  to	
  result	
  in	
  further	
  
amendments	
  to	
  the	
  way	
  the	
  procedure	
  is	
  currently	
  organised	
  and	
  that	
  are	
  not	
  covered	
  in	
  this	
  thesis,	
  for	
  instance	
  in	
  relation	
  
to	
   the	
   minimum	
   income	
   requirements	
   that	
   apply	
   to	
   eligible	
   participants	
   and	
   whether	
   to	
   allow	
   for	
   consolidating	
   ‘small	
  
pension	
  pots’.	
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Table	
  4.2:	
  UK	
  pensions	
  reforms	
  evaluated	
  
	
  

	
  

Status	
  

	
  

Reform	
  

	
  

Evaluation	
  

	
  

Recommendation	
  

Consumption	
  

smoothing	
  &	
  life	
  

cycle	
  investing	
  

The	
  mandatory	
  State	
  

Pension	
  results	
  in	
  a	
  low	
  
replacement	
  rate.	
  
Voluntary	
  workplace	
  

pensions	
  have	
  low	
  
average	
  participation	
  

and	
  contribution	
  rates,	
  
especially	
  for	
  DC	
  plans.	
  
Many	
  people	
  save	
  in	
  
personal	
  pension	
  plans	
  
where	
  life	
  cycle	
  
investment	
  is	
  
questionable.	
  

State	
  Pension	
  
reforms	
  introduce	
  
flat-­‐rate	
  pensions	
  

and	
  lower	
  means-­‐

tested	
  benefits.	
  
Auto-­‐enrolment	
  is	
  
introduced	
  in	
  
workplace	
  pensions	
  
and	
  low-­‐cost	
  trust-­‐
based	
  DC	
  pension	
  

vehicles	
  (eg	
  NEST)	
  
emerge	
  as	
  default	
  
providers	
  

Auto-­‐enrolment	
  is	
  first	
  step	
  
towards	
  higher	
  
participation;	
  default	
  
contribution	
  rates	
  are	
  
however	
  inadequate	
  to	
  
generate	
  a	
  decent	
  
replacement	
  rate	
  in	
  
retirement	
  

Upon	
  evaluation,	
  either	
  increase	
  
default	
  contributions	
  or	
  make	
  

participation	
  compulsory	
  

PAYG	
  vs	
  funding	
   The	
  State	
  Pension	
  is	
  
PAYG.	
  Public	
  sector	
  
schemes	
  are	
  partly	
  PAYG.	
  
All	
  other	
  schemes	
  are	
  
funded	
  though	
  DB	
  
schemes	
  are	
  often	
  
underfunded	
  

None;	
  harmonisation	
  

of	
  public	
  sector	
  

funding	
  policies	
  
(PAYG	
  and	
  funded)	
  is	
  
not	
  a	
  priority.	
  
Funded	
  DB	
  schemes	
  
are	
  only	
  subject	
  to	
  
triennial	
  valuations	
  

and	
  long-­‐term	
  

recovery	
  plans.	
  
	
  

Large	
  part	
  of	
  public	
  sector	
  
workers	
  have	
  pension	
  
promises	
  from	
  PAYG	
  

systems	
  that	
  are	
  built	
  on	
  
implicit	
  debt	
  only.	
  
When	
  (under)funded	
  DB	
  
schemes	
  mature,	
  they	
  may	
  
run	
  out	
  of	
  money	
  leaving	
  a	
  
potential	
  liability	
  for	
  

young/future	
  generations.	
  
	
  

Building	
  up	
  buffers	
  in	
  PAYG	
  public	
  
sector	
  funds	
  increases	
  the	
  security	
  
of	
  members’	
  benefits.	
  	
  
Funded	
  DB	
  schemes	
  need	
  
mechanism	
  to	
  more	
  effectively	
  

balance	
  assets	
  and	
  liabilities	
  to	
  
ensure	
  the	
  fund	
  remains	
  in	
  tact	
  for	
  
future	
  generations.	
  The	
  proposed	
  
DA	
  adjustment	
  mechanism	
  would	
  
address	
  this.	
  

Decumulation	
   Automatic	
  annuitisation	
  
occurs	
  in	
  the	
  State	
  
Pension	
  and	
  DB	
  

pensions.	
  Beneficiaries	
  of	
  
DC	
  pensions	
  need	
  to	
  
annuitise	
  themselves.	
  
With	
  sufficient	
  other	
  
income,	
  mandatory	
  

annuitisation	
  can	
  be	
  
avoided.	
  	
  

None	
  (since	
  recent	
  
annuities	
  reform)	
  

Most	
  people	
  have	
  some	
  
annuitised	
  income	
  however	
  
depend	
  on	
  nontransparent	
  
annuities	
  markets	
  for	
  the	
  
remainder.	
  Making	
  
annuitisation	
  rules	
  more	
  

flexible	
  introduces	
  danger	
  
to	
  be	
  left	
  with	
  nothing.	
  

Introduce	
  automatic	
  annuitisation	
  

also	
  in	
  DC	
  (or	
  DA)	
  trust-­‐based	
  

schemes	
  

(Actuarial)	
  

fairness	
  

The	
  State	
  Pension	
  is	
  
actuarially	
  unfair	
  via	
  the	
  
flat	
  rate	
  and	
  means-­‐
tested	
  components.	
  
Deferring	
  receipt	
  of	
  State	
  

Pension	
  benefits	
  is	
  

encouraged	
  by	
  an	
  
actuarially	
  favourable	
  
treatment.	
  Collective	
  
pension	
  schemes	
  have	
  
elements	
  of	
  unfairness	
  
through	
  uniform	
  

contributions	
  and	
  accrual	
  

rates,	
  especially	
  when	
  
final	
  salary	
  based.	
  DC	
  
pensions	
  are	
  most	
  

actuarially	
  fair	
  however	
  
result	
  in	
  lower	
  
retirement	
  income,	
  
therefore	
  creating	
  a	
  gap	
  
between	
  average	
  public	
  
and	
  private	
  sector	
  
workers.	
  	
  

State	
  Pension	
  
reforms	
  will	
  
introduce	
  a	
  single	
  
flat-­‐rate	
  pension	
  

with	
  a	
  lower	
  means-­‐

tested	
  component.	
  In	
  
DB	
  workplace	
  
pensions,	
  final	
  salary	
  
pensions	
  are	
  changed	
  
to	
  to	
  career	
  average	
  
pensions.	
  	
  Public	
  
sector	
  pensions	
  are	
  
scaled	
  down.	
  	
  

The	
  reforms	
  in	
  State	
  
Pensions	
  increase	
  actuarial	
  

unfairness,	
  which	
  matches	
  
its	
  primary	
  objective	
  of	
  
income	
  redistribution	
  and	
  
poverty	
  relief	
  and	
  fits	
  well	
  
within	
  a	
  multipillar	
  
approach.	
  Reducing	
  the	
  
means-­‐tested	
  component	
  
removes	
  the	
  disincentive	
  to	
  

work	
  and	
  save.	
  In	
  collective	
  
workplace	
  pensions,	
  career	
  
average	
  are	
  more	
  fair	
  than	
  

final	
  salary	
  pensions	
  since	
  
those	
  with	
  steep	
  career	
  
patterns	
  are	
  less	
  favoured.	
  
Scaling	
  down	
  public	
  sector	
  
pensions	
  will	
  reduce	
  the	
  
gap	
  with	
  private	
  sector	
  
pensions,	
  although	
  also	
  the	
  
scaled-­‐down	
  public	
  sector	
  

pensions	
  will	
  remain	
  

significantly	
  more	
  

generous.	
  

Occupational	
  DB	
  plans	
  can	
  be	
  made	
  
more	
  fair	
  by	
  introducing	
  
differentiation	
  in	
  risk	
  exposure	
  

between	
  members	
  of	
  different	
  

ages,	
  as	
  in	
  the	
  DA	
  model	
  proposed.	
  
More	
  in	
  general,	
  the	
  gap	
  between	
  
public	
  and	
  private	
  sector	
  pensions	
  

can	
  be	
  reduced	
  by	
  introducing	
  

more	
  risk	
  absorbtion	
  by	
  members	
  

in	
  DB	
  and	
  by	
  employers	
  in	
  DC	
  

pensions.	
  

Op#mal'
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Status	
  

	
  

Reform	
  

	
  

Evaluation	
  

	
  

Recommendation	
  

Completeness	
  of	
  

contracts	
  and	
  

governance	
  

Occupational	
  DB	
  and	
  DC	
  

schemes	
  are	
  trust-­‐based	
  
and	
  have	
  a	
  board	
  of	
  
trustees	
  with	
  the	
  
fiduciary	
  duty	
  to	
  act	
  in	
  
members’	
  best	
  interests.	
  
Especially	
  collective	
  
schemes	
  have,	
  by	
  
definition,	
  incomplete	
  

contracts	
  and	
  therefore	
  
the	
  role	
  of	
  the	
  board	
  of	
  
trustees	
  is	
  particularly	
  
relevant.	
  Contract-­‐based	
  
DC	
  plans	
  are	
  by	
  nature	
  
more	
  complete.	
  	
  

Introduction	
  of	
  trust-­‐
based	
  providers	
  of	
  

DC	
  pensions	
  (eg	
  
NEST)	
  as	
  default	
  
providers	
  when	
  auto-­‐
enrolment	
  is	
  
introduced	
  	
  

Also	
  in	
  view	
  of	
  behavioural	
  
bias	
  that	
  individual	
  savers	
  
are	
  subject	
  to	
  (see	
  below),	
  
trust-­‐based	
  schemes,	
  with	
  
knowledgeable	
  trustees,	
  
can	
  be	
  expected	
  to	
  be	
  in	
  
members’	
  best	
  interest,	
  
provided	
  the	
  governance	
  
and	
  decision	
  making	
  

processes	
  are	
  fully	
  
transparent	
  for	
  members	
  

The	
  introduction	
  of	
  a	
  set	
  
mechanisms	
  for	
  risk	
  sharing	
  
enables	
  schemes	
  to	
  make	
  pension	
  
contracts	
  more	
  complete	
  and	
  adds	
  

transparency	
  

Performance	
  &	
  

costs	
  

Public-­‐sector,	
  trust-­‐based	
  

schemes	
  are	
  fragmented	
  
and	
  have	
  a	
  suboptimal	
  

size.	
  Contract-­‐based	
  DC	
  
plans	
  are	
  subject	
  to	
  high	
  
and	
  nontransparent	
  fee	
  

structures.	
  All	
  DC	
  
pensions	
  are	
  individual	
  
contracts	
  and	
  are	
  
therefore	
  unable	
  to	
  
realise	
  economies	
  of	
  

scale	
  and	
  scope	
  that	
  

collective	
  pools	
  can.	
  The	
  
lack	
  of	
  compulsion	
  in	
  
workplace	
  pensions	
  
implies	
  lower	
  cost-­‐
efficiency,	
  eg	
  due	
  to	
  loss	
  
in	
  scale	
  through	
  non-­‐
participation.	
  

Large-­‐scale	
  ‘default’	
  

trust-­‐based	
  DC	
  

providers	
  (eg	
  NEST)	
  
emerge.	
  
Consolidation	
  of	
  

public	
  sector	
  

schemes	
  is	
  
advocated	
  and	
  
opposed	
  by	
  many	
  but	
  
so	
  far	
  not	
  backed	
  by	
  
formal	
  measures	
  or	
  

guidance	
  from	
  

(central)	
  

Government.	
  

The	
  introduction	
  of	
  auto-­‐
enrolment	
  can	
  be	
  expected	
  
to	
  increase	
  volume	
  (and	
  

therefore	
  optimise	
  scale)	
  in	
  

DC	
  (super)trusts,	
  although	
  
it	
  is	
  uncertain	
  to	
  which	
  
extent	
  such	
  large-­‐scale	
  
providers	
  will	
  be	
  able	
  to	
  
attract	
  large	
  volumes.	
  
Consolidation	
  among,	
  in	
  

particular,	
  LGPS	
  schemes	
  is	
  
a	
  logical	
  and	
  sensible	
  step	
  
towards	
  improving	
  public	
  

sector	
  schemes’	
  

performance	
  and	
  financial	
  

situation.	
  

Upon	
  implementation	
  of	
  auto-­‐
enrolment,	
  the	
  participation	
  and	
  
contributions	
  should	
  be	
  stepped	
  

up	
  by	
  either	
  increasing	
  minimum	
  

contributions	
  or	
  introduction	
  
compulsory	
  participation.	
  In	
  view	
  
of	
  the	
  obvious	
  economies	
  of	
  
consolidating	
  (public	
  sector	
  and	
  
possibly	
  other)	
  pension	
  schemes,	
  
central	
  Government	
  should	
  apply	
  
measures	
  to	
  stimulate	
  

consolidation.	
  A	
  way	
  to	
  encourage	
  
LGPS	
  fund	
  consolidation	
  could	
  be	
  
by	
  making	
  their	
  trustees	
  subject	
  to	
  
the	
  same	
  professional	
  and	
  
knowledge	
  standards	
  as	
  apply	
  to	
  
trustees	
  of	
  private	
  sector	
  plans.	
  

Behavioural	
  

barriers	
  

Workplace	
  pensions	
  are	
  
voluntary,	
  resulting	
  in	
  a	
  
large	
  proportion	
  of	
  

people	
  without	
  or	
  with	
  

insufficient	
  workplace	
  

pensions.	
  In	
  contract-­‐
based	
  pension	
  plans,	
  
typically	
  the	
  individual	
  
has	
  flexibility	
  in	
  
determining	
  the	
  asset	
  

mix,	
  which	
  is	
  a	
  decision	
  
prone	
  to	
  behavioural	
  

bias.	
  Whereas	
  the	
  State	
  
Pension	
  and	
  DB	
  schemes	
  
offer	
  automatic	
  
annuitisation,	
  in	
  DC	
  plans	
  
members	
  need	
  to	
  buy	
  an	
  
annuity	
  themselves,	
  or	
  

have	
  the	
  option	
  to	
  

drawdown	
  their	
  savings,	
  
making	
  them	
  vulnerable	
  
to	
  flawed	
  decision-­‐

making.	
  

Auto-­‐enrolment	
  is	
  
introduced	
  to	
  
overcome	
  inertia	
  in	
  

joining	
  pension	
  

plans,	
  and	
  therefore	
  
increase	
  participation	
  
rates.	
  

The	
  low	
  default	
  
contribution	
  rate	
  upon	
  
introduction	
  of	
  auto-­‐
enrolment	
  can	
  be	
  expected	
  
to	
  result	
  in	
  people	
  saving	
  
less	
  than	
  they	
  would	
  

otherwise	
  have	
  done.	
  	
  

As	
  before:	
  increase	
  contribution	
  
rates	
  and/or	
  compulsion	
  as	
  a	
  next	
  

phase	
  in	
  the	
  auto-­‐enrolment	
  

policy.	
  Introducing	
  trust-­‐based,	
  DC	
  
(or	
  ‘DA’)	
  pensions	
  with	
  a	
  life	
  cycle	
  

investment	
  strategy	
  and	
  automatic	
  

annuitisation,	
  as	
  proposed	
  in	
  the	
  
DA	
  model	
  described,	
  would	
  
overcome	
  behavioural	
  hurdles	
  
towards	
  selecting	
  the	
  appropriate	
  
asset	
  mix	
  and	
  managing	
  annuities	
  
conversion	
  risk.	
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Chapter	
  5:	
  	
   Conclusions	
  and	
  recommendations	
  
	
  

In	
   this	
   thesis	
  we	
  have,	
   first,	
  drawn	
  up	
  a	
   framework	
   for	
  optimal	
  pension	
  design	
  based	
  on	
  economic	
  

theory.	
   For	
  each	
  of	
   the	
   seven	
  elements	
   that	
  have	
  been	
   identified	
   -­‐	
  Consumption	
   smoothing	
  &	
   life	
  

cycle	
   investing,	
  PAYG	
  versus	
  funding,	
  Decumulation,	
   (Actuarial)	
   fairness,	
  Completeness	
  of	
  contracts	
  

&	
  governance,	
  Performance	
  &	
  costs,	
  and	
  Behavioural	
  barriers	
  -­‐	
  a	
  description	
  has	
  been	
  provided	
  and	
  

arguments	
   have	
   been	
   brought	
   forward	
   as	
   to	
   what	
   constitutes	
   ‘optimal	
   pension	
   design’	
   for	
   that	
  

particular	
  element,	
  based	
  on	
  the	
  academic	
  literature	
  in	
  the	
  field.	
  The	
  results	
  are	
  summarised	
  in	
  Table	
  

2.1	
  (on	
  page	
  33).	
  

	
  

We	
  have	
  then	
  moved	
  on	
  to	
  the	
  UK	
  pension	
  system,	
  where	
  we	
  have	
  explored	
  the	
  current	
  organisation	
  

of	
   the	
   three	
   pillars	
   of	
   pension	
   provision	
   in	
   the	
   UK:	
   the	
   State	
   Pension,	
   workplace	
   pensions,	
   and	
  

additional	
  personal	
  pension	
  saving.	
  Also,	
  the	
  need	
  to	
  reform	
  pensions	
  has	
  been	
  explored,	
  as	
  well	
  as	
  

subsequent	
  Governments’	
  actions	
  taken	
  in	
  response.	
  All	
  have	
  been	
  evaluated	
  against	
  the	
  framework	
  

for	
  optimal	
  pension	
  design	
  drawn	
  up	
  in	
  Chapter	
  2,	
  resulting	
  in	
  the	
  summaries	
  for	
  the	
  State	
  Pension,	
  

Workplace	
  Pensions,	
  and	
  the	
  overall	
  UK	
  Pensions	
  evaluated	
  against	
   the	
  optimal	
  design	
  framework,	
  

as	
  given	
  in	
  Tables	
  3.1	
  (on	
  page	
  40),	
  3.2	
  (page	
  54)	
  and	
  3.4	
  (page	
  68),	
  respectively.	
  	
  

	
  

The	
  main	
  results	
  of	
  this	
  analysis	
  are	
  that	
  the	
  major	
  challenges	
  for	
  the	
  UK	
  pension	
  system	
  are	
  the	
  gap	
  

between	
  the	
  average	
  private	
  and	
  the	
  average	
  public	
  sector	
  employee’s	
  pension,	
  in	
  connection	
  with	
  

the	
  high	
  costs	
  to	
  the	
  taxpayer	
  of	
  the	
  –	
  still	
  relatively	
  generous	
  –	
  public	
  sector	
  pensions.	
  To	
  address	
  

this	
   situation,	
   Government	
   has	
   introduced	
   an	
   automatic	
   enrolment	
   policy	
   for	
   workplace	
   pensions	
  

and	
   has	
   renegotiated	
   scaled-­‐down	
   public	
   sector	
   pensions.	
   Nevertheless,	
   Chapter	
   3	
   concludes	
   by	
  

observing	
  that,	
  in	
  addition	
  to	
  the	
  reforms	
  already	
  foreseen,	
  further	
  reforms	
  are	
  required	
  to	
  come	
  to	
  

more	
   sustainable	
   pensions.	
   In	
   particular,	
   more,	
   and	
   more	
   effective,	
   risk	
   sharing	
   in	
   workplace	
  

pensions,	
   for	
   instance	
   through	
   Defined	
   Ambition	
   pensions,	
   and	
   improved	
   cost-­‐efficiency	
   of	
   public	
  

pension	
  plans	
  are	
  called	
  for.	
  

	
  

In	
  Chapter	
  4,	
   risk	
  sharing	
  and	
  cost-­‐efficiency	
  are	
  explored	
   in	
  more	
  detail.	
  As	
  a	
  way	
   to	
   improve	
  risk	
  

sharing	
   in	
   pension	
   plans,	
   a	
   possible	
   model	
   for	
   Defined	
   Ambition	
   pensions	
   is	
   introduced	
   that	
   uses	
  

elements	
  of	
  the	
  new	
  pension	
  deal	
  in	
  the	
  Netherlands.	
  The	
  ‘pros	
  and	
  cons’	
  of	
  the	
  model	
  are	
  discussed	
  

and	
   evaluated,	
   resulting	
   in	
   the	
   overview	
   provided	
   in	
   Table	
   4.1	
   (on	
   page	
   92).	
   Also	
   proposals	
   for	
  

improving	
   cost-­‐efficiency	
   in	
   the	
   funded	
   public	
   sector	
   pension	
   schemes	
   -­‐	
   the	
   LGPS	
   funds	
   –	
   are	
  

discussed	
  and	
  analysed,	
  using	
  evidence	
  from	
  earlier	
  research.	
  Also	
  on	
  this	
  subject,	
  concerns	
  on	
  the	
  



REDESIGNING	
  UK	
  WORKPLACE	
  PENSIONS	
  	
  	
  	
   101	
  
 

viability	
  of	
  the	
  proposals	
  are	
  addressed.	
  The	
  chapter	
  concludes	
  with	
  an	
  evaluation	
  that	
  connects	
  the	
  

pension	
  reforms	
  back	
  to	
  the	
  framework	
  for	
  optimal	
  pension	
  design	
  and	
  uses	
  input	
  received	
  from	
  UK	
  

market	
  experts	
  (as	
  summarised	
  in	
  Box	
  4.1,	
  on	
  page	
  70),	
  which	
  results	
  in	
  the	
  overview	
  as	
  presented	
  in	
  

Table	
  4.2	
  (on	
  pages	
  98-­‐99)	
  and	
  is	
  wrapped	
  up	
  in	
  Figure	
  5.1	
  below.	
  

	
  
Figure	
  5.1:	
   Recommendations	
  on	
  UK	
  pension	
  reforms	
  from	
  the	
  framework	
  for	
  optimal	
  pension	
  design	
  

	
  

The	
  key	
  recommendations	
  from	
  this	
  thesis	
  can	
  be	
  summarised	
  as	
  follows:	
  

	
  

• Auto-­‐enrolment	
   is	
   a	
   step	
   in	
   the	
   right	
   direction	
   to	
   increase	
   participation	
   in	
   workplace	
   pension	
  

plans	
   however	
   still	
   results	
   in	
   inadequate	
   contribution	
   levels.	
   The	
   next	
   phase	
   in	
   the	
   auto-­‐

enrolment	
  process	
  should	
  therefore	
  be	
  that	
  either	
  the	
  default	
  contribution	
  rate	
  is	
  increased,	
  or	
  

compulsory	
  participation	
   is	
   introduced.	
  Whereas	
  the	
   latter	
  option	
  may	
  seem	
  unattractive,	
  so	
   is	
  

the	
  prospect	
  of	
  pensioners	
  with	
  inadequate	
  retirement	
  resources.	
  

	
  

• Defined	
  Ambition	
  pensions	
  should	
  be	
  organised	
  in	
  trust-­‐based,	
  collective	
  vehicles	
  with	
  sufficient	
  

scale,	
   allowing	
   for	
   optimised	
   cost-­‐efficiency	
   and	
   automatic	
   annuitisation.	
   The	
   regulatory	
  

framework	
   for	
   DA	
   pensions	
   should	
   be	
   clear	
   and	
   simple,	
   as	
   should	
   the	
   accountancy	
   rules	
   that	
  

employers	
   participating	
   in	
   DA	
   pensions	
   would	
   need	
   to	
   adhere	
   to.	
   Furthermore,	
   DA	
   pensions	
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should	
   use	
   a	
   transparent	
   mechanism	
   to	
   adjust	
   retirement	
   income	
   for	
   unexpected	
   events	
  

(‘shocks’)	
   that	
   includes	
   employer	
   risk	
   sharing	
   and	
   enables	
   clear	
   and	
   understandable	
   member	
  

communication,	
   like	
   the	
   mechanism	
   proposed	
   in	
   this	
   thesis.	
   Such	
   a	
   mechanism	
   improves	
   the	
  

completeness	
  of	
   the	
  pension	
  contract,	
   is	
   transparent	
  as	
   to	
  who	
  bears	
   the	
   risk	
   should	
  a	
   ‘shock’	
  

occur	
   and	
   keeps	
   the	
   pension	
   system	
   balanced,	
   avoiding	
   that	
   losses	
   are	
   passed	
   on	
   to	
   future	
  

generations.	
  

	
  

• In	
  order	
  to	
  increase	
  cost-­‐efficiency	
  in	
  the	
  funded	
  public	
  sector	
  pension	
  schemes	
  (the	
  LGPS	
  funds),	
  

consolidation	
   of	
   the	
   schemes	
   should	
   be	
   stimulated.	
   The	
   cost	
   savings,	
   as	
  well	
   as	
   the	
   beneficial	
  

effect	
  that	
  consolidation	
  can	
  be	
  expected	
  to	
  have	
  on	
  the	
  quality	
  of	
  the	
  funds’	
  management,	
  can	
  

be	
   an	
   important	
   step	
   towards	
   resolving	
   the	
   funding	
   gaps	
   that	
   many	
   LGPS	
   funds	
   are	
   facing.	
   If	
  

private	
   initiatives	
  fail	
   to	
  be	
  effective,	
  Government	
  should	
  step	
   in	
  to	
  encourage	
  this	
  process,	
   for	
  

instance	
  by	
  bringing	
  the	
  LGPS	
  funds	
  under	
  the	
  same	
  regulatory	
  framework	
  and	
  duties	
  as	
  private	
  

sector	
  DB	
  pension	
  schemes.	
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Glossary	
  
	
  

ACA	
  
	
  

Association	
  of	
  Consulting	
  Actuaries.	
  Representative	
  body	
  for	
  UK	
  consulting	
  

actuaries.	
  www.aca.org.uk	
  

	
  
Annuity	
   A	
  series	
  of	
  payments	
  made	
  at	
  stated	
  intervals	
  until	
  the	
  end	
  of	
  the	
  agreed	
  period	
  or	
  

the	
  life	
  of	
  the	
  annuitant.	
  

	
  

AP	
   Additional	
  Pension.	
  The	
  earnings-­‐related,	
  contributory	
  component	
  of	
  the	
  State	
  

Pension.	
  Until	
  2002,	
  the	
  AP	
  consisted	
  of	
  SERPS;	
  since	
  then	
  SERPS	
  has	
  been	
  replaced	
  

by	
  the	
  S2P.	
  

	
  
Audit	
  Commission	
   Public	
  corporation,	
  which	
  falls	
  under	
  the	
  responsibility	
  of	
  the	
  Department	
  for	
  	
  

Communities	
  and	
  Local	
  Government	
  (‘DCLG’),	
  set	
  up	
  to	
  protect	
  finances	
  of	
  public	
  	
  

bodies.	
  www.audit-­‐commission.gov.uk	
  

	
  

Auto-­‐enrolment	
   Requirement	
  for	
  employers	
  to	
  automatically	
  enrol	
  their	
  employees	
  into	
  an	
  eligible	
  

workplace	
  pension	
  plan,	
  from	
  which	
  employees	
  have	
  the	
  right	
  to	
  opt-­‐out.	
  Will	
  be	
  

introduced	
  from	
  October	
  2012.	
  

	
  

BSP	
   Basic	
  State	
  Pension.	
  Public	
  contributory	
  PAYG	
  system,	
  providing	
  a	
  universal	
  flat	
  rate	
  

pension.	
  

	
  
Capped	
  drawdown	
   The	
  option	
  for	
  the	
  pensioner	
  to	
  take	
  out	
  of	
  his	
  or	
  her	
  pension	
  fund	
  an	
  amount	
  

equivalent	
  to	
  what	
  they	
  would	
  receive	
  from	
  an	
  annuity	
  in	
  any	
  year;	
  available	
  to	
  

people	
  with	
  DC	
  pensions	
  with	
  a	
  lifetime	
  pension	
  income	
  of	
  less	
  than	
  £20,000	
  per	
  

year.	
  

	
  
CARE	
   Career	
  Average	
  Revalued	
  Earnings	
  

	
  
CPS	
   Centre	
  for	
  Policy	
  Studies.	
  Liberal	
  think-­‐tank.	
  www.cps.org.uk	
  

	
  
CPI	
   Consumer	
  Price	
  Index	
  (see	
  also	
  ‘RPI’)	
  

	
  
DA	
   Defined	
  Ambition.	
  In	
  the	
  absence	
  of	
  a	
  formal	
  definition,	
  Defined	
  Ambition	
  is	
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typically	
  used	
  for	
  pension	
  systems,	
  which	
  aim	
  at	
  realising	
  a	
  targeted	
  benefits	
  level,	
  

although	
  this	
  is	
  not	
  guaranteed.	
  See	
  section	
  4.1.2	
  for	
  the	
  definition	
  of	
  DA	
  used	
  in	
  

this	
  thesis.	
  

	
  

DB	
   Defined	
  Benefit.	
  In	
  a	
  (‘pure’)	
  Defined	
  Benefit	
  system,	
  a	
  certain	
  (‘defined’)	
  level	
  of	
  

benefits	
  for	
  the	
  employee	
  is	
  guaranteed,	
  implying	
  that	
  the	
  risks	
  in	
  relation	
  to	
  the	
  

pension	
  benefits	
  are	
  borne	
  by	
  the	
  plan’s	
  sponsor	
  (the	
  employer).	
  

	
  

DC	
   Defined	
  Contribution.	
  In	
  a	
  (‘pure’)	
  Defined	
  Contribution	
  system,	
  the	
  benefits	
  for	
  the	
  

employee	
  depend	
  on	
  the	
  fixed	
  (‘defined’)	
  contributions	
  made	
  by	
  the	
  employee	
  and	
  

employer,	
  and	
  the	
  (net)	
  investment	
  returns	
  that	
  these	
  generate.	
  In	
  its	
  pure	
  form,	
  

benefits	
  are	
  administered	
  in	
  individual	
  accounts.	
  The	
  risks	
  in	
  relation	
  to	
  the	
  pension	
  

benefits	
  are	
  borne	
  entirely	
  by	
  the	
  employee.	
  

	
  

DCLG	
   Department	
  for	
  Communities	
  and	
  Local	
  Government.	
  Ministry	
  responsible	
  for	
  

setting	
  policy	
  on	
  local	
  government	
  and	
  communities.	
  Actively	
  promotes	
  ‘localism’.	
  	
  

www.communities.gov.uk	
  

	
  

DWP	
   Department	
  for	
  Work	
  and	
  Pensions.	
  Ministry	
  responsible	
  for	
  the	
  welfare	
  and	
  

pensions	
  policy	
  of	
  the	
  UK	
  Government.	
  www.dwp.gov.uk	
  

	
  

Escalating	
  annuities	
   Annuities	
  with	
  payments	
  that	
  rise	
  over	
  time	
  by	
  a	
  fixed	
  amount	
  every	
  year.	
  

	
  

Flexible	
  drawdown	
   The	
  option	
  for	
  the	
  pensioner	
  to	
  take	
  unlimited	
  amounts	
  out	
  of	
  his	
  or	
  her	
  pension	
  

fund	
  at	
  any	
  time	
  during	
  retirement;	
  available	
  to	
  people	
  with	
  DC	
  pensions	
  with	
  a	
  

lifetime	
  pension	
  income	
  of	
  £20,000	
  per	
  year	
  or	
  over.	
  

	
  

GPP	
   Group	
  Personal	
  Pension.	
  An	
  arrangement	
  made	
  by	
  the	
  employer	
  for	
  its	
  employees	
  

to	
  participate	
  in	
  a	
  personal	
  pension	
  arrangement.	
  Each	
  worker	
  has	
  an	
  individual	
  

contract	
  with	
  the	
  pension	
  provider.	
  The	
  employer	
  may	
  or	
  may	
  not	
  make	
  a	
  

contribution	
  on	
  behalf	
  of	
  the	
  worker.	
  The	
  employer	
  may	
  also	
  pay	
  the	
  employee’s	
  

contribution	
  direct	
  from	
  his	
  or	
  her	
  salary	
  through	
  a	
  direct	
  payment	
  arrangement.	
  

	
  

GSIPPs	
   Group	
  Self-­‐Invested	
  Personal	
  Pensions.	
  A	
  group	
  personal	
  pension	
  where	
  the	
  

contracts	
  are	
  SIPPs	
  rather	
  than	
  personal	
  pensions.	
  

	
  

IPSPC	
   Independent	
  Public	
  Service	
  Pensions	
  Commission.	
  An	
  independent,	
  

Government	
  (HM	
  Treasury)-­‐initiated	
  commission	
  “undertaking	
  a	
  fundamental	
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structural	
  review	
  of	
  the	
  public	
  service	
  pension	
  provision”.	
  Chaired	
  by	
  Lord	
  (John)	
  

Hutton	
  (therefore	
  also	
  labelled	
  the	
  ‘Hutton	
  Review’).	
  

	
  

Indexed-­‐linked	
  

annuities	
  

Annuities,	
  which	
  provide	
  payments	
  that	
  rise	
  over	
  time	
  in	
  line	
  with	
  some	
  measure	
  of	
  

inflation.	
  

	
  

IFS	
   Institute	
  for	
  Fiscal	
  Studies.	
  Independent	
  microeconomic	
  research	
  institute.	
  

Research	
  focuses,	
  among	
  other	
  issues,	
  on	
  public	
  finance	
  and	
  public	
  services.	
  

www.ifs.org.uk	
  

	
  

ISA	
   Individual	
  Savings	
  Account.	
  Often	
  used	
  for	
  long-­‐term/retirement	
  saving,	
  although	
  	
  

subject	
  to	
  a	
  different	
  tax	
  regime	
  than	
  regular	
  pension	
  contributions	
  	
  (since	
  they	
  are	
  

taxed	
  when	
  contributions	
  take	
  place,	
  rather	
  than	
  upon	
  receipt	
  of	
  benefits)	
  

	
  

Level	
  annuities	
   Annuities	
  that	
  provide	
  the	
  same	
  level	
  of	
  payments	
  for	
  the	
  whole	
  of	
  retirement.	
  Their	
  

real	
  value	
  is	
  therefore	
  eroded	
  over	
  time	
  by	
  inflation.	
  

	
  

LGPS	
   Local	
  Government	
  Pension	
  Scheme.	
  Britain’s	
  largest	
  public	
  sector	
  pension	
  

scheme	
  that	
  is	
  divided	
  into	
  101	
  administering	
  authorities	
  with	
  separate	
  funds.	
  LGPS	
  

is	
  a	
  funded	
  scheme	
  with	
  over	
  7,000	
  participating	
  employers	
  and	
  4.6	
  million	
  

members.	
  www.lgps.org.uk	
  

	
  

NAPF	
   National	
  Association	
  of	
  Pension	
  Funds.	
  Industry	
  organisation	
  representing	
  1,200	
  

pension	
  schemes	
  and	
  400	
  businesses	
  providing	
  services	
  to	
  the	
  pensions	
  sector.	
  

www.napf.co.uk	
  

	
  

NEST	
   National	
  Employment	
  Savings	
  Trust.	
  “Straightforward	
  and	
  low-­‐cost”	
  (default)	
  	
  

workplace	
  pension	
  scheme,	
  established	
  in	
  2010	
  in	
  preparation	
  for	
  the	
  introduction	
  

of	
  auto	
  enrolment	
  of	
  occupational	
  pension	
  plans	
  from	
  2012.	
  

www.nestpensions.org.uk	
  

	
  

NHS	
   National	
  Health	
  Service	
  

	
  

NICs	
   National	
  Insurance	
  Contributions.	
  Employee	
  contributions	
  to	
  the	
  State	
  Pension.	
  

	
  

NPA	
   Normal	
  Pension	
  Age.	
  The	
  age	
  that	
  a	
  member	
  normally	
  becomes	
  entitled	
  to	
  receive	
  

retirement	
  benefits	
  from	
  its	
  pension	
  scheme.	
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Occupational	
  pension	
  

scheme	
  

	
  

A	
  pension	
  scheme	
  set	
  up	
  in	
  trust	
  by	
  an	
  employer	
  for	
  their	
  staff.	
  Can	
  be	
  Defined	
  

Benefit,	
  Defined	
  Contribution,	
  or	
  hybrid.	
  

	
  

OADR	
   Old	
  Age	
  Dependency	
  Ratio.	
  The	
  number	
  of	
  pensioners	
  relative	
  to	
  the	
  number	
  of	
  

people	
  of	
  working	
  age.	
  

	
  

ONS	
   Office	
  for	
  National	
  Statistics.	
  UK’s	
  national	
  statistics	
  institute	
  and	
  largest	
  

independent	
  producer	
  of	
  official	
  statistics.	
  www.ons.gov.uk	
  

	
  

PAYG	
   Pay-­‐as-­‐you-­‐go.	
  A	
  financing	
  mechanism	
  for	
  (public)	
  pensions	
  whereby	
  the	
  current	
  

working	
  generation	
  finances	
  the	
  benefits	
  of	
  the	
  current	
  pensioners.	
  

	
  

PPF	
   Pension	
  Protection	
  Fund.	
  PPF	
  was	
  set	
  up	
  in	
  2005	
  to	
  pay	
  compensation	
  to	
  eligible	
  

defined	
  benefit	
  (final	
  salary)	
  pension	
  schemes	
  whose	
  employer	
  has	
  gone	
  bankrupt.	
  

Funded	
  by	
  a	
  levy	
  (‘insurance	
  premium’)	
  charged	
  to	
  participating	
  schemes	
  and	
  by	
  the	
  

assets	
  of	
  the	
  pension	
  schemes	
  taken	
  over.	
  www.pensionprotectionfund.org.uk	
  

	
  

Pensioner	
  units	
   Pensioner	
  couples	
  plus	
  single	
  pensioners	
  

	
  

Pensions	
  Commission	
   Appointed	
  in	
  December	
  2002	
  by	
  the	
  Ministry	
  of	
  Work	
  and	
  Pensions,	
  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.”	
  Chaired	
  by	
  Lord	
  (Adair)	
  Turner	
  (the	
  ‘Turner	
  

Report’).	
  

	
  

PPI	
   Pensions	
  Policy	
  Institute.	
  PPI	
  is	
  “an	
  educational	
  charity	
  which	
  provides	
  non	
  political,	
  

independent	
  comment	
  and	
  analysis	
  on	
  public	
  policy	
  on	
  pensions	
  and	
  the	
  provision	
  

of	
  retirement	
  income	
  in	
  the	
  UK”.	
  www.pensionspolicyinstitute.org.uk	
  

	
  

Personal	
  pensions	
   Products	
  for	
  personal	
  pension	
  saving	
  available	
  from	
  commercial	
  providers	
  (eg	
  banks,	
  	
  

building	
  societies,	
  life	
  insurance	
  companies).	
  Savings	
  are	
  tax	
  favoured	
  up	
  until	
  an	
  

annual	
  allowance.	
  

	
  

Prudent	
  Person	
  	
  

principle	
  

Responsibility	
  of	
  trustees	
  to	
  “act	
  in	
  a	
  way	
  that	
  a	
  prudent	
  person	
  would	
  in	
  their	
  own	
  

affairs”.	
  

	
  

Replacement	
  rate	
   The	
  pension	
  entitlement	
  divided	
  by	
  the	
  pre-­‐retirement	
  earnings	
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RPI	
   Retail	
  Price	
  Index.	
  The	
  RPI	
  is	
  typically	
  higher	
  than	
  the	
  CPI	
  since	
  CPI	
  allows	
  for	
  

substitution	
  of	
  goods	
  and	
  services	
  by	
  others	
  of	
  a	
  comparable	
  type	
  as	
  they	
  become	
  

relatively	
  more	
  expensive,	
  and	
  since	
  CPI	
  excludes	
  housing	
  costs.	
  

	
  

RSA	
   The	
  Royal	
  Society	
  for	
  the	
  encouragement	
  of	
  Arts,	
  Manufacturers	
  and	
  Commerce.	
  An	
  

“enlightenment	
  organisation	
  committed	
  to	
  finding	
  innovative	
  practical	
  solutions	
  to	
  

today’s	
  social	
  challenges”.	
  Has	
  done	
  research	
  in	
  the	
  UK	
  pensions	
  area	
  as	
  part	
  of	
  its	
  

‘Tomorrow’s	
  Investor’	
  project.	
  www.thersa.org/projects/enterprise/tomorrows	
  

investors	
  

	
  

S2P	
   State	
  Second	
  Pension.	
  The	
  earnings-­‐related,	
  contributory	
  component	
  of	
  the	
  State	
  

Pension,	
  introduced	
  in	
  2002	
  as	
  replacement	
  for	
  SERPS.	
  SERPS	
  and	
  S2P	
  can	
  be	
  

labelled	
  the	
  Additional	
  Pension	
  (‘AP’).	
  

	
  

SIPPs	
   Self-­‐Invested	
  Personal	
  Pension.	
  An	
  arrangement,	
  which	
  forms	
  all	
  or	
  part	
  of	
  a	
  

personal	
  pension	
  scheme,	
  which	
  gives	
  the	
  member	
  the	
  power	
  to	
  direct	
  specifically	
  

how	
  some	
  or	
  all	
  of	
  the	
  member's	
  contributions	
  are	
  invested	
  (as	
  opposed	
  to	
  simply	
  

choosing	
  a	
  fund	
  or	
  funds).	
  

	
  

SERPS	
   State	
  Earnings-­‐Related	
  Pension	
  Scheme.	
  The	
  earnings-­‐related,	
  contributory	
  

component	
  of	
  the	
  State	
  Pension.	
  Introduced	
  in	
  1978,	
  SERPS	
  was	
  replaced	
  by	
  the	
  S2P	
  

in	
  2002.	
  SERPS	
  and	
  S2P	
  can	
  be	
  labelled	
  the	
  Additional	
  Pension	
  (‘AP’).	
  

	
  

SHP	
   Stakeholder	
  pension.	
  A	
  type	
  of	
  personal	
  pension	
  that	
  has	
  to	
  meet	
  certain	
  legal	
  

standards.	
  

	
  

SPA	
   State	
  Pension	
  Age.	
  The	
  age	
  at	
  which	
  citizens	
  become	
  entitled	
  to	
  receive	
  the	
  State	
  

Pension.	
  

	
  

Workplace	
  pensions	
   An	
  umbrella	
  terms	
  covering	
  occupational	
  pension	
  schemes	
  and	
  workplace	
  personal	
  	
  

pension	
  plans.	
  

	
  

Workplace	
  Personal	
  

Pension	
  

An	
  umbrella	
  term	
  covering	
  Group	
  Personal	
  Pensions,	
  Group	
  Self-­‐Invested	
  Personal	
  

Pensions	
  and	
  Stakeholder	
  Pensions.	
  

	
  

WRIC	
   Workplace	
  Retirement	
  Income	
  Commission.	
  Set	
  up	
  in	
  2011	
  to	
  find	
  better	
  ways	
  to	
  

provide	
  retirement	
  income	
  for	
  those	
  depending	
  on	
  workplace	
  saving.	
  

www.wricommission.org.uk	
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