
1

Old and broke
 

The authors

Thomas Cawston is a Researcher at Reform

Andrew Haldenby is the Director of Reform

Dr Patrick Nolan is Reform’s Chief Economist

Lucy Parsons is Research and Corporate Partnership Director at Reform

Kimberley Trewhitt is a Researcher at Reform



2

Old and broke
 

Reform
Reform is an independent, non-party think tank whose mission is to set out a better way to deliver public 
services and economic prosperity. Reform is a registered charity, the Reform Research Trust, charity no. 
1103739. This publication is the property of the Reform Research Trust.  

We believe that by reforming the public sector, increasing investment and extending choice, high quality 
services can be made available for everyone.

Our vision is of a Britain with 21st Century healthcare, high standards in schools, a modern and efficient 
transport system, safe streets, and a free, dynamic and competitive economy. 

2

 



3

Old and broke:  
The long term outlook  
for the UK’s public  
finances

Thomas Cawston 
Andrew Haldenby 
Dr Patrick Nolan 
Lucy Parsons 
Kimberley Trewhitt

June 2011

3



Contents

1 Name page

Old and broke

Contents

Executive summary         5

Time for an honest conversation       8

Population ageing is happening now      13

The old ways are not affordable       20

The three pillars         28

Conclusions and recommendations      41

References          44

Appendix 1: Schedule for the increase in the retirement age    47

Appendix 2: Key assumptions underpinning long term fiscal projections  48



5

Old and broke

Executive Summary

The demographic challenge
When developing a plan to rescue the public finances there is no greater mistake than to ignore the effect of 
demographic changes. Spending in areas like health, pensions and long term care is accelerating as the share of 
the population of working age (who fund this spending) is falling. Indeed, the fastest growth in the pensioner 
population for the whole of the 21st century will take place in this Parliament. Between 2011 and 2016:

 > the number of people aged 65 and over will rise by 1,400,000; 

 > the number of people aged 50-65 will rise by 570,000; and

 > the working age population below 50 will actually decrease by 160,000.

Population ageing will continue so that by 2021 for every person over 65 there will be 3.2 workers to 
support them (down from 3.9 in 2011). By 2041 there will by 2.5 workers for every person over 65.

As HM Treasury argued in 2009, the UK is one of the few European countries where the size of the 
workforce is projected to increase over coming decades. But that fact alone provides a misleading view of 
the effects of population ageing. While the workforce will increase, it will increase more slowly than the 
increase in the numbers of pensioners and children. As a result the “dependency ratio”, that is the number 
of workers per dependent member of the population, will fall steadily in the years to come.

Coalition Government reforms and long term fiscal estimates
The Coalition Government has taken steps to reduce the fiscal burden of pensions by increasing the 
retirement age. It has accepted the previous Government’s decision (in the 2007 Pensions Act) to increase 
the retirement ages of men and women to 68 by 2048. It has also accelerated the increase in the retirement 
age to 66. These changes, however, only achieve a temporary pause in the growth in the number of retired 
people. After the end of the next Parliament, the number of retired people will grow again at the same rate 
as before the changes.

But the Coalition Government has also committed to two policies that entirely negate any fiscal benefits of 
the later retirement ages.  These are the policies to increase the basic state pension in line with earnings and 
to finance the NHS exclusively from the taxpayer.

This paper presents independent estimates of the future fiscal costs of an ageing population given Coalition 
policies.  It combines two sets of data from the Office of National Statistics: population data and data on the 
fiscal costs of retired households.  The average expenditure per household and individual can then be 
increased over time in line with estimates with GDP growth, price growth and wage growth.  These 
estimates are in line with previous studies such as the Wanless review of future NHS financing.

The key findings of such an analysis are:

 >  Annual expenditure on retirement pensions is projected to increase by around 2.1 per cent of GDP by 
2041 (around £32 billion in today’s money).

 >  Annual expenditure on the NHS is projected to rise by around 2.6 per cent of GDP by 2041 (around 
£40 billion in today’s money).

 >  Total public spending will fall as a share of GDP until the end of this Parliament. It will begin to rise 
quickly in the middle of the next Parliament.

 >  Taxation as a share of GDP will rise steadily, but less quickly than the increase in spending.

 >  As a result, the deficit in the public finances will fall by the end of this Parliament but begin to rise 
quickly before the end of the next Parliament. They do not return to surplus at any point in the next 
three decades.

This suggests that even if the Coalition achieves its target of eliminating the deficit in this Parliament, 
significant reform will still be required. Without reform, public finances in the UK would not be sustainable 
as governments would not run the surpluses required to stabilise debt. This is even before account is made 
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for the dynamic, depressing effects of higher tax burdens. The public finances would collapse in a debt spiral.

The case for change
The biggest challenge in encouraging action is that people think that dealing with the problem can be put 
off. Often population ageing is seen as a problem for 2040 or 2050, which is well beyond the attention span 
of many policy makers and media commentators. But the fiscal effects will be felt much earlier than that. 
The case for moving quickly is also not just a fiscal one. Any changes will create a group of people who lose 
out in the transition. Putting off reform will increase the costs of change and make the group of transitional 
losers larger. Long term reform needs to begin so people have time to make alternative plans for their 
future.

Population ageing will increase the importance of lifting long run economic growth, which will play an 
essential role in providing funds for repaying government debt, reducing tax burdens or increasing 
spending on public goods and services. Labour productivity will become even more important for economic 
growth, which means that success will depend on utilising technology and capital. This will increase the 
premium attached to skills and education and have major implications for businesses and inequality.

This poor public finance outlook will be against a background of a changing international environment 
where old and indebted countries like the UK struggle to remain competitive. Many of the fast growing and 
dynamic Asian economies, for example, will not face the drag of expensive welfare states and high taxes.

Recommendations
To help put the public finances on a stable long term footing Reform recommends policy changes in a 
number of areas. Key recommendations are shown in table 1 and discussed below.

Table 1: Summary recommendations
Source: Reform.

Reducing the costs of public 
programmes

> Do not index the core state pension to wage growth

> Do not introduce a single tier pension

>  Scrap expensive pensioner gimmicks, such as the Winter Fuel Allowance, 
free bus passes and free TV licenses

Funding public programmes >  Make greater use of user charges and co-payments in the NHS. The service 
should not remain “free at the point of care”

>  Emphasise the role of assets (especially housing equity) in funding services 
such as long term care

>  Integrate National Insurance Contributions with income taxes and do not 
introduce supplementary earmarked taxes in areas like funding long term 
care

Encouraging market solutions >  Commit to making policy in a way that is free from political whim and 
consistent with principle. Commit to more open processes of consultation 
and scrutiny of policies

>  Reform the expensive and ineffective current system of tax relief for 
pensions (in a way consistent with the point above)

>  While auto-enrolment in pensions is welcome, investigate supply side 
changes to transform the savings landscape: improve the regulation of 
suppliers (recognising the risks of regulatory failure and regulatory creep) 
and financial literacy, and use private providers as the default option
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Pensions
Decisions such as indexing the state pension to wage growth not price growth should be reversed. Shifting 
forward the increase in the retirement age has not made this change affordable. Shifting forward the 
increase in the age will only save money until 2021 after which the age will be back on its earlier trajectory.

Likewise, proposals to introduce a single tier pension for new recipients also have the potential to 
significantly increase costs. The Department for Work and Pensions has estimated that this would cost an 
additional £11 billion per year in today’s money. There is also little evidence that a universal pension could 
reduce the cost of pension benefits through avoiding the problems of means testing discouraging savings. 
Experience with a universal pension in New Zealand highlights that this is unlikely to provide a silver bullet. 
The universal pension is a major reason for the low household savings rates in New Zealand. Incentives to 
save are reduced when people know that they will receive a benefit even if they make no preparation for 
their own retirement.

People need to take more responsibility for their own futures. Research has shown that UK has the largest 
pensions gap (the difference between income needed to live comfortably in retirement and that which 
individuals can currently expect) in Europe. Too many people “play chicken with the State” and assume that 
taxpayers will always be there to bail them out in periods of need. This encourages a highly politicised 
system of retirement income support and leads to Government policy losing its way.

The expensive and ineffective system of tax relief for pensions in the UK also needs reform. There is no 
evidence that this tax relief increases national savings or helps address the protection gap, and too much of 
the relief goes to people who do not need support.

Finally, more needs to be made of the introduction of auto-enrolment for workplace pensions. This change 
could transform the savings environment, but only if industry regulation and consumers’ financial literacy 
is improved, and private providers are used as the default option for workplace pensions.

Other retirement benefits
Rather than addressing need, too much age related spending is designed to “buy” votes. The clearest 
example is the Winter Fuel Allowance. This programme costs around £2.7 billion a year. Yet evidence 
collected by a Parliamentary investigation showed that nearly 90 per cent of this spending goes to people 
who do not need it. Other research has shown that at least 70 per cent of this hand-out is spent on things 
other than fuel. It is hard to imagine any other area of spending where such clear evidence on poor value for 
money is ignored and major political parties refuse to consider change.

The National Health Service
The principles of the NHS must also change to recognise that people should take greater responsibility for 
their own health. People in the UK make one of the smallest private contributions to healthcare expenditure 
of major countries. The service cannot remain free at the point of care (indeed, in certain cases it is not free 
already). As well as increasing revenue for the services, charging will moderate demand and engage patients 
more in how they consumer health services and how they manage their own health.

Long term care
Private contributions are already required for services such as long term care. This must continue. There is 
not a strong case for an additional social security tax in this area as many of the people who face these costs 
have significant housing wealth they can draw on. It has been estimated that people over the age of 60 have 
more than 80 per cent of Britain’s wealth and over £1 trillion in unmortgaged equity. This cohort has 
benefitted from windfall gains from a long period of house price inflation higher than wage and price 
inflation. There economic case for earmarked social security taxes is also generally weak (especially if they 
are levied on employers and damage growth and the tax base).

Changes of this nature are always going to present challenges and this is more so if families cannot access 
private as well as public support. Unless new market solutions are developed the existing protection gap 
will increase over time. For the market to develop the policy environment needs to be more certain and 
stable, which requires a policy making approach free from political whim and consistent with principle.
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1
Time for an honest conversation

With people living longer and birth rates falling the population as a whole is getting older. By 2050 it is 
projected that 22.9 per cent of the population will be aged 65 and over. People are living in retirement 
longer, living with more complex illnesses and requiring more specialised care towards the ends of their 
lives. Yet people are unprepared for the costs necessary to live comfortably through longer periods of 
retirement. Governments are also wary of introducing real reform to age related spending given the 
influence of older voters in elections. In short, there is a lack of an honest conversation over the real costs of 
an ageing population and how to address them.

Consumers in denial
Recent HSBC research shows that 48 per cent of people see retirement as a “new chapter in life” and that 70 
per cent of those surveyed said that “not having to worry about money” was an important precursor to a 
happy retirement.1 However, too many people are unprepared for and unaware of the costs of retirement. 
As Aviva has shown in its Real Retirement series:

 > In 2011, 1 out of 7 baby boomers expect never to be debt free.2

 > In 2011, only 42 per cent of retired people have private pension provision.3

 >  In 2010, two-fifths of 55-64 year olds were saving nothing each month and one-fifth of 55-64 year 
olds still owed more than £75,000 on their mortgage.4

 >  In 2010, many people over 55 faced unexpected costs and a quarter of those over 55 were forced to 
use income-generating savings to cover costs (savings which would otherwise be used for retirement 
income). Only 6 per cent of over 55s had made any provision for long term care.5

These findings are consistent with other research on the levels of preparation for the costs of retirement. 
HSBC research has, for instance, shown that:6

 > Only 40 per cent of households have planned financially for their future.

 > Nearly one in five people do not know what the main source of their retirement income will be.

 > Nearly a quarter of people in the UK expect to be much worse off than their parents in retirement.

This lack of preparation is a gamble as, as the CII has argued, in many cases we can be confident that state 
benefits will not provide a comfortable lifestyle in retirement, nor cover the costs of long term care.7 This 
lack of preparation is not just a problem for people facing retirement but affects younger members of their 
families too. Aviva’s report Understanding the Sandwich Generation showed that middle aged people 
(from aged 35 upwards) are increasingly bearing some of the cost of their parents’ ageing. Around half of 
those in the “Sandwich Generation” are providing financial support like contributing to household bills or 
paying the fees for care homes. Many people in this cohort are also facing the costs of raising children, 
greater levels of student debt to pay off and lower levels of housing affordability. Too often this financial 
squeeze comes as a surprise.8

A study released in September 2010 (Mind The Gap) showed the shortfalls between what people across 
Europe are saving and what they should be saving to achieve a reasonable level of income in retirement. 
This study showed that the UK had the largest pensions gap (the difference between income needed to live 
comfortably in retirement and that which individuals can currently expect) in Europe, at £318 billion. This 
means that on average each adult in the UK would need to put away around £10,000 every month to close 
this gap.9

1  HSBC (2011), The Future of Retirement: The power of planning, UK Report.
2  Aviva (2011), Real Retirement Report Issue 5, March.
3  Ibid.
4  Aviva (2010), Real Retirement Report Issue 1, February.
5  Aviva (2010), Real Retirement Report Issue 3, September.
6  HSBC (2011), The Future of Retirement: The power of planning, UK Report.
7  The Chartered Insurance Institute (2011), An age-old problem: developing solutions for funding retirement.
8  Aviva (2008), Understanding the Sandwich Generation.
9  Aviva (2010), Mind The Gap: Qualifying The Pensions Gap In The UK.
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Politicians captured by the grey vote
It is not just consumers who are in denial. Many politicians are also burying their heads in the sand when it 
comes to the true cost of age related public spending programmes. Rather than being driven by principles 
such as protecting people in need, these costs are driven by self-interested political calculation. Pension and 
healthcare entitlements are among the most valuable transfers from the State that people will receive in 
modern British society. The inclination for any individual is to defend such entitlements, including through 
the ballot box.10 Given the increasing numbers of beneficiaries of this spending (and their relatively high 
propensity to vote compared to younger cohorts) the result is a system that largely owes its existence to 
politics.

Table 2: Voter turnout by age group at the 2001, 2005 and 2010 general elections
Sources: Ipsos MORI (2001), How Britain voted in 2001; Ipsos MORI (2005), How Britain voted in 
2005; Ipsos MORI (2010), How Britain voted in 2010.

Age group Turnout (%) 2001 Turnout (%) 2005 Turnout (%) 2010

18-24 39 37 44

25-34 46 49 55

35-44 59 61 66

45-54 65 64 69

55-64 69 71 73

65+ 70 75 76

Ipsos MORI has estimated the turnout of voters across age groups of the population at the last three 
elections. As Table 2 shows, voting turnout increases with age. In 2010, 76 per cent of people aged over 65 
voted compared to 44 per cent of people aged 18 to 24. The combination of relatively high turnout among 
older members of the electorate and an ageing population make older cohorts a powerful lobby group. 
Indeed, research carried out by Davidson in 2009 forecast that in 2010 more than half of the constituencies 
in the House of Commons (319) would have 50 per cent or more of their votes cast by voters aged 55 or over. 
In 2005, 268 seats had a grey majority in the general election.11

As the median voter age increases politicians are encouraged to expand benefits to pensioners to “buy” their 
votes. This phenomenon has been seen overseas with a very strong relationship between the median voter 
age and pension programme size across 20 OECD countries over four decades.12 This capture has also been 
seen in the UK.

 >  At the 2005 and 2010 general elections, for example, each of the main political parties made major 
election pledges that sought the vote of older people.13

 >  Previous Reform research has estimated the receipt of middle class welfare and tax burdens for 
retired and non-retired households. These data show that between 1998-99 and 2008-09 there was 
an expansion of cash benefits to retired households, largely driven by the increase in retirement 
pensions, Income Support and Pension Credits, Disability Living Allowance, and other non-
contributory benefits (including the Winter Fuel Allowance).14

 >  A major difference in the treatment of retired and non-retired households between 1998-99 and 
2008-09 was the greater tax burden facing middle to higher income non-retired families, particularly 
due to the increase in direct taxes. The share of direct taxation paid by non-retired middle and higher 
income households increased by 7 per cent over the period, while the share paid by retired 
households fell by 2 per cent.15

10  Booth, P. (2010), UK State Pension Reform in a Public Choice Framework.
11  Davidson, S. (2009), Quantifying the Changing Age Structure of the British Electorate 2005-2025: Researching the age demographics of 

the new parliamentary constituencies. Booth has also undertaken projections of the median voter in the UK, calculating that the median 
age for voters will be 55 in 2055. Booth, P. (2010), UK State Pension Reform in a Public Choice Framework.

12  Breyer, F. and B. Craig (1997), “Voting on Social Security: Evidence from OECD Countries”, European Journal of Political Economy, 13 (4): 
pp. 705-724.

13  For example, see Cameron, D. (2010), “Our Pensioner Pledge”, Election Campaign Speech, 26 March.
14  Cawston, T. et al. (2010), The money-go-round: Cutting the cost of welfare, Reform.
15  Ibid.
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Table 3: Examples of policies that favour older cohorts
Sources: Bassett, D. et al. (2009), Back to Black, Reform; Cawston, T. et al. (2009), The end of 
entitlement, Reform; Bassett, D. et al. (2010), Budget 2010: Taking the tough choices, Reform; 
Cawston, T. et al. (2010), The money-go-round: Cutting the cost of welfare, Reform; Bassett, D. 
et al. (2011), 2011 Reform scorecard, Reform; Nolan, P. (ed.) (2011), Paying for long term care, 
Reform.

Entitlement Explanation

Winter Fuel Allowance Has an annual cost of £2.7 billion yet only 12 per cent of spending goes to people 
in fuel poverty and there is little evidence recipients spend the benefit on fuel.16,17 

Free bus passes for the 
over 60s

Annual cost of £1 billion. An LGA report found the benefit to be “inefficient and 
high cost,” with “many people benefiting who do not need to.”18

Free TV licenses for the 
over 75s

Annual cost of £545 million with no strong policy rationale.19

Indexation of pensions Under Coalition reforms state pensions are indexed to wage growth not price 
growth. This swamps any savings made by raising the retirement age. Reform 
estimates that the decision to link pensions to earnings increases the total 
projected cost to 7.1 per cent of GDP by 2041. This is broadly consistent with 
estimates by the Pensions Policy Institute.20

Public and private sector 
pensions

Public sector pensions represent a large and largely unfunded liability. Estimates of 
the total unfunded liability range from £835 billion to £1.1 trillion.21 In 2008-09 there 
was an estimated shortfall of £10 billion between the contributions collected and 
the benefits paid out.22 Differences between public and private pensions are hard 
to justify and damage competitiveness (by creating a barrier to entry for private 
firms in public sector markets).23 A number of reports have highlighted the need to 
increase the level of employee contributions to an actuarially fully-funded basis.24

Funding of long term care The cost of long term care will continue to rise throughout this century. The value 
of housing equity held by people over 60 (valued at around £1 trillion) should play 
a role in any funding for this increasing cost of care. Politicians have, however, 
resisted extending charges in this way.25

16 17 18 19 20 21 22 23 24 25 

The borrow now, pay later culture
Differences in the treatment of retired and non-retired households are likely to increase with, as Booth and 
Taylor argue, the elderly being identified for special treatment by the Government in the 2010 Spending 
Review.26 This group has not only been largely exempt from spending cuts, but will also benefit from 
proposals to increase pensions in line with (at least) general wage increases.

Although retired people have made National Insurance Contributions and paid taxes, these contributions 
and taxes have largely been spent on a pay as you go basis. They have also, in aggregate, tended to be lower 
than public spending with governments running persistent deficits since the 1970s.27 This reflects a “borrow 

16  Cawston, T. et al. (2009), The end of entitlement, Reform.
17  IFS research (Beatty, T. et al. (2011), Cash by any other name? Evidence on labelling from the UK Winter Fuel Payment, Institute for Fiscal 

Studies) has argued that a labelling effect meant that the Winter Fuel Allowance was more likely to be spent on fuel costs than an 
equivalent cash transfer (41 per cent of the labelled benefit was estimated to be spent on fuel versus 3 per cent of an equivalent cash 
transfer). It is important to note, however, that not all studies illustrate such a labelling effect (see for example, Walker, I. (2006), “Cold 
comfort?”, The Warwick Magazine, University of Warwick, Spring). Even if this effect can be assumed to exist, the large majority of this 
transfer is still spent on things other than fuel and the large majority of spending goes to people not in need.

18  Cawston, T. et al. (2009), The end of entitlement, Reform; Local Government Association (2009), Securing best value and outcomes for 
taxpayer subsidy of bus services.

19  Cawston, T. et al. (2009), The end of entitlement, Reform.
20  Curry, C. at al. (2011), Towards more effective savings incentives: a report of PPI modelling for AEGON, Pensions Policy Institute.
21  Record, N. (2008), Sir Humphrey’s Legacy: An Update – UK Public Sector Unfunded Occupational Pensions, Institute of Economic 

Affairs; Silver, N. (2008), A Bankruptcy Foretold: The UK’s Implicit Pension Debt, Institute of Economic Affairs, Discussion Paper No. 22, 
p. 8.

22  HM Treasury (2010), Budget 2010: Securing the recovery; National Audit Office (2010), The cost of public service pensions.
23 Haldenby, A. et al. (2009), The front line, Reform. 
24  See for example, Record, N. (2007), Sir Humphrey’s legacy: facing up to the cost of public sector pensions, Institute of Economic Affairs.
25 Nolan, P. (ed.) (2011), Paying for long term care, Reform. 
26  Booth, P. and C. Taylor (2011), Sharing the burden – how the older generation should suffer its share of the cuts, Institute of Economic 

Affairs Discussion Paper No. 34.
27  Bassett, D. et al. (2010), Reality check: Fixing the UK’s tax system, Reform.
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now, pay later” culture. While such an approach may have been possible, although not wise, when the 
working age population was growing faster than the elderly population, this approach cannot be sustained 
with an ageing population.

An implication of this is that it will become increasingly important to consider value for money from 
spending on older people. Governments in the UK and overseas have shown that this can be done. The most 
obvious example is the lifting of retirement ages, in particular for women. There is also some demand for 
change. Many people, for example, want to work longer.28 Yet putting the welfare state on a fiscally 
sustainable footing will require far greater measures than currently being discussed, such as using the value 
of homes to help fund care.

But having an honest debate on these issues is a challenge. A recent Reform summit on paying for long term 
care, for example, generated headlines like “Baby boomers can ‘afford to fund own care in old age’: 
Government adviser determined to raid their property.”29 Proposals like this deserve a reasonable hearing. 
The welfare state should not be used as an ATM at the disposal of the elderly lobby.

Decline in the UK’s economic position
The changes taking place in the UK are not only demographic. The UK is losing ground in a changing global 
economy, as can be shown in a number of ways. Since being overtaken by Russia in 2008, for example, the 
UK is now the world’s seventh largest economy. Some economists predict the UK’s position could fall to 
tenth by 2050.30 To further illustrate this relative decline:

 >  The World Economic Forum’s global competitiveness rankings show the UK’s declining position in 
the global economy, with the UK ranked as the 12th most competitive economy in the world in 
2010-11, down from 2nd in 2006-07.31

 >  The UK went from 18th largest world economy on a GDP per capita basis to 16th largest among 25 
OECD countries between 1974 and 1997, and the most recent OECD data show that the UK continued 
to improve its performance relative to the other OECD nations until the start of this century. In every 
year since 2005, however, the UK’s relative wealth has been declining. By 2009, the UK had fallen 
back to 16th position having been overtaken by Sweden, Finland, Germany and Belgium.32

A relative decline in economic performance is likely to be reflected in poorer social outcomes. As Reform 
highlighted in The fairness test (2011) the relationship between growth and social outcomes (including any 
potential trade-offs) is often misunderstood.33 It is sometimes argued that more growth inevitably comes at 
a cost of greater environmental damage or reduced fairness. This is, however, a view of the world that fails 
to consider how more growth means more resources available to address social concerns. Increasing 
economic growth will play an essential role in providing funds for repaying government debt, reducing tax 
burdens or increasing spending on public goods and services. Increasing growth will be especially crucial in 
financing pensions and other entitlements as the population ages and the ratio of dependants to workers rises.

Cutting the cloth to fit the suit
The long term challenge is to permanently reduce the size and scope of the State to allow a shift to a low tax 
economy. Such a shift would help lift long run economic growth, which will play an essential role in 
providing funds for repaying government debt, reducing tax burdens or increasing spending on public 
goods and services. The need for sustained change cannot be exaggerated. If this Parliament is about 
getting out of deficit and transforming the way that government works, the next two Parliaments will be 
about reducing debt and consolidating the gains.

28  Aviva (2010), Real Retirement Report Issue 2, May.
29  Martin, D. (2011), “Baby boomers can ‘afford to fund own care in old age’: Government adviser determined to raid their property”, Daily 

Mail. Failing to require people over the age of 60 to contribute to the costs of their care from the value of their homes would be unfair to 
younger generations. It has been estimated that people over the age of 60 have more than 80 per cent of Britain’s wealth and over £1 
trillion in unmortgaged equity. This cohort has benefitted from windfall gains from a long period of house price inflation higher than wage 
and price inflation.

30  See, for example, Government Office for Science (2010), Dimensions of Uncertainty, International Monetary Fund (2010), World 
economic outlook in maps, and PricewaterhouseCoopers (2011), The World in 2050: The accelerating shift of global economic power: 
challenges and opportunities.

31  World Economic Forum (2010), The Global Competitiveness Report 2010-11; House of Commons Library (1998), Research Paper 98/64: 
GDP per capita in OECD countries: the UK’s relative position; OECD (2011), OECD.StatExtracts: Gross domestic product (expenditure 
approach) per head.

32  House of Commons Library (1998), Research Paper 98/64: GDP per capita in OECD countries: the UK’s relative position; OECD (2011), 
OECD.StatExtracts: Gross domestic product (expenditure approach) per head.

33  Nolan, P. (2011), The fairness test, Reform, p.10.
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Improvements in public sector management reform are still needed to provide Ministers with the tools for 
the examination of spending priorities among departments and for reviewing departmental efficiency. For 
ongoing fiscal prudence, Ministers also need to be held to account for fiscal policy outcomes. Governments 
should be required to follow a legislated set of principles and publicly assess their fiscal policies against 
these principles. This will require governments to consider the long term consequences of their decisions.

This new role of government also requires subjecting all government spending to a clear set of principles. 
These principles should include:34

 >  Market failures: interventions should only tackle the market failures which are economically most 
important and which they can alleviate most effectively (including reacting rapidly to new 
information and changes in the economic environment).

 >  Coordination: interventions should be coordinated with and complement other national government 
and local programmes aimed at addressing market failures.

 >  Additional benefits: interventions should be designed to ensure that they result in additional benefits, 
and these additional benefits exceed the costs to government (including the deadweight costs of 
taxation) and opportunity cost of intervention.

 >  Transparency and clarity: objectives, eligibility criteria and application processes should align to the 
policy rationale and should be transparent and easy to understand.

 >  Public and private benefits: costs should be shared between the public and private sectors in 
proportion to the mix of public and private benefits. Where the private sector benefits it should help 
cover the cost of interventions.

 >  Measurement and accountability: the impact of the intervention should be regularly measured to 
continually assess and improve value for money.

 >  Time limited: where appropriate, government support needs to be short term and geared towards 
building the strength to allow support to be withdrawn over time.

34   Bassett, D. et al. (2010), Budget 2010: Taking the tough choices, Reform.
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2 
Population ageing is happening now

Noone should be surprised by the fact that the population is getting older. For decades researchers have 
been studying these demographic trends and investigating their implications for relatively generous welfare 
states, like that of the UK. Yet relatively little has been done in the UK to face up to these demographic 
changes and recent policies will increase, not reduce, the longer term cost of entitlements. To quantify the 
scale of the demographic challenge and the need for urgent reform, this chapter illustrates the changing 
number of people in different age bands. It then discusses the implications of not dealing with the problem 
quickly and the implications of demographic changes for competitiveness, workforce skills and inequality.

People by age band
So how exactly is the population ageing? Answering this question requires estimating changes in death 
rates, birth rates and factors like migration. The Office for National Statistics (ONS) publishes national 
population projections for the UK and constituent countries every two years, which are widely used and 
provide a good set of common estimates of the future population. The 2008-based projections (which are 
the most recent) focus on the next 25 years up to 2033, though longer term projections to 2083 are also 
presented.35 As well as principal (main) projections, variant projections are also provided based on 
variations in assumed fertility, mortality and migration.

The ONS data can be arranged into a figure such as a population pyramid. This pyramid shows the numbers 
of males and females by year of age in a particular year. The pyramid for 2011 in Figure 1 below shows the 
large number of baby boomers who will be reaching State Pension Age over the next few years. However, as 
well as the age profile for a particular year it can also be useful to look at how this profile changes over time. 
This can illustrate the effect demographic changes will have on the affordability of age related spending.

Figure 1: Population pyramid 2011
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections). 

35   Office for National Statistics (2009), 2008-based National Population Projections.
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The fiscal implications of demographic change
In 2009 HM Treasury claimed that when it comes to the fiscal implications of demographic change there 
are relatively few grounds for concern in the UK. They argued that the “UK is one of the few European 
countries where the size of the workforce is projected to increase over coming decades. This is attributed to 
a wide range of factors, including a projected increase in population, greater participation in the workforce 
from females as well as projected fertility rates and net migration. As a result, while exerting a drag on 
economic growth across many EU Member States, changes to the UK workforce are projected to support 
long term economic growth in the UK.”36

This Treasury analysis, however, provides a misleading view of the effect of population ageing. Although the 
UK’s working age population is projected to grow while some other European countries will face declining 
working age populations, this growth will be less than the growth in the population over 65 and the 
population under 16. This is why dependency ratios are projected to increase.

Figure 2: Dependency ratios and growth in working age population
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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Further, as well as the size of the working age population, the growth in this population is important too. 
Economic growth can be driven by either an increase in the size of the workforce (due to demographic 
changes or increased participation or working hours) or by increases in productivity. When growth in the 
working age population (and labour utilisation) slows then productivity improvements are essential for 
growth and, in turn, funding increased demand for transfers and services. Reform estimates for growth in 
the working age population are shown in Figure 3 below. The relatively low rate of growth in the working 
age population will mean that productivity growth will be extremely important in funding increased 
demand for transfers and spending.

36   HM Treasury (2009), Long-term public finance report: an analysis of fiscal sustainability.
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Figure 3: Growth in different population groups 2008 to 2078
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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It is happening sooner than expected
The Treasury analysis also fails to identify the changes in different segments of the working age population. 
To illustrate changes in the relative size of different segments of the working age population Reform took 
the data that underlined the ONS population pyramids and arranged them into age bands of up to 16 
(children), 16 to 30 (students in post-compulsory education and younger workers), 30 to 50 (prime age 
workers), 50 to 65 (elderly workers), 65 to 85 (young retired) and 85 plus (old retired).

This analysis showed that most of the growth in the working age population is likely to be of older workers 
(aged 50 to 65). Younger workers (aged 16 to 30) will actually decline from 2016 to 2031 and the working age 
population under 50 will decline from 2014 to 2024. Indeed, this analysis found that over the next five years:

 >  As illustrated in Figure 4, between 2011 and 2016 there will be around 235,000 more people aged 85 
and over; 1,132,000 more people aged 65 to 85; 567,000 more people aged 50 to 65 and 353,000 
more people under 16.

 >  Between 2011 and 2016 the working aged population below 50 will shrink in size. The number of 
people aged 16 to 30 will fall by 38,000 and the number of people aged 30 to 50 will fall by 124,000. 

 >  These changes will be reflected in an increase in the old age dependency ratio, so that for every 
person aged over 65 there will be equivalent to 3.5 people of working age able to support them, down 
from 3.9 people in 2011. The dependency ratio including children is higher with there being 1.7 
people of working aged for every person below 16 or over 65, down from 1.8 in 2011.

Reform repeated this analysis for a ten year timeframe from 2011 to 2021. This showed:

 >  A larger increase in the elderly dependency ratio meaning that for every person aged over 65 there will 
be equivalent to 3.2 people of working age in 2021 able to support them (down from 3.9 people in 2011). 

 >  The increase in the number of people aged 65 to 85 is projected at 1,870,000 and the rise in people 
aged 85 and over at 548,000. 

 >  The number of people aged 30 to 50 will grow by 163,000 and those aged 50 to 65 will increase by 
1,356.

 >  The number of people aged 16 to 30 is projected to fall by 540,000.

 >  The total working aged population (16 to 65 year olds) will thus grow by 979,000, but the working age 
population under 50 will fall by 37,000.
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Figure 4: Growth in age bands, 2011 to 2016
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).

Figure 5: Growth in age bands, 2011 to 2021
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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Failing to face up to change
There is evidence that people are not treating the problem of population ageing with the urgency it 
deserves. Change has to take place. Government programmes are largely funded on a pay as you go basis. 
With the ageing of the population the proportion of people who work and pay the taxes that fund services is 
falling. This means that in the absence of reform tax burdens facing younger people will have to be higher 
and the guarantee of services lower. Younger people will face the prospect of paying more for less while the 
elderly population enjoys a heavily subsidised lifestyle and unearned windfall gains.

The reliance on public funding for age related spending must fall and recipients must fund more of the cost 
of services through direct charges and payments. Yet there is a lack of urgency in developing solutions, 
which can most clearly be seen in the case of funding for social care. For every year for the last 15 years 
social care funding has increased in real terms.37 Demographic changes mean this rate of increase in tax 
financing cannot continue. If the current system remains unreformed by 2030 the cost of long term care 
would rise to 1.7 per cent of GDP compared to 1.2 per cent in 2010.38

Déjà vu
On coming to power the Coalition Government set up the Commission on Funding of Care and Support. 
The Commission will report in July 2011 and will make recommendations on how to achieve an affordable 
and sustainable funding system for care and support. But we have been here before. Fifteen years ago the 
Joseph Rowntree Foundation published the results of their Inquiry into the Costs of Continuing Care.39 In 
1997 the Labour Government made reforming the funding of social care a priority. A Royal Commission 
reported in 1999 and it took until 2009 for the Government to set out options for fundamental reform.40

Someone who was 40 when the Joseph Rowntree Foundation’s Inquiry was first published would now be 55 
and have little chance of significantly building up assets to draw on in retirement. As concerning as this is at 
an individual level, from a national perspective there is even greater ground for concern. Unless changes are 
made soon even more people will approach retirement age without an adequate plan for their future.

The argument for moving quickly is not just a financial one. For any policy change there will be a group of 
people who are relatively disadvantaged in the transition. This will include people who are below but close 
to retirement age. These people will have relatively little time to change their plans for retirement. Given 
this it may be tempting to delay any increase to ensure that they do not lose from the change, but this would 
increase future problems. Population ageing means that more people could be caught in the transition if the 
change is delayed and that the group of losers would be larger.

A new centre of gravity
Over the last 20 years the world’s economic centre of gravity has moved away from the developed West 
towards the East and South. Indeed, as Ehrman has noted, one hundred years ago a quarter of the world’s 
population was European and now the figure is 11 per cent.41 The OECD projects this trend to continue and 
by 2020 more than half of the world’s GDP will be generated in non-OECD economies.42 This shifting centre 
of gravity will have significant political, economic and cultural implications, including:43,44

 >  Europe: ageing and falling populations will further undermine the continent’s social model and its 
economy. Even if the demographic profile in the UK is somewhat better than other European 
countries the UK will be exposed to these changes as continental European countries are major 
trading partners.

 >  The United States: has a relatively positive demographic profile as, although life expectancy is much 
the same as in other developed nations, the fertility rate is high.

 >  Asia: Japan faces demographic challenges as serious as the worst affected European countries and so 
could continue to lose ground to China (although China’s one child policy means that the labour 
market may age quickly) and India.

37  Humphries, R. (2011), Social care funding and the NHS: An impending crisis?, The King’s Fund.
38  Commission on Funding of Care and Support (2010), Call for evidence on the future funding of care and support.
39  Joseph Rowntree Foundation (1996), Meeting the costs of continuing care: public views and perceptions.
40  HM Government (2010), Building the National Care Service, White Paper.
41  Ehrman, R. (2009), The Power of Numbers: Why Europe needs to get younger, Policy Exchange, p. 11.
42  OECD (2010), Perspectives on Global Development 2010: Shifting Wealth.
43  Ehrman, R. (2009), The Power of Numbers: Why Europe needs to get younger, Policy Exchange, p. 9.
44  Ibid, p. 53.
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Figure 6: Share of the global economy in purchasing power parity terms, per cent of global GDP
Source: OECD (2010), Perspectives on Global Development 2010: Shifting Wealth.
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These changes will affect working age populations’ and governments’ abilities to fund public entitlements. 
As Ehrman has argued, “as developing countries become more sophisticated and their educational levels 
rise, we can expect more [service] jobs to follow their manufacturing predecessors to the low-cost, fast-
growing economies of the East and Latin America. It will not just be call centres that are sent offshore; 
highly paid experts like software engineers and financial analysts will be equally vulnerable.”45

The technology and skills challenge
It is worth reminding ourselves that neither policy makers nor business leaders can turn back the tide on 
these broader forces affecting the business and economic environment, so the only solution is to adapt. As 
the population gets older countries will turn to technology to help deliver public services, support an older 
workforce and improve productivity. A 2011 Reform conference on disruptive innovation in healthcare 
showed how different countries are using both established and future technologies to improve value.46

 >  Citizens of Mexico are able to access excellent health advice at a cost of $US60 per year via the 
telephone. Its call centre is always medically-supervised, and its triage protocols were developed by 
the Cleveland Clinic in the United States. All Medicall patients have an electronic medical record, 
facilitating the continuity of care. 

 >  Using the internet, citizens in the Valencia region of Spain can access both primary and secondary 
care via one system, and Kaiser Permanente’s MyHealth initiative enables patients to access their 
medical records and to enjoy e-consultations.

These changes present challenges to the traditional, labour-intensive model of public service delivery.47 In 
some cases, however, the contribution of technology is inevitably limited. Experience shows how difficult it 
can be to accurately monitor factors, such as fluctuations in income, and adjust assistance. Further, not all 
important criteria for determining assistance can easily be automated without incurring significant 
administration and compliance costs.48

This increasing role for technology in the workplace will increase the premium on an individual’s education 
and skills and has important implications for social mobility and inequality. Unfortunately the public 
debate on inequality has become dominated by research playing to the gallery (focusing on populist issues 
such as “bankers’ bonuses”), and an appreciation of how the changing use of technology has influenced 
inequality has been lost.49

45  Ibid, p. 76.
46  Reform (2011), A lot more for a lot less: Disruptive innovation in healthcare. Brochure for Reform conference on 8 June 2011, including 

details of all the case studies mentioned here. Transcript forthcoming.
47  Haldenby, A. et al. (2009), The front line, Reform.
48  Nolan, P. (2011), “Lessons for Welfare Reform from the UK”, Policy Quarterly, Vol 7, No 2, Institute for Policy Studies, Wellington.
49  Bassett, D. et al. (2010), Budget 2010: taking the tough choices, Reform.
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More technology in the workplace makes education and skills more important, and countries with high 
skills and where few people fall below a minimum standard will see gains to income across the distribution. 
Conversely countries with mediocre skills and with large numbers of people failing will see increases in 
inequality and problems of productivity and social cohesion. Unfortunately England falls into the group 
with mediocre skills and where too many people fail.50

This failure to achieve high skills and to lift people above a minimum standard will also hold back the 
competitiveness of the UK economy. The Confederation of British Industry has reported that employers are 
concerned that they will not be able to fill posts requiring the right graduate level or higher skills in future 
years.51 There is substantial evidence to suggest that the UK’s education system is not producing the right 
skills for the economy. As Reform’s The mobile economy study showed, students in the UK are less likely 
than international peers to study high value courses and the professional scrutiny of qualifications is 
inconsistent.52 The “education maze”, resulting from years of centralised skills delivery, has made the UK 
workforce more used to spoon-feeding than self-motivation.

The skills challenge is not limited to students, apprentices and the younger generations. The abolition of the 
default retirement age, the rising cost of retirement and pension returns increasingly reflecting market 
conditions, will mean a shift towards longer working lives. Maintaining the skills of older workers through 
career development and training will be necessary to encourage the transition to an older, more flexible 
workforce.53 

50  Department for Education (2010), “Nick Gibb comments on provisional GCSE and A Level results”, 21 October.
51  Confederation of British Industry (2010), Ready to grow: business priorities for business and skills.
52  Haldenby, A. et al. (2008), The mobile economy, Reform.
53  McKinsey & Company (2010), From austerity to prosperity: Seven priorities for the long term.
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Just as it should come as no surprise that the population is getting older it should also not come as a 
surprise that a new approach to funding age related spending is needed. This chapter presents new analysis 
on how age related spending is likely to increase over time, given the changes in the age profile discussed in 
the previous chapter. This illustrates the importance of getting this spending under control and how efforts 
to do this, including shifting forward the increase in the retirement age, have not solved the problem. It also 
highlights the limits of the analysis that government does on long term fiscal costs.

The costs of age related spending
Even if the government accounts were not currently in such poor condition demographic changes, 
particularly from population ageing, mean that welfare entitlements would still require reform. While the 
costs of population ageing are relatively well recognised the urgency with which these costs need to be 
addressed is not. This is in spite of a number of studies highlighting these increasing costs. For example:

 >  In 2008 the Department of Work and Pensions estimated that from 2010 to 2015 the basic state 
pension would increase in costs by £8.6 billion. This would be a 16.2 per cent increase.54

 >  In England the costs for the NHS have been projected to rise by £20 billion over the course of this 
Parliament.55 These cost pressures are not a short term problem. According to the OECD, UK public 
health expenditure will rise from 7.9 to 9.7 per cent of GDP by 2050.56 The latest Treasury long term 
projections made similar estimates. The IMF and the Bank of International Settlements have also 
highlighted the need to make the costs of healthcare sustainable.57

 >  As James Lloyd has written public spending on social care in England and Wales is projected to 
increase from £8.1 billion in 2015 to £12.1 billion in 2026 and spending on the Attendance Allowance 
will increase from £4 billion to £5.1 billion (2006-07 prices).58,59 

 >  A 2010 Government White Paper on national care services estimated that the number of older people 
and younger adults with potential care needs will rise by around 1.7 million over the next 20 years. 75 
per cent of those aged over 65 will need some care during their retirement and around 20 per cent 
will face care costs of more than £50,000.60

The growing cost of these commitments threatens to defeat attempts to reduce the deficit. The Bank of 
International Settlements has estimated that, given demographic changes, stabilising debt at 2007 levels 
(36 per cent of GDP) in the United Kingdom would require running a budget surplus of 3.5 per cent for 20 
years.61 Of the group of developed countries studied, only Japan would face a more stretching 
commitment.62

Age related spending not under control
There is a need to consider value for money from spending on the elderly. There has to be a change in 
approach that is consistent with growing demands for greater flexibility in later life. Many people in their 
60s, 70s and even 80s are interested in working full time, part time or flexibly. Pensioner households are 
also now less likely to be in poverty than other households63 and pensioners tend to have relatively high 
rates of asset ownership.64

54  Department for Work and Pensions (2008), Benefit expenditure tables: Table LT3: Pensioner benefit expenditure projections, United 
Kingdom.

55  Nicholson, D. (2009), The Year: The NHS Chief Executive’s annual report 2008/09.
56  OECD (2006), The drivers of public expenditure on health and long-term care: an integrated approach; HM Treasury (2009), Long-term 

public finance report: an analysis of fiscal sustainability.
57  Cottarelli, C. and A. Schaeter (2010), “Long-Term Trends in Public Finances in G-7 Economies”, International Monetary Fund, 1 

September; Cecchetti, S. et al. (2010), The future of public debt: prospects and implications, Bank of International Settlements.
58  Lloyd, J. (2011), Charges, Taxes, Estates and Care: A comparative analysis, The Strategic Society Centre, p. 4.
59  Ibid. James Lloyd also notes that introducing free personal care would mean that costs would rise from a projected £7.1 billion in 2013 to 

£16.8 billion in 2026.
60  HM Government (2010), Building the National Care Service, White Paper.
61  Cecchetti, S. et al. (2010), The future of public debt: prospects and implications, Bank of International Settlements.
62  The study included: Austria, France, Germany, Greece, Ireland, Italy, Japan, Netherlands, Portugal, Spain, the UK and the US.
63  Aviva (2010), Real Retirement Report Issue 1, February.
64  Holmans, A. (2008). Prospects for UK Housing, Wealth and Inheritance. London: Council of Mortgage Lenders. Quoted in Humphries, R., 

Forder, J. and J.-L. Fernandez (2010), Securing Good Care for More People, The King’s Fund. 
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It is often argued that shifting forward the State Pension Age has made many of the age related 
expenditures more affordable. To evaluate the strength of these arguments Reform modelled the effect of 
the increase in the retirement age of the number of people above State Pension Age. The approach taken 
was to estimate the average retirement age for each year up to 2047 for women and men, and then to apply 
this age to ONS estimates of the numbers of people in different age groups in different years.

 

Figure 7: Estimated growth in number of people over State Pension Age
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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This modelling shows the clear need for the 2007 pension reforms. If the pension ages were to remain at 60 
(for women) and 65 (for men) there would be a large ongoing increase in the number of people of State 
Pension Age. The Pensions Act 2007 reforms significantly reduced the increase in the numbers of people of 
State Pension Age.65 While the reforms in the Pensions Bill 2011 will lead to a further reduction in the number 
of people of State Pension Age between 2017 and 2021, after this date the number of people above State 
Pension Age will be back on its earlier track.66 This impact is a medium term reduction in fiscal costs only.

Fiscal implications
The future cost of spending on older people can be estimated by taking the most recent data on the 
expenditure per retired person and then adjusting this for population growth and growth in factors such as 
prices and economic growth. Expenditure per person can be shown in ONS data on the effects of taxes and 
benefits on household incomes. Data for the most recent year available (2008-09) converted from 
household to individual data are shown in the table below. These data show the average income from 
different sources, average taxes paid (by tax types) and average value of benefits in kind received by a 
retired person in the UK. These data only include spending which can be reasonably allocated to individual 
households and so do not contain all government spending and revenues.

65  HM Government (2007), The Pensions Act 2007. See Appendix 1 for further detail.
66  HM Government (2011), Pensions Bill 2011. See Appendix 1 for further details.
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Table 4: Average incomes, taxes and benefits of a retired person in 2008-09
Source: Office for National Statistics (2010), The effects of taxes and benefits on household 
income, 2008-09.

Original income £6,402 
Of which:
Occupational pensions, annuities £4,959 

Direct benefits in cash £6,578 
Of which:
Retirement pension £5,007 
Income support and pension credit £380 
Housing benefit £437 
Disability living allowance £262 

Direct taxes and employees’ NICs £1,543 
Of which:
Income tax £872 
Less: Tax credits £2 
Net income tax £870 
Employees’ NI contributions £17 
Council tax and Northern Ireland rates £843 
Less: Council tax benefit/Rates rebates £189 
Net council tax £654 

Indirect taxes £2,036 
Of which:
VAT £864 
Employers’ NI contributions £219 

Benefits in kind £3,258 
Of which:
National Health Service £3,102 

Final income after taxes and benefits £12,659

These ONS data are also for households containing a retired person. Some retired households contain 
non-retired people and others contain more than one pensioner. Table 4 presents these data for individuals. 
To convert household data to individual data the household figures were divided by the average numbers of 
people in them (1.38 people). The data show that 56 per cent of retired households contain single adults 
(men account for 16 per cent and women 40 per cent) and 44 per cent have two or more adults.

The average expenditure per person can then be increased over time in line with estimates for GDP growth, 
price growth (such as the Retail Price Index (RPI)) and wage growth. There is considerable uncertainty over 
the long term estimates for these factors. This is why, for example, the Bank of England does not publish 
long run estimates of inflation. A small change in these figures can lead to a significant change in the 
projected fiscal costs of programmes and of tax revenues. Key assumptions employed in this research are 
summarised below in Appendix 2 of this report.

Estimates for major areas of spending: pensions
Results for projected retirement benefits and other direct cash benefits are shown below. The first figure 
shows the increase in expenditure on retirement pensions and other direct cash benefits (excluding the 
non-refundable component of tax credits, which are included in the data as reductions in taxes) under the 
assumptions above. This shows that spending on retirement pensions will grow at a faster rate than 
spending on all other cash benefits and will account for more spending than all other cash benefits.
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This increase in spending on retirement pensions is illustrated in further detail in Figure 9. This figure 
contrasts the increase in spending on these benefits under the 2007 and 2011 pension reforms. For the 
2007 reforms the increase in the average expenditure on retirement pensions is increased in line with the 
RPI.67 For the 2011 reforms, the average receipt is increased in line with the triple lock and the increase in 
the State Pension Age is brought forward.

The results show that the increase in the State Pension Age under the 2007 reforms put the UK state 
pension on a more fiscally sustainable footing. Rather than increasing by 2.0 per cent of GDP between 2011 
and 2041, under these reforms the cost of retirement benefits would have increased by around half of this 
amount (from 5.2 to 6.3 per cent of GDP).

However, the Coalition’s change to the way in which the state pension is indexed has more than eroded the 
fiscal savings from this increase in the pension age. Bringing forward the increase in the State Pension Age 
only provides medium term fiscal savings and no long term fiscal benefit (by 2021 the age will return to its 
previous track). Under the 2011 reforms expenditure on retirement pensions is projected to increase from 
around 5.0 per cent of GDP in 2010 to around 7.1 per cent of GDP in 2041. This increase of 2.1 per cent of 
GDP is equivalent to (with rounding) £32.3 billion a year in today’s money. By 2041 this increase in the 
costs of pensions will be around 0.7 per cent of GDP higher under the 2011 reforms than under the 2007 
reforms. This is equivalent to (with rounding) £10.9 billion a year in today’s money.

While this increase in public spending on retirement pensions is lower than the forecast OECD average (an 
increase of 2.4 per cent of GDP in the period 2010 to 2040), in a number of countries, including the United 
States, Sweden, Denmark, France and Italy, pension expenditure is expected to be broadly stable over the 
forecast period.68

Figure 8: Total estimated cost of retirement pensions and other cash benefits for the whole 
population, 2011 to 2041
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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67  Reform compared the results of its model with estimates produced by the European Commission on the increase in the gross public 
pension expenditure as a share of GDP between 2004 and 2050 (Salomäki, A. (2006), Public pension expenditure in the EPC and the 
European Commission projections: an analysis of the projection results, European Commission). These estimates did not include the 
2007 proposals to increase the retirement age and estimated that the UK would see an increase in pension burdens of 2.5 per cent of 
GDP between 2010 and 2040. The Reform estimate for this period (and also excluding the 2007 pension reforms) was of an increase of 
1.4 per cent of GDP and so can be seen as a conservative projection.

68  OECD (2011), Pensions at a glance 2011: Retirement income systems in OECD and G20 countries.
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Figure 9: Cost of retirement pensions – 2007 reforms versus 2011 reforms
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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Estimates for major areas of spending: health and other benefits in kind
Projections for spending on the NHS, education and other benefits in kind for the whole population are 
shown in Figure 10 and Figure 11. Given the data limitations noted above the estimates of health spending 
as a share of GDP contained in the figure are low, but they do nonetheless show an increase in health 
spending of around 2.6 per cent of GDP between 2011 and 2041. These estimates of health spending also 
include spending on long term care.69

Figure 10: Total estimated cost of the NHS, education and other benefits in kind for the whole 
population, 2010 to 2040
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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69  In the ONS data hospital and community health services (HCHS) are included in the estimate of the benefit in kind from the NHS. HCHS 
include spending on acute services, mental health, community care, geriatrics, learning disabilities and maternity costs.
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This increase, equivalent to around £39.7 billion a year in today’s money, highlights the importance of 
reducing the cost of the NHS. Health is already the largest departmental budget and will continue to 
dominate departmental spending. These estimates of health costs should be seen as being conservative. 
They account for population ageing, changes in GDP and changes in the costs of health inputs. The assumed 
level of health price inflation is consistent with the most resource efficient scenario in the Wanless review of 
health care funding.70 The spending increase assumed in this model is significantly below the level of 
increase in spending over the last decade, and implies a much greater focus on increasing productivity 
within the health service.

The importance of the NHS for the population over State Pension Age is also shown in the figure below. The 
major benefit in kind that this group receives is healthcare, with other benefits in kind accounting for low 
shares of the services received. This can help explain the opposition of much of this cohort to reform to and 
involvement of private firms in services such as the NHS, which contrasts with the attitudes towards reform 
of younger cohorts.71

Figure 11: Breakdown of benefits in kind received by the population over State Pension Age
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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Overall fiscal estimates
The estimates above can be combined with estimates for tax revenues and other spending and used to 
produce projections of likely fiscal outcomes. A challenge in doing this is that the ONS data on the effects of 
taxes and benefits on household income do not contain a full picture of the government accounts, as noted 
by Rosewell et al.72 Nevertheless, the figures for total spending and total taxes can be identified from Budget 
2011 for the period for 2011 to 2015. By calculating the difference between these Budget totals and the ONS 
data, estimates of omitted spending and omitted taxes can be generated. To project the fiscal balance 
forward it can then be assumed that these omitted items grow in line with other areas of government spending 
(e.g., in line with GDP). Taxes omitted from the ONS data are also assumed to grow in line with GDP.

70  The fully engaged scenario (the most resource efficient) showed NHS spending increasing to £154 billion (2002-03 prices) by 2022-23, 
the solid progress scenario saw spending rise to £161 billion and the slow uptake scenario saw spending rise to £184 billion (Wanless, D. 
et al. (2007), Our future secured? A review of NHS funding and performance, King’s Fund). In the Reform model health spending would 
rise to £159 billion (2011-12 prices) by 2022-23, which is below the real level of all three Wanless scenarios.

71  Reform (2011), Reform quantitative poll – attitudes to private sector involvement in public services.
72  Rosewell, B. et al. (2010), The Fiscal Landscape: Understanding contributions and benefits, 2020 Public Services Trust, p. 20. “The ONS 

study allocates around £360 billion of government revenue and £320 billion of spending across households. This equates to roughly 60 
per cent of total revenue and around half of public sector expenditure. The study only allocates the revenue and spending which it finds 
’can be reasonably attributed to households’. It does not include those which are harder to trace or to attribute (for example revenue from 
corporation tax and spending on defence).”
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The resulting projections for the fiscal balance are shown in the figure below. Note that, as with all long 
term projections of this nature, changes in the assumptions that underpin them can lead to a material 
change in the projections. To illustrate the sensitivity of these estimates to the assumptions made the 
implications of varying key assumptions are discussed in a later section.

The figure shows that, even with these conservative estimates, the overall outlook for the UK public finances 
is poor. Spending as a share of GDP is projected to increase to 43.6 per cent by 2041. This is consistent with 
HM Treasury’s 2009 estimates that spending would increase to 43.3 per cent of GDP by 2038.73 Indeed, for 
2038, the Reform model estimates spending as a share of GDP at 43.0 per cent. Under the 2007 pension 
reforms spending for this year would have been 42.3 per cent.

Figure 12: Estimates of UK public finances fiscal balance, 2010 to 2040
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).
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This illustrates how the increased longer term costs of the 2011 pension reforms swamps the gains from the 
Coalition’s plan to eliminate the structural deficit within this Parliament. Even if the Coalition is to achieve 
its target for its first term, significant reform will still be required. The challenge of rescuing the UK’s public 
finances has only begun. Even before the change to the indexation of the state pension, demographic and 
other pressures would lead to spending as a proportion of GDP continuing upwards, meaning that real tax 
burdens would have to rise. Even with an estimated increase in tax burdens from 35.5 per cent to 39.4 per 
cent of GDP in the three decades from 2011 to 2041, the government accounts are still projected to remain 
in deficit. Under such a scenario public finances in the UK would not be sustainable as governments would 
not run the surpluses required to stabilise debt. This is even before account is made for dynamic effects of 
changes in policy settings, such as increases in tax burdens. The accounts would collapse into a debt spiral.

Alternative fiscal estimates
As noted above, long term fiscal projections are heavily dependent on assumptions contained in the model 
that produces them. The approach taken in the projections above has been deliberately cautious and so the 
estimates produced have likely understated the poor nature of the fiscal outlook. To illustrate the sensitivity 

73  HM Treasury (2009), Long-term public finance report: an analysis of fiscal sustainability.
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of the conclusions to these assumptions, and to illustrate what happens when the assumptions change, this 
section outlines the results from a range of different scenarios. This section also discusses the implications 
of introducing a single tier pension.

The scenarios show the effect of varying the rates of economic growth, holding all else constant. These 
scenarios show how an increase in the rate of economic growth translates into an improvement in fiscal 
outcomes, and highlights the importance of lifting the long run growth rate for improving living standards. 
A small change in the rate of long run growth can have a large effect. To illustrate, if the rate of long run 
economic growth is 2.5 per cent then an economy would double in size roughly every 28 years. If this rate of 
growth was to fall to 2 per cent, this would take 35 years. With a 1.5 per cent growth rate this would take 46 
years. Note that these scenarios do not take into account dynamic effects of changes in policy settings, such 
as increases in tax burdens.

Table 5: Static outcomes of alternative fiscal scenarios
Source: Reform calculations based on Office for National Statistics (2009), 2008-based National 
Population Projections (principal projections).

Scenario Key assumptions Results

Spending as % of 
GDP (2041)

Revenue as % of 
GDP (2041)

Average fiscal 
balance (2015 to 
2041)

Core scenario Real growth rate 2.5% 43.6 39.4 -3.0

High growth Real growth rate 
0.5% higher (3%), all 
other assumptions 
unchanged

42.1 39.3 -2.3

Low growth Real growth rate 
0.5% lower (2.0%), 
all other assumptions 
unchanged

45.3 39.5 -3.7

Proposals to introduce a single tier pension for new recipients also have the potential to significantly 
increase costs. The Department for Work and Pensions has estimated the cost of paying £140 a week state 
pension to all pensioners as £11 billion in 2016-17 (in 2010-11 cash terms).74 There is a view that a citizens’ 
pension could reduce the cost of pension benefits through avoiding the problems of means-testing 
discouraging savings and contributions to personal pension accounts (which many workers will be 
automatically opted into). While it is clear that people in the UK need to increase their savings, the 
experience with universal pensions in countries like New Zealand highlights that the introduction of this 
policy is unlikely to provide a silver bullet. The universal pension in New Zealand is likely to be a major 
reason for the low household savings rates in that country. Incentives to save are reduced when people 
know that they will receive a benefit even if they make no preparation for their own retirement.

74  Department for Work and Pensions (2011), Cost of paying £140 a week State Pension to all pensioners retiring before 2016/17.
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The United Kingdom is not alone in having to consider how to address the costs of an ageing population. 
Many other countries face similar challenges. This means that positive lessons (what to do) and negative 
lessons (what not to do) can be drawn from overseas approaches and experiences, especially in the 
approach taken by a number of OECD countries to manage the increasing cost of retirement provision. The 
emphasis in this approach has been to diversify to multiple pillars of provision and funding. This can be 
seen as a three pillar approach:75

 >  The first pillar (the “public pillar”) is a mandatory public scheme financed by worker contributions or 
taxes, with a redistributive and income insurance role.

 >  The second pillar (a “mandatory private pillar”) is mandatory contribution to individual accounts in 
privately managed schemes, to remove the majority of pension provision from public sector 
management and diversify the income guarantee base.

 >  The third pillar (a “ voluntary private pillar”) is voluntary savings for individuals who desire greater 
retirement income and have sufficient resources to invest.

This model can be applied to all areas of age related spending, not just retirement pensions. Approaches 
taken to shift toward this three pillar model have included:

 >  Reducing the cost of the public pillar.

 >  Broadening the funding base of the public pillar.

 >  Encouraging the private pillar.

Reducing the cost of the public pillar
Retirement benefits are the largest driver of overall welfare expenditure. Only 10 per cent of welfare 
expenditure is spent on the major out of work benefits, while 54 per cent (around £100 billion) is spent on 
the elderly and 27 per cent (around £49 billion) is directed at children.76 In 2009-10 the Basic State Pension 
cost £55.8 billion, SERPS and the Second State Pension cost £13.7 billion and the Pensions Credit (Savings 
and Guarantee) cost £8.1 billion. This contrasted with £21.5 billion on the Housing Benefit, £19.0 billion on 
the Child Tax Credit, £12.2 billion on the Child Benefit, £12.1 billion on the Disability Living Allowance and 
£7.2 billion on Income Support.77

Raising (and equalising) the retirement age
The 2007 Pension Act set a timetable for increasing the State Pension Age from 60 to 65 by 2020 and then 
to 66 between 2024 and 2026. However the deterioration of the public finances and concerns that 
demographic changes were taking place faster than previously forecast caused the Government to propose 
revising the timetable. The 2011 Pensions Bill brought forward the increase in the state pension age to 66 by 
2020. Of this the women’s State Pension Age (of 63) will be equalised with the male age (65) between April 
2016 and November 2018 and the men’s and women’s State Pension Age will increase from 65 to 66 
between December 2018 and April 2020.

The Department for Work and Pensions has claimed that this will save £38.1 billion in real terms and will 
affect 5 million people.78 This calculation combines the reduction in the state pension paid, extra taxes and 
National Insurance Contributions collected and extra working aged benefits paid. This estimate is, however, 
of the total fiscal benefit for the change and gives no indication of the on-going savings, which, as the 
Pensions Policy Institute has noted, will be minimal after 2021.79

75  World Bank (1994), Averting the Old Age Crisis: Policies to Protect the Old and Promote Growth. In its 1994 report the World Bank 
described a three- pillar model of retirement income support: “The study suggests that financial security for the old and economic growth 
would be better served if governments develop three systems, or “pillars” of old age security: a publicly managed system with mandatory 
participation and the limited goal of reducing poverty among the old; a privately managed mandatory savings system; and voluntary 
savings. By separating the redistributive function from the savings function, the public pillar – and the size of the payroll tax needed to 
support it – can be kept relatively small, thus avoiding many of the growth-inhibiting problems associated with a dominant public pillar. 
Spreading the insurance function across all three pillars offers greater income security to the old than reliance on any single system.”

76  Cawston, T. et al. (2010), The money go round: Cutting the cost of welfare, Reform.
77  Department for Work and Pensions (2010), Benefit Expenditure Tables: Medium Term Forecast.
78  Department for Work and Pensions (2011), Pensions Bill 2011, Annex A: State Pension Age.
79   Pensions Policy Institute (2010), PPI Submission to the DWP’s State Pension Age Review.
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These changes reflect wider trends in the developed world with half of OECD countries announcing 
increases in their retirement age. By 2050 the average state pension age in the OECD will reach 65, an 
increase of nearly 2.5 years for men and 4 years for women.80 However, life expectancy is expected to grow 
even faster. Approaches such as automatically linking increases with the state pension age with changes in 
longevity will thus require further consideration.

While shifting forward the increase in the retirement age is the right thing to do, given increases in longevity, 
too little thought has been given to supporting people who will be caught in the transition. While there may 
be little case for delaying a change, the fact that there are transitional losers will require a policy response 
(for example, consideration will need to be given to improving the labour market outcomes of the over 55s).81

Lowering (means testing) benefits
The UK’s spending on retirement benefits provides poor value for money. Too much of this spending goes 
to people not in need. As well as the retirement benefits noted above, around £4.3 billion is spent on various 
pension “add-ons” which have little social value. For instance:

 >  The Winter Fuel Allowance accounts for spending of £2.7 billion per annum and is poor value for 
money.82 As the Environment, Food and Rural Affairs Select Committee illustrated, only 12 per cent 
of claimants for the Winter Fuel Allowance are in fuel poverty.83 This poor targeting efficiency means 
that fewer funds can be provided to families in need without costs being prohibitively high. The 
increase in cost of the programme also bears little relationship to changes in heating costs, with a 150 
per cent increase in the payment from 1999 to 2010 compared to an increase in domestic electricity 
bills of 22 per cent in England and Wales in this period.84 This expensive programme duplicates an 
existing programme, the Cold Weather Payment, and is largely spent on things other than fuel.85,86

 >  Free bus passes were introduced for the over 65s in 1998 and have been extended to over 60s and 
people who are disabled. These passes now cost around £1.0 billion a year.87 In 2009 the Local 
Government Association released a report criticising the scheme as inefficient and high cost with 
“many people benefitting who do not need to.” There is evidence that, for example, “new pass holders 
are younger, better off and more likely to be car owners.”88 This expensive programme does not 
effectively improve the mobility of elderly passengers as more important barriers are factors like the 
quality of facilities at bus stops.

 >  Free TV licences for the over 75s cost £545 million per annum.89 It is reasonable to expect pensioner 
families, especially higher income ones, to take responsibility for funding this non-essential consumption.

The Coalition Government has made some steps towards requiring working aged families to take greater 
responsibility for themselves, but middle class welfare for retired families has remained off limits. 
Improving the targeting of these programmes would make the welfare system stronger and more just.

Even a small increase in the generosity of a universal programme comes at a very large financial cost, 
meaning resources have to be spread thinly and less is available for poor families. An increase in middle 
class welfare tends to crowd out spending on the poor, with political incentives meaning that the wrong type 
of support tends to increase in value. This can be shown in the contrasting recent histories of the Winter 
Fuel Allowance and the Pension Credit.90 Increased spending on middle class welfare also undermines the 
legitimacy of a welfare system. Reform research on the British Social Attitudes Survey has shown, for 
example, that as spending on middle class welfare increased in the UK from 1997 onwards, public support 
for working aged benefits for people out of work fell.91

80  OECD (2011), Pensions at a glance 2011: Retirement income systems in OECD and G20 countries.
81  See, for example, Harrop, A. (2010), in “Reforming welfare: Transcript”, in Nolan, P. (ed.) (2010), The first hundred days, Reform.
82  Cawston, T. et al. (2009), The end of entitlement, Reform.
83  House of Commons Environment, Food and Rural Affairs Select Committee (2009), Energy efficiency and fuel poverty.
84  Department of Energy and Climate Change (2010), Energy Price Statistics: Table 2.2.2. Average annual domestic electricity bills for UK 

countries. Reform calculations based on average standard credit, direct debit and prepayment bills.
85  Cawston, T. et al. (2009), The end of entitlement, Reform.
86  See footnote 17.
87  Cawston, T. et al. (2009), The end of entitlement, Reform.
88  Local Government Association (2009), Securing best value and outcomes for taxpayer subsidy of bus services.
89  Cawston, T. et al. (2009), The end of entitlement, Reform.
90  Since its introduction in 2003-04 the Pension Credit has increased in line with inflation with the average award rising by 30 per cent from 

£42.71 to £55.56 in 2009. In 2003-04 the Winter Fuel Allowance (first introduced in 1998) was £100 and is now £250 for over 60s and £400 
for over 80s. These represent increases of 150 per cent and 200 per cent while the real cost of energy and electricity bills increased by 
around 30 per cent over the five years to 2009. Bolton, P. (2010), “Energy price rises and fuel poverty”, Key Issues for the New Parliament 
2010, House of Commons Library; Institute for Fiscal Studies (2010), Pension Credit Rates; Reform calculations.

91  Nolan, P. (2011), The fairness test, Reform.
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However, means testing can create economic cost (such as disincentives to save and work) and compliance 
and administrative burdens and the UK already has an overly complex welfare system. There is also a 
concern that means testing can discourage people from building up assets, or distort the timing and means 
of the drawdown of their value. The approach to means testing the Pensions Credit, in particular, requires 
review as there is evidence that this programme is too complex and rates of take up are low.92 

Not all countries have had such poor experiences with means testing major pension benefits. There are 
important lessons that can be drawn on how means testing can be made to work. (The example of Australia 
is discussed below.) It is also possible to reduce fiscal costs without increasing means testing. Poorly 
targeted programmes can simply be scrapped. Yet political reluctance to abolish programmes means half 
measure approaches are often taken and as a result complexity can be made worse. Reducing costs requires 
removing programmes entirely not merely fine-tuning them.

Means testing the state pension in Australia
Australia is a key example of a country that has effectively means tested its state pension.93 In Australia, the 
Age Pension means test has two parts (effective from March 2011):94

 >  An income test: applies a 50 per cent taper to income above a threshold ($A3,796 per annum for a 
single person). It applies directly to earned income but uses a variety of methods to assess income 
from savings. A part pension is payable to a single person with private income up to around 
$A41,720.

 >  An asset test: includes most assets, with the principal home exempt (and a higher assets test-free area 
for non-home owners). The assets test reduces Age Pension receipts by $A1.50 per fortnight (or $A39 
per year) for every $A1,000 of assets over the free area. A pension is payable to a single home owner 
with assets in addition to the principal home up to $A668,000.

In a 2009 review of the Australian pension system, Dr Jeff Harmer argued that the operation and design of 
the means test should be seen in the context of the overall role of the pension system. He argued that, in a 
policy environment where pensions are not funded on a contributory basis but are instead funded on a pay 
as you go basis, it cannot be argued that pensioners have earned a “right” to their pensions through having 
paid taxes throughout their working lives.95 Further, in the design of a means test, a balance needs to be 
struck:

 >  Between effectively targeting assistance and minimising disincentives for employment and savings, 
including not unfairly penalising, or discouraging, those who seek to provide for themselves.

 >  Between the level of assistance and the impost on taxpayers who ultimately fund spending on 
pensions.96

In striking this balance the Australian means test has been seen as allowing more resources to go to 
pensioners wholly reliant on the state pension. There is no evidence that pensioners who face the means 
test (e.g., have a low to moderate reliance on the means tested pensions) have inadequate total incomes due 
to the test. Indeed, Harmer argued that the means test should be “tightened, so as to ensure effective 
targeting and reduce any inappropriate cost impact of addressing the needs it had identified.”97 Harmer also 
highlighted the need for some improvements to ensure “that there are incentives for people to participate in 
the labour market and to save and support themselves.”98 Following the report, the Australian Government 

92  House of Commons Work and Pensions Committee (2009), Tackling Pensioner Poverty: Government Response to the Fifth Report from 
the Committee, Session 2008–09.

93  From the time that the first national Age Pension was introduced in Australia in 1909 there was a means test based on income and assets 
(including the home). The tests were gradually softened and for a brief period in the 1970s the government introduced non-means tested 
pensions financed out of general revenues. However, this was quickly abandoned and means testing reintroduced again by the 1980s. 
The mid-nineties saw a renewed debate on a universal pension for Australians, but this was quelled when modelling of fiscal implications 
showed that the costs had been significantly underestimated and that the proposals appeared to benefit wealthier pensioners to a 
greater extent. Daniels, D. (2011), Background note: Social security payments for the aged, people with disabilities and carers 1901 to 
2010, Parliament of Australia; Herscovitch, A. and D. Stanton (2008), “History of Social Security in Australia”, Family Matters, No. 80, 
2008, Australian Institute of Family Studies.

94  Centrelink (2011), Age pension – income and assets, Australian Government.
95  As he argued: “Pensions are paid out of current receipts and by current taxpayers. Indeed, with the changing structure and size of the 

population, current and future cohorts will be required to provide support to a much larger population of pensioners than has been the 
case for earlier generations. It should also be noted that even at current values for the pension, and despite the perceptions of many, for a 
large proportion of the population, the level of taxation they have paid, even if wholly allocated to the pension, would not have been 
sufficient to fund the current rates of pensions over current projected lifetimes” (Harmer, J. (2009), Pension Review Report, Department 
of Families, Housing, Community Services and Indigenous Affairs, Canberra, p. 128).

96  Ibid, p. 121.
97   Ibid, Summary p. xx.
98   Ibid, Summary p. xx.
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announced its “Secure and Sustainable Pensions” package in the 2009-10 Budget, which increased the 
value of benefits while tightening the income test rules to fund this.99

This use of means tested benefits in Australia should not be seen in isolation from other features of the 
system of support for retirement income, especially the focus on helping families build up assets since the 
early 1990s.100 Further, the operation of the means test cannot be seen in isolation from the obligations on 
families. There is no perfect welfare system where at every point saving and work always pays, all costs of 
ageing are covered and change never creates “losers.” But this should not be used as an excuse when 
families fail to make decisions that are in their – and society’s – long term interests. The flipside to having a 
welfare system which provides an important social safety net is that people should reasonably prepare for 
their own futures if they are able.

Broadening the funding base of the public pillar
Social security is commonly funded on a pay as you go (PAYG) basis, where contributions from current 
taxpayers, employees, and employers fund services and transfers to current pensioners. However, with 
population ageing increasing pension expenditures are being supported by fewer workers, bringing the long 
term viability of PAYG systems into question. There is a need to broaden the funding base.

Earmarked taxes versus general tax financing
Some countries fund PAYG social security through supplementary earmarked taxes, such as National 
Insurance Contributions in the UK. Following a report by the independent Office of Tax Simplification, in 
Budget 2011 the Coalition Government announced a consultation on options for merging National 
Insurance Contributions and Income Taxes.101 This proposal would involve recognising that the 
“contributory principle” has little practical application in the UK welfare state of today. This principle, that 
National Insurance Contributions are contributions into a system of social insurance, dates back to 1911. 
However, as David Martin has noted, there are currently only six state benefits that depend wholly or partly 
on contributions: bereavement allowance; contribution-based jobseeker’s allowance; employment and 
support allowance; incapacity benefit; statutory maternity pay and the basic state pension.102 Proposals to 
move to a flat rate pension of £140 a week, based on residence rather than national insurance payments, 
would further erode this principle.

As well as the declining relevance of “contributions” in the assessment of entitlement, the true nature of 
National Insurance Contributions means that they should be more appropriately seen as hypothecated 
taxes and not contributions. These contributions, the fund into which they are paid (the National Insurance 
Fund) and the benefits paid out all operate on a pay as you go basis. The National Insurance Fund (into 
which most National Insurance Contributions are paid) is largely just a smoke and mirrors device. It is not a 
“fund” in any normal sense of the word as no resources have been put aside to cover future liabilities.103 This 
system does not address the rising fiscal costs associated with the UK’s ageing population.

Further, when the National Insurance Fund is in surplus (as is currently the case by around £50 billion due 
to pension benefits mainly increasing in line with inflation while National Insurance Contributions have 
increased in line with earnings), the excess is lent to the Government via the Debt Management Office to 
reduce government borrowing, which frees up resources for spending elsewhere.104 This use of National 
Insurance Contributions to fund other areas of government spending has become more direct over time. 
More than £20 billion – around 20 per cent – of National Insurance Contributions each year do not even 
make it into the Fund at all but are diverted straight to the NHS.105 Money from the National Insurance 
Fund has also been used to fund tax cuts for employers in compensation for increased green taxes (such as 

99  Department of the Deputy Prime Minister and Treasurer (2009), “Secure and sustainable pension reform: Three million Australian 
pensioners benefit from reforms”, Canberra, 12 May.

100  The Australian Superannuation Guarantee, introduced in the 1990s, has encouraged families to build up a total pension pool worth $1.3 
trillion – almost the same size as the country’s GDP (Grimond, J. (2011), “No worries? Special Report on Australia”, The Economist, 28 May.

101  Office of Tax Simplification (2011), Review of tax reliefs: Final report.
102  Martin, D. (2010), Abolish NICs: Towards a more honest, fairer, simpler system, Centre for Policy Studies.
103  Contrasts can be made to approaches of earmarking funding reserves for anticipated future PAYG costs. This approach is uncommon. Six 

international examples of pre-funding are the Irish National Pensions Reserve Fund, the Norwegian Oil Fund, the Canada Pension Plan, the 
New Zealand Superannuation Fund, the Dutch public pensions saving fund and Chile. Research by Motu in New Zealand argues in favour 
of “Save as you go” or “SAYGO” schemes as a type of pre-funding: “Under a pure save-as-you-go (SAYGO) scheme, taxes are collected in 
advance and accumulated into a fund, and the pension is financed by drawing down the fund. A save-as-you-go scheme is considered 
fully funded if each cohort contributes enough in taxes that the fund is expected to cover their retirement pension entitlements.” However, 
the author recognises that “The costs of the transition make the switch to a SAYGO funded pension scheme politically tricky” (Coleman, A. 
(2011), PAYGO v SAYGO: Prefunding Government-Provided Pensions, Motu Economic and Public Policy Research).

104  House of Commons Library (2011), National Insurance Contributions: an introduction, Standard Note: SN/BT/4517.
105  Martin, D. (2010), Abolish NICs: Towards a more honest, fairer, simpler system, Centre for Policy Studies.
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the Landfill Tax and the Climate Change Levy).106 Contributions are not linked to benefits and, as the 
Mirrlees Review documented,107 the system merely adds to the complexity and cost of the pensions system, 
and other benefits.

This discussion highlights that National Insurance Contributions (or indeed any proposal for new taxes for 
funding areas like long term care) should be viewed as taxes and evaluated against the principles of good tax 
policy. In contrast to an efficient tax system, poorly designed social insurance taxes could lead to a 
shrinking of the tax base and there being fewer, not more, resources for funding the welfare state. Further, 
taxes that are hypothecated to particular spending “restrict the Government’s ability to adjust fiscal policy 
as required or to ensure that competing claims for resources are accessed on an equal basis.” This risks 
leading to lower value for money from this spending as this area would be outside the normal expenditure 
scrutiny process.108 Thus while there may be a case for the use of supplementary taxes, they should be 
restricted to cases where they provide a mechanism for generating revenue that is fairer and more efficient 
than funding out of general taxation.

User charges and greater individual contributions
OECD data show that, in spite of the concerns regarding the protection gap discussed above, the private 
level of expenditure on pension benefits in the UK is relatively high. Of total expenditure on pension 
benefits in 2007 equivalent to 9.9 per cent of GDP, private spending made up 4.5 per cent. These figures 
were both higher than the OECD averages of 8.4 and 1.6 per cent, respectively.109

In contrast to pensions, people in the UK make one of the smallest private contributions to healthcare 
expenditure of major countries. Across many developed countries healthcare costs are funded both by 
public sources and private spending. However the UK is the outlier, with no other nation having such a high 
dependence on public, and overwhelmingly taxpayer, financing for healthcare. For instance:

 >  While many European social insurance systems feature public finance of slightly more than 75 per 
cent, and in the case of Switzerland less than 60 per cent, the UK relies on the taxpayer for nearly 82 
per cent of the total healthcare bill.110

 >  The average private element of healthcare expenditure for major nations is 3 per cent of GDP, with 
social insurance systems such as France and Germany spending 2.5 per cent. In the UK it is only 1.5 
per cent.

In countries with the highest projected growth in health spending, such as the UK, successful reforms to the 
delivery of healthcare may be insufficient to make healthcare sustainable. As the IMF suggests, this could 
imply “a fundamental change in the role of the State in the provision of health services.”111 Developed 
countries are looking to contain growing public spending on healthcare through both making healthcare 
more efficient and increasing private contributions. Increasing private contributions could improve 
finances (after accounting for any additional administration and other costs) in two ways. First, revenue 
would be generated that could be used to fund other parts of the health system (more of GPs salaries would be 
obtained from patients and less from the public purse). Second, the introduction of user charges would lead to 
a reduction in demand, which would, in turn save the NHS the costs of providing unnecessary services.

Britain is virtually unique in having no charge to visit a GP. As the cost of visits fall to the taxpayer, patients 
have an incentive to visit the doctor for even minor ailments or miss appointments, creating opportunity 
costs that affect everyone (GPs spending much of their time dealing with the worried well rather than 
addressing genuinely unwell people). User charges should be introduced and there should be greater 
reliance upon other health professionals (such as nursing staff and pharmacists) for treating less serious 
ailments. To reduce the risk that high need people do not miss out on necessary treatment high need 
populations (such as children under 5 and people older than 65) could be exempted from the requirement 
to face user charges.

A growing number of European countries have introduced user chargers and started to define a “benefits 
basket” of healthcare entitlements to increase private finance. Sweden uses small charges for a wide range 

106  Ibid.
107  Institute for Fiscal Studies (2011), “Integrating personal taxes and benefits”, in Mirrlees, J. (2011), Tax by Design, Institute for Fiscal 

Studies.
108  Spencer, K. (1991), Tied tobacco taxes (memo to Minister of Finance), Wellington.
109  OECD (2011), Pensions at a glance 2011: Retirement income systems in OECD and G20 countries.
110  OECD (2009), OECD Health Data 2007.
111  IMF (2010), Macro-Fiscal Implications of Health Care Reform in Advanced and Emerging Economies.
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of health services which have been generally accepted as reasonable, with fewer than 5 per cent of patients 
finding visiting a GP “not very affordable.” The introduction of a €10 charge for GP appointments in 
Germany found that little change in the proportion of patients making some contact with a doctor, but a 
reduction in the average number of contacts made.112 Since 2005, French patients have also been charged 
€1 for each consultation, intervention and test, and €7 for each specialist consultation. Surveys have shown 
that fewer than 10 per cent of patients finding visiting a GP “not very affordable.” Ireland and Finland have 
charges for avoidable accident and emergency admissions with no evidence of equity being undermined. 

As well as increasing revenue for the health services, charging will moderate demand and engage patients 
more in how they consumer health services and how they manage their own health. Charging will also give 
patients greater choice over the services they receive and make services more responsive and accountable to 
consumers and intensify the need to engage patients in the differentiation in quality and effectiveness of 
healthcare. This will improve competitive pressures and further improve efficiency.

From unfunded defined benefit to funded defined contribution pension schemes
Throughout most of the twentieth century, pension systems – both public retirement-income provision and 
employer-provided private pension plans – were dominated by defined benefit schemes where pension 
entitlements reflected years of contributions and some measure of individual earnings.113 Over the last two 
decades there has been a marked shift across OECD countries with the diversification of pension systems 
and a significant increase in private, defined contribution schemes.114

In some countries, private defined contribution schemes have replaced all or part of the public, defined-
benefit pension scheme, for example in Chile, Estonia, Hungary, Mexico, Poland, the Slovak Republic and 
Sweden. In others, such as Australia, Israel and Norway, a requirement to contribute to a defined-
contribution plan was added on top of existing state pensions. Other countries have made this shift from 
defined benefit to defined contribution provision in voluntary private pensions, including Canada, 
Germany, Ireland, Sweden, the United States and the United Kingdom.115 

In defined contribution schemes contributions are paid into an account each year at a set rate of the 
member’s income and the balance earns interest and other income, at a rate depending on the financial 
performance of the underlying assets. Replacement rates are automatically lower the longer people live. As 
such these schemes transfer much of the risk for investment and longevity away from employers and onto 
individual employees.

The concern is that with this shift towards defined contribution schemes, many individuals will not do 
enough to protect themselves. As the Insurance Industry Working Group noted too many people are already 
not saving enough to provide for their retirement or to deal with the risks they face in their everyday lives. 
Estimates are that the overall protection gap in the UK could be as high as £2.4 trillion.116 As well as the 
overall level of the protection gap it is also important to understand who is likely to be underprepared. A 
small proportion of (higher-income) households provide the bulk of total savings. Households where net 
worth is relatively low include people outside the labour market and with younger dependent children.117

Encouraging the private pillar
There will always be a rationale for public funding of retirement income assistance as some groups, 
particularly women and older people of (and close to) retirement age, are often less able to prepare for 
retirement than other groups. Women may have their workforce participation interrupted due to caregiving 
responsibilities and those people close to retirement age who lose a job may often face difficulties in finding 
additional employment. Nevertheless, households will need to make a greater contribution to providing for 

112  Thomson S. and E. Mossialos (2010), Primary Care and Prescription Drugs: Coverage, Cost-sharing and Financial Protection in Six 
European Countries.

113  OECD (2011), Pensions at a glance 2011: Retirement income systems in OECD and G20 countries.
114  Ibid.
115  Ibid.
116  Cited in Cawston, T. et al. (2009), The end of entitlement, Reform.
117  There is, for instance, a relationship between age and net worth for employed individuals. This is likely to reflect time spent in the 

workforce, salary increases, and changes in occupation. Younger people have low levels of experience in the workforce and 
consequently tend to be in low earning occupations (such as service and sales workers, who have a high concentration of workers in the 
younger age groups and low median net worth as occupations). Further, households with dependent children generally have lower net 
worth than people with older (no longer dependent) children. This is likely to reflect the reduced ability to save when children are young, 
but as children age the financial costs related to raising children change and labour participation rates of mothers increase. These 
findings are generally consistent with life cycle models which suggest that people tend to save for their retirement mainly from their 
middle ages after they have accumulated consumer durables and housing stock and their children are independent.
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their own futures. If households are to bear more of the costs of age related spending then new ways in 
which risks can be pooled and spread over time are needed. New market solutions are required.

Tax incentives for private pensions
Corrective taxes are often promoted in relation to savings and investment. Tax relief is currently provided 
on contributions to private pensions and taking a 25 per cent lump sum of the pension fund. It may also be 
argued that tax breaks are necessary to recognise the sacrifice that people are making by saving (foregoing 
consumption) and to improve the rate of return savers experience. 

Yet the current approach to addressing the protection gap is flawed. Too much is spent on poor value for 
money tax relief for savings, which provides little support for the people of most concern and is likely to 
have little effect on increasing national savings rates. Figures from the Pensions Policy Institute suggest 
that total tax relief on private pensions is over £39 billion or 2.8 per cent of GDP (the net cost of tax relief is 
estimated at £30 billion or 2.2 per cent of GDP).118 However the UK’s savings rate remains below many 
other developed countries, with only 37 per cent of working age women and 42 per cent of working age men 
currently accruing a non-state pension.119

There is little evidence to suggest that tax relief increases the overall level of saving, or in reducing the 
“savings gap.”120

 >  International evidence on subsidies for savings indicates that much of the increase in private savings 
generated by these schemes is simply a transfer from public to private savings, as the subsidies are 
paid out of taxpayers’ funds, and so reduce funds available to repay public debt.

 >  These schemes also incur significant windfall costs – for example, people are paid for undertaking 
activities they would undertake anyway – and additional deadweight costs of taxation, such as the 
efficiency costs arising when taxes influence taxpayers’ behaviour.

 >  Tax relief is also of greater value to high income households and not the low and middle income 
households where saving remains lowest. Most tax relief on private pensions is paid to high earners 
and men.121

 >  Further, in relation to long term care insurance, while “many stakeholders have proposed income-tax 
relief as the key to persuade individuals to ensure for LTCI [….] analysis from the US suggests only a 
marginal effect, and France has achieved the highest take-up in the world without deploying tax-
relief.”122

The limited impact of tax subsidies could be explained by the complexity of the welfare system, poor levels 
of awareness and understanding of available reliefs and low levels of trust in financial services. Tax relief on 
pensions is complicated by the other pension entitlements, such as the Pension Credit, as well as frequent 
changes in its design.123 Yet specific tax concessions can also add to the complexity of the tax system, 
increase administration and compliance costs, and undermine the system’s overall fiscal integrity (for 
instance, once one particular group is provided with a concessionary treatment, it is hard not to introduce 
concessionary treatment for other groups). Specific tax concessions are poor value for money, provide little 
support for the people of most concern and are unlikely to have a substantial effect on increasing national 
savings rates. They are likely to damage the integrity of the tax system and cannot remain outside the value 
for money agenda.

Auto-enrolment in workplace pension schemes
Following the recommendations of the 2002 Pensions Commission personal pension accounts are set to be 
introduced by 2015 in the UK. People will be automatically enrolled into work place pension schemes. 
There will be a window for opting out and the ability to take contribution holidays. This scheme should, 
however, lead to a large increase in the uptake of workplace pension schemes and more people being 
encouraged to prepare for the costs of their retirement.

118  Pensions Policy Institute (2011), Pension Facts May 2011.
119  Ibid.
120  Curry, C. and A. O’Connell (2004), Tax Relief and Incentives for Pension Saving, Pensions Policy Institute. 
121  Curry, C. and A. O’Connell (2004), Tax Relief and Incentives for Pension Saving, Pensions Policy Institute.
122  Lloyd, J. (2011), Gone for good? Pre-funded insurance for long term care, The Strategic Society Centre, pp. 5-6.
123  Bassett, D. et al. (2010), Reality check: Fixing the UK’s tax system, Reform.
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While auto-enrolment in pensions is a welcome development, some changes are required on the supply side 
to transform the savings landscape. There needs to be a strengthening of the regulation of suppliers and 
better information provided to customers. There will, for example, be a need to communicate with a new 
group of customers on the risks of defined contribution schemes (returns vary with market conditions) and 
to understand their risk profiles. This regulatory response will, however, have to be proportionate and not 
damage the development of the market.

Those people who do not opt out and are not put into a particular scheme by their employers will be 
automatically enrolled into the National Employment Savings Trust. It has been argued that NEST will 
benefit from economies of scale. There will, however, be a significant requirement for capital to fund the set 
up and administration costs of NEST. The Association of British Insurers has expressed concern that if this 
capital is not provided at a commercial rate then NEST will be given an unfair advantage over private 
providers.124

Using NEST as the default provider will also, however, mean that people in this scheme will not build a 
relationship with private providers. Private providers will thus have less of an opportunity to cross-sell 
other products (such as for long term care). The use of NEST could also have a negative effect on member 
engagement (due to its automatic nature) and mean that members fail to maximise their retirement 
incomes.125  

Instead of using NEST as the default provider, people who do not choose a provider should be enrolled into 
an approved private default provider.  This was the case in New Zealand with the introduction of a 
voluntary, work-based auto-enrolment scheme – “KiwiSaver” – in 2007.  Investments are managed by 
private providers, with no government guarantees applying to the funds.  KiwiSaver has been generally seen 
as successful with the number of providers of KiwiSaver products, membership and the size of 
contributions all being higher than the government’s initial projections.126  While it has been recognised 
that this is largely due to the generous government subsidies provided, an evaluation of the supply side 
impacts by PwC for the Ministry of Economic Development concluded that: “the market is working well. It 
exhibits the key characteristics of a viable industry where the funds under investment are earning market 
returns and where there is innovation, growth and consumer choice.”127

Default providers should be selected in a competitive tender process and undergo a detailed evaluation to 
ensure they meet a number of stringent criteria including their security and organisational credibility, 
organisational capability, proposed scheme design, administration capability, competitive fee levels and 
investment capacity and capability. Engaging a range of competing private sector providers, where private 
sector disciplines and a plurality of providers could be engaged, would reduce the risks of the programme 
considerably. Countries like New Zealand, Australia, Holland and Denmark have used private providers to 
deliver low-cost pensions.128

Further, as well as saving for the costs of retirement, personal accounts have the potential to be used for a 
range of other social policy purposes. This is the approach taken in Singapore, where, alongside pension 
funds, individuals contribute towards personal welfare accounts that provide support for unemployment, 
accident or injury. A variant of personal accounts has been in place in Brazil for several decades and has 
been introduced by several other Latin American countries. Uruguay has a dual public/private insurance 
system which covers, among others, old age and unemployment insurance.

In the UK this concept of individual welfare savings has been developed by the Adam Smith Institute, who 
called for every individual to have a “Fortune Account” where individuals would contribute into private 
accounts to cover the costs of retirement and purchase insurance that will cover for financial shocks in 

124  Association of British Insurers (2011), ABI Response to the DWP Consultation Paper: “The Application of Pension Legislation to the 
National Employment Saving Trust Corporation Regulations 2011”.

125  Research by Oxford Economics for the Pension Income Choice Association (PICA) highlighted that many consumers are already failing to 
maximise their retirement incomes. This research noted that, for example, “In 2009, a 65 year old male and female about to purchase a 
fixed income annuity can increase their annual income after retirement by switching from the lowest to the highest paying provider by an 
average of 19% and 22%, respectively” (Oxford Economics (2009), The macroeconomic impact of shopping around for retirement 
income).

126  PricewaterhouseCoopers (2009), KiwiSaver – Evaluation of Supply-Side Impacts, A report for the Ministry of Economic Development.  
More recently, the New Zealand Savings Working Group has made recommendations for improving the design of the KiwiSaver, including 
supporting greater transparency and comparability of fees and performance, for example with “KiwiSaver providers producing a regular 
report, in simple language, to each member showing: the member’s opening amount, contributions, earnings (including as a rate of 
return), fees, and final amount.” (New Zealand Savings Working Group (2011), Saving New Zealand: Reducing Vulnerabilities and Barriers 
to Growth and Prosperity: Final Report to the Minister of Finance).

127  Ibid.
128  OECD (2009), Private Pensions Outlook 2008.
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their working lives.129 These personal accounts could provide incentives for individuals to both finance more 
of their own support and quickly locate new employment.

The main challenge in taking such a flexible approach to retirement savings is, however, that the use of 
funds for other purposes can lead to too few funds being available for retirement. The flipside of compound 
interest is that drawing on funds early can lead to a significant reduction in the final value of savings pots. 
Such an approach would thus only be justified if any increase in savings due to this greater flexibility (as 
people may be more willing to save for their retirement if they know they could draw down on these funds 
in times of need) would be larger than the reduction in the final value of savings.

Funding long term care
The approach of saving for a range of social policy purposes, not just for the costs of retirement, could 
potentially apply to the funding of long term care. A lot of research has been undertaken on approaches to 
funding long term care, including contributions by:

 >  The Joseph Rowntree Foundation, who first published the results of their Inquiry into the Costs of 
Continuing Care 15 years ago.130

 >  The King’s Fund’s Wanless Social Care Review, which was later revised by Richard Humphries.131

 >  James Lloyd’s National Care Fund (NCF).132

 >  Henry Featherstone and Lilly Whitham’s voluntary insurance approach.133

Following the publication of these various models, in 2010 the then Labour Government proposed a 
National Care Service (NCS). This idea was to provide a standard care package in full (excluding hotel 
costs). Individuals would have to pay to realise their entitlement to NCS but would then be exempt from 
meeting the cost of their future care needs. This policy, however, delayed a decision on precise funding 
arrangements.

On coming to power the Coalition Government set up the Commission on Funding of Care and Support. 
The Commission will report in July 2011 and will make recommendations on how to achieve an affordable 
and sustainable funding system for care and support. In some ways the challenge of funding for long term 
care is more difficult than funding retirement. The lack of the awareness of the need to prepare for future 
costs is even greater (many people mistakenly believe that care will be provided free at the point of need). 
Further, a much smaller proportion of the elderly population will need support with the costs of care, and 
the decision to fund care is often a crisis purchase.134

As Jules Constantinou of Gen Re has noted there are several ways in which the State can fund long term 
care.135 These do not just include general taxation, but may include other forms of selective taxes or levies, 
requiring employers, retirees and people in care to fund part of the package. People could also be allowed to 
access their retirement savings or private public partnerships could be established. For example, the private 
sector are the administrators and the risk underwriters of the mandated Eldershield system in Singapore, 
the private sector provides the mandatory insurance for people opting out of the compulsory German state 

129  Cited in Cawston, T. et al. (2009), The end of entitlement, Reform.
130  Joseph Rowntree Foundation (1997), Inquiry into meeting the costs of continuing care: Report and recommendations. This inquiry 

recommended the establishment of a funded National Care Insurance scheme, with compulsory contributions of around 1.5 per cent of 
earnings annually (with lower and upper earnings limits), so that care would remain free at the point of use. Accommodation costs would 
remain means tested and the paper recommended models such as equity release for those without a full contribution record or those 
who wanted to pay for higher standards than those set out by the National Care Council. The National Care Council would be appointed 
by the Government to oversee and regulate the care system. 

131  The King’s Fund Wanless Social Care Review argued that the state should determine a total care package (excluding hotel costs) for each 
individual, provide a certain proportion of this care (66 per cent), match in full each £1 contributed by individuals, means testing would 
not feature in the provision of the state’s benchmark proportion and the poorest households would be supported in making contributions 
through the benefit system. In 2010 Richard Humphries revised this model so that the proportion of the care package provided by the 
state should be 50 per cent and that individual contributions would be matched by the Government at the rate of £1 for every £2. See 
Humphries, R. et al. (2010), Securing good care for more people, The King’s Fund.

132  The NCF would fund in full a standard package of care (excluding hotel costs) as determined by the state. Individuals would join the NCF 
at around state pension age by agreeing to pay an enrolment fee, which would be determined by an assessment of means and could be 
deferred. The average fee would be around £10,000. Fees would be capped for the wealthiest households and the poorest households 
would not be required to pay an enrolment fee. See Lloyd, J. (2008), A National Care Fund for long term care, International Longevity 
Centre. 

133  Featherstone, H. and L. Whitham (2010), Careless: Funding long term care for the elderly. This report recommended that the 
Government’s Commission consider three funding models in particular: The King’s Fund Partnership Model, a social insurance model 
similar to that used in Europe and a hybrid model, with the State guaranteeing some level of care and people topping this up through 
insurance or annuity-backed products. 

134   Nolan, P. (ed.) (2011), Paying for long term care, Reform.
135  Ibid.
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system and integrated (common triggers for benefits between the State and private sector products) for 
top-up insurance in France.

These international lessons highlight that, as Mark Pearson from the OECD has noted, the funding of care 
should not be seen in isolation from the funding of other social services.136 International best practice is for 
the funding of health services and the funding of care to be done in similar ways (e.g., both including 
co-payments). Without this there are incentives for, for example, costs to be shifted to a free at point of use 
health system. This is a further reason for reforming the funding of the NHS.

The funding of care should also not be seen as separate to the broader problem of pensions. The long term 
solution to both problems is for families to build up greater wealth during their working lives that they can 
draw down in later life. The approach to funding long term care should be consistent with this broader 
approach to saving for the future and there is little case for compulsory savings for long term care when 
retirement savings are not required on a compulsory basis (only a small proportion, by some estimates one 
quarter, of retired people face the costs of care). There is also little case for a new form of taxation to fund 
this care, as:

 >  Hypothecated taxes with narrow bases can harm the integrity of the tax system (meaning there may 
be fewer, not more, resources available for funding future services). A new tax would also add to the 
complexity of the savings environment.

 >  While significant, the increased cost of long term care (projected to increase by 0.5 per cent of GDP 
by 2030)137 is much less than the problem of funding future health (health and care combined are 
projected to increase by 2.6 per cent of GDP by 2041) and pension commitments (projected to 
increase by 2.1 per cent of GDP by 2041). The approach to funding long term care thus needs to be 
consistent with the policy approach in these other areas. A separate, stand-alone system would add 
excessive complexity.

 >  There is evidence that there is sufficient wealth held in assets (especially housing assets) to 
adequately fund the increasing cost of care. These assets should play a part in any funding base for 
long term care. As the Pensions Policy Institute has noted the value of housing wealth owned by 
people over State Pension Age could increase by 40 per cent from £907 billion in 2009 to £1,274 
billion by 2030 (in 2009 earnings terms).138

The problem of funding long term care is thus largely political not fiscal. Politicians are reluctant to make 
the case for families to contribute to the costs of their care from their housing assets although much of the 
value of these assets has been unearned (windfall gains from house price increases greater than wage or 
economic growth). It cannot be right to level additional taxes on younger workers (who do not face such a 
favourable housing market) because elderly cohorts are unwilling to contribute to the costs of care out of  
their housing assets. The current approach to funding care also means that people are protected from any 
requirement to sell their homes when they enter care and there are a range of private products that can 
soften any blow.139

Nevertheless, there are several important changes in the approach to funding long term care that the 
Commission on Funding Care could recommend. These include:

 >  There needs to be greater clarity over entitlements and expectations. People must recognise that they 
cannot expect care to be free at point of need and they need to make provision for these costs. There is 
a need to clarify what funding/payments should cover (e.g., hotel costs, domiciliary care). A core 
benefits package (which may or may not be means tested) needs to be defined and any additional 
services above this offer should require co-payments.

 >  There needs to be recognition that the value of housing assets should be used in the determination of 
need and co-payments. Co-payments and means testing must play a role.

 >  However, the current means test requires reform. This operates with too sharp a cliff edge. The 
experiences of means testing residential aged care in countries like Australia could provide valuable 
lessons.140

136  Ibid.
137  Commission on Funding of Care and Support (2010), Call for evidence on the future funding of care and support.
138  Adams, J. and S. James (2009), Retirement income and assets: how can housing support retirement?, Pensions Policy Institute.
139  See, for example, Lewis, P. (2010), “Hold onto your home”, Saga Magazine (available online at http://www.saga.co.uk/money/

paullewisontheweb/hold-on-to-your-home.asp).
140  Australian Productivity Commission (2011), Caring for older Australians: Draft report, Canberra.
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 >  There needs to be a “three pillar approach”, which involves the State, individuals and support (not 
necessarily financial) for the private sector. This could include a greater link between care and 
pensions (tied in with auto-enrolment).

 >  There needs to be a greater focus on the development and take-up of market solutions to help 
families draw down the equity in their assets (this is discussed in greater detail in the following 
sections).

 >  Any changes to funding should not be undertaken without looking at delivery, as increasing funding 
would risk simply driving up costs (increasing inputs to an inflexible sector would lead to cost price 
inflation).

Immediate needs annuities and equity release
As noted above, addressing the challenge of funding long term care requires a greater focus on the 
development and take-up of market solutions to help families draw down the equity in their assets. This 
section discusses the categories of product (immediate need annuities and equity release products) that 
could support people in these circumstances.

As Lloyd noted, immediate need annuities are typically used by ‘self-funders’ in residential care who are 
paying for the costs of care themselves privately.141 These are a type of insurance product purchased at the 
point-of-need rather than in advance and protect people from ‘longevity risk’ (uncertainty over how long 
they will live in residential care and what their accumulated fees will be). There are currently around 5,000 
immediate need annuity policies in force, which represents around 4 per cent of the 120,000 self-funders in 
residential care, and a typical premium for an immediate need annuity is around £80,000 for a £25,000 
annual benefit.142

Equity release is a tool for converting housing wealth into liquid assets. This could include downsizing, 
moving out and renting, taking an interest only mortgage and taking out a sale and rent back scheme.143 
Such products can be useful for people who receive care while remaining in their home. Customers for 
equity release have been segmented into six bands.

Table 6: Customer segments in the equity release market
Source: SHIP Equity Release (2009), Facing the Future: Redefining equity release to meet 
today’s social and economic challenges, p. 10.

Customer segment Needs

People with long term care needs and ineligible for state funded 
care due to the value of their assets. Faced with choice of moving 
into residential care or paying for care at home

Using equity release to fund care 
at home and avoid a forced move 
to residential care

Vulnerable, older, very low income and no other assets.  
Possibly in debt

Necessity and “last resort” 
purchase

Older, low income and no other meaningful assets, living costs 
becoming a burden

Struggling to manage and need 
help to do so

Newly retired, adequate pension income and reasonable assets, 
but high expectations

Maintaining standard of living

Approaching or in retirement with good pension income and a 
range of assets. Financially comfortable and capable

Improving lifestyle, aspirational 
purchase

High income, large asset portfolio. Approaching retirement age. 
Strategic use for equity release based on financial advice

Tax and estate planning

141  Individuals with more than £23,000 in assessable capital are liable to meet the costs of their residential care fees. Unless a partner 
remains living in it a person’s home will be classed as assessable capital by local authorities.

142  Lloyd, J. (2011), Immediate Needs Annuities: Their role in funding care, The Strategic Society Centre, p. 4.
143  SHIP (2010), A call for greater clarity on retirement funding, p. 9.
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These products have not yet, however, provided much of a solution to the challenge of funding long term 
care.

 >  On immediate needs annuities Lloyd has argued that, rather than a shortage of qualified financial 
advice, the principal barriers to the growth of the immediate need annuity market are demand side 
factors, especially costs (e.g., it would never be in someone’s interest to spend more on an immediate 
need annuity than the value of the capital they would effectively be policing).144 He also noted that an 
aversion towards purchasing annuities is another key demand side barrier.

 >  Similar demand side barriers have been identified as holding back the growth in the equity release 
market. These include a lack of public understanding, attitudes towards housing equity (an 
unwillingness to sell homes), the reputation of equity release and internal constraints (limited 
market intelligence, limited flexibility and cost structures). Supply side barriers have also been 
identified (including funding, risk and capital).145

While these products are unlikely to provide a solution to funding care for all of people, they could play an 
important role in funding accommodation costs at the point of need and allowing people to draw on 
(protect) housing wealth. Yet to achieve these benefits a number of changes need to take place. These 
changes include there being greater clarity on retirement funding, including how equity release can affect 
state benefits. There is also a need to involve providers in improving the quality of financial education, 
ensure clear lines of accountability within Government for products like equity release and aligning policy 
and product development to better meet the needs of the elderly population.146

Pre-funded insurance
Another product that has less potential for long term care but could, nonetheless, become an important part 
of welfare provision in the UK is pre-funded insurance.147 This product is an important part of the welfare 
system in countries such as the Netherlands and Finland,148 and has been identified by the OECD as a  
potentially useful tool that is currently underutilised. As research by Demos and Unum has shown, reform 
of sickness leave is another area in which the potential for greater use of pre-funded insurance exists.149

Yet, as with immediate needs annuities and equity release, demand and supply barriers inhibit the 
development and take up of private insurance, especially in areas like long term care. Key barriers were 
identified by Berry, and Lloyd argues that the most serious ones are on the demand side (including the 
attitudes of the people who are supposed to buy the products).150

These barriers highlight that while  pre-funded insurance can play an important role in the welfare state 
there will be limits to this role. Certainly, a greater role for private insurance in the welfare system implies a 
need for the insurance industry to provide more and better products to fill the welfare gap. But, as 
Söderström and Rikner noted, private insurers will not be willing to cover all income risks, or may only 
want to partially cover particular segments of markets, as not all risks are insurable.151 This may be because 
of moral hazard, collective risk, adverse selection and political regulation.

Söderström and Rikner evaluated a potential combination of public and private insurance schemes in 
Sweden. A public scheme would exist to cover big damages and extreme cases, and a private one for normal 
everyday damages, such as the loss of income for a few weeks. This would encourage the supply of private 
insurance through ensuring that private companies do not have to worry about the long tail of the risk 
distribution. They argue that old age pensions (including survivor’s pensions) and sickness insurance 
(including workers’ compensation) are the main candidates for private insurance solutions.

144  Lloyd, J. (2011), Immediate Needs Annuities: Their role in funding care, The Strategic Society Centre.
145  SHIP (2010), A call for greater clarity on retirement funding, p. 12.
146  SHIP (2010), A call for greater clarity on retirement funding.
147  As Lloyd has noted the potential for a pre-funded market in long term care appears limited. The current UK market is already small (the 

last provider exited in 2010 citing a lack of demand) and other countries have done little better. In the USA take up has struggled to rise 
above 10 per cent despite significant tax-breaks and other incentives being deployed over several decades and France has achieved 
take-up rates of 15 per cent but the coverage provided is typically limited (and reflects distinctive French laws such as “l’obligation 
alimentaire”) (Lloyd, J. (2011), Gone for good? Pre-funded insurance for long term care, The Strategic Society Centre, p. 4).

148  In the Netherlands, for example, the introduction of experience-rated premiums for public disability insurance was a key factor in 
explaining the recent sharp fall in the rates of inflow onto disability benefits. The use of private insurance in Switzerland and Canada has 
also had similar effects on reducing the inflow and costs of disability. These positive effects reflect the financial incentives facing private 
providers to avoid the liability from people becoming unwell and, if they do become unwell, not recovering as quickly as possible.

149  Wind-Cowie, M. (2011), Of mutual benefit: personalised welfare for the many, Demos. This research highlighted the problems from “The 
UK’s tiny market density for income protection – just 11 per cent of the labour force are covered by an income protection policy – [which] 
leaves people overwhelmingly dependent on the state if they are unable to work.”

150  Berry, C. (2011), Past Caring? Widening the Debate on Funding Long Term Care, International Longevity Centre, p. 24.
151  Cited in Cawston, T. et al. (2009), The end of entitlement, Reform.
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Table 7: Barriers to the development of a long term care insurance market
Source: Berry, C. (2011), Past Caring? Widening the Debate on Funding Long Term Care, 
International Longevity Centre.

Supply side barriers Demand side barriers

On-going uncertainty over state provision. Ignorance of the risk that care needs will arise in the 
future, exacerbated by a lack of advice on risk and/or 
products, and a lack of financial capability.

Uncertainty over the extent or composition of future 
demand for care insurance products, due in part to 
uncertainty over the future relationship between life 
expectancy and health life expectancy.

The unpredictable nature and extent of future care 
needs, and how much the required care services will 
cost; people may believe, justifiably, that even if care 
insurance is purchased, it will not cover the costs of 
their care in full.

Uncertainty over future costs of long term care 
provision.

The complexity and high cost of care insurance 
products.

Uncertainty over future design of care provision in the 
UK and the future role of informal carers; it is therefore 
difficult to design complementary products.

The bequest motive, that is, a desire to preserve 
assets for future generations; some people may 
also expect to receive an inheritance from older 
generations which would cover the cost of care should 
need arise.

Limited market profitability due to current market size. A belief that long term care is funded entirely by the 
State through general taxation, or an expectation by 
individuals that they will qualify for free care under a 
means tested system.

Costs associated with, and uncertainty as to the 
trustworthiness of, assessments of individual care 
needs.

A belief that family members will provide care 
informally, and/or a desire to preserve assets to 
support informal carers rather than surrender them to 
insurance companies to cover a need that may not 
arise.

The reputational risk associated with decisions not 
to meet insurance claims of policy-holders in certain 
circumstances.

Distrust of financial services.

Regulatory constraints such as Solvency II. Behavioural barriers such as hyperbolic discounting, 
whereby individuals exaggerate the value of the 
present and therefore discount the possibility of care 
needs and/or financial problems arising in the future.

Lack of knowledge about long term care and/or care 
insurance products by independent financial advisors.

The risk of adverse selection, that is, that demand 
for care insurance comes largely from individuals 
with a higher risk of care needs arising – asymmetric 
information means that insurance companies may not 
be aware of the higher risk profiles of their customers.
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5
Conclusions and recommendations

Coalition 2.0: The long term challenge
As Reform noted in its 2010 Budget paper, the problems facing the public finances are systemic. The public 
sector is too big and inefficient and welfare spending is too poorly targeted.152 Reform’s Budget outlined a 
package of policy changes to eliminate the deficit within the term of a Parliament.

This report follows on from this earlier work and focuses on the task of rescuing the public finances for the 
longer term. Assuming that the Coalition can achieve its current fiscal targets, facing up to these long term 
challenges will be the central task of governments of any stripes for the next two Parliamentary terms.

Population ageing comes with real and rapid fiscal implications. The cost of demographic changes will 
swamp the effect of the recent Global Financial Crisis and the Government’s current plans for fiscal 
consolidation. Efforts to eliminate the deficit within this Parliamentary term are simply the first steps in a 
process of rescuing the public finances that must last for decades.

The cost of entitlements in areas like health and pensions must be reduced. Keeping entitlements at their 
current level per person will mean major increases in spending and tax burdens. The government will find 
itself spending at least 43 per cent of GDP and, to avoid deficits and fund debt repayment, taxes will have to 
rise even further. Without reform debt would rise to unsustainable levels and the public finances would 
become trapped in a debt spiral.

This poor public finance outlook will be against a background of a changing international environment 
where old and indebted countries like the UK will struggle to remain competitive. Labour productivity will 
become even more important for economic growth, which means that success will depend upon utilising 
technology and capital. This will increase the premium attached to skills and education and have major 
implications for businesses and inequality.

Recommendations for long term reform
To help put the public finances on a stable long term footing Reform recommends policy changes in four 
areas. These recommendations are summarised in Table 8 and discussed below.

153

Table 8: Detailed policy recommendations
Source: Reform.

Broader fiscal aggregates 
and issues

> Set a target for surpluses to (at least) stabilise the debt

> Reform the system of public management to improve fiscal control153

Reducing the costs of 
public programmes

> Do not index the core state pension to wage growth

> Do not introduce a single tier pension

>  Scrap expensive pensioner gimmicks, such as the Winter Fuel Allowance, free 
bus passes and free TV licenses

>  Develop options for shifting forward the 2034 and 2044 increases in the 
retirement age

Funding public 
programmes

>  Develop options for reforming the tax system in line with a broad base, low rate 
approach to tax policy (to generate more stable revenue at lower economic cost)

>  Make greater use of user charges and co-payments in the NHS. The service 
should not remain “free at the point of care”

>  Emphasise the role of assets (especially housing equity) in playing a role in 
funding services such as long term care

>  Integrate National Insurance Contributions with income taxes and do not 
introduce supplementary earmarked taxes in areas like funding long term care

152  Bassett, D. et al. (2010), Budget 2010: Taking the tough choices, Reform.
153  See, for example, the discussion on recommended changes to the civil service in Haldenby, A. et al. (2009), The front line, Reform.
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Encouraging market 
solutions

>  Commit to making policy in a way that is free from political whim and consistent 
with principle. Commit to more open processes of consultation and scrutiny of 
policies

>  Reform the expensive and ineffective system of tax relief for pensions (in a way 
consistent with the point above)

>  While auto-enrolment in pensions is welcome, investigate supply side changes to 
transform the savings landscape: improve the regulation of suppliers (recognising 
the risks of regulatory failure and regulatory creep) and consumer financial 
literacy, and use private providers as the default option

1. Broader fiscal aggregates and issues:
 >  Set a target for structural surpluses to (at least) stabilise the levels of public debt. It is sometimes 

argued that overall debt levels are irrelevant and have been higher in the past in the UK. Yet these 
comparisons are anachronistic. Debt should be seen in the context of other key economic factors, 
such as the age profile of the population. High debt levels and an expensive welfare state may have 
been affordable (although perhaps not wise) when the working age population was young and 
growing, but in the face of an ageing population this is not the case.

 >  Reform the system of public management to ensure that Ministers and civil servants are held to 
account for achieving these targets. While the greater transparency created by the establishment of 
the Office for Budget Responsibility is a welcome move, further changes are required to ensure that 
governments are held to account for the long term consequences of their decisions. This requires 
subjecting all government spending to a clear set of principles.

2. Reducing the costs of the public pillar:
 >  The state pension should not be indexed to wage growth. This change is unaffordable.

 >  A single tier pension should not be introduced. These plans are unaffordable. While there are valid 
concerns with the ways in which some retirement benefits are means tested in the UK, this is an 
argument for improving the operation of the means tests, rather than introducing unaffordable 
universal policies.

 >  Scrap expensive pensioner gimmicks. These programmes represent very poor value for money. 
Without reform they will become increasingly unaffordable and crowd out more valuable spending.

 >  Increasing retirement ages is a tool that governments around the world have employed to help 
manage the costs of age related spending. The UK has made good progress on this. However, current 
plans are for the State Pension Age to increase to 66 by April 2022 and then remain at this level until 
January 2034. It is then proposed to increase the age by one further year (to 67) a decade later. The 
delay in these later increases is long and they could be brought forward.

3. Funding the public pillar:
 >  There are important political economy reasons for increasing tax burdens in line with increasing 

spending as this reinforces the message that greater spending must be paid for. If the public does not 
want to face increasing tax burdens then spending increases should be foregone. It is not possible to 
have it both ways.

 >  There is, however, clear evidence that an increase in tax burdens is harmful for economic growth and 
the tax base, meaning that higher taxes would make it less (not more likely) that sufficient revenue 
would be raised. The key is for tax revenues to be raised in the least economically damaging way 
possible. A rule of thumb to do this is to take a broad base, low rate approach, where lower rates of 
taxation are levied on as broad a range of activities as possible. The wrong way to raise revenue is to 
continue with the kaleidoscope of conflicting and unpredictable initiatives into which tax policy has 
descended (and continues to remain).154

154  For further on tax reforms see Bassett, D. et al. (2010), Reality check: Fixing the UK’s tax system, Reform.
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 >  People in the UK make one of the smallest private contributions to healthcare expenditure of major 
countries. The principles of the NHS need to change as the service cannot remain free at the point of 
care (indeed, it is not free in many cases already).155 As well as increasing revenue for the health 
service, user charging will moderate demand and engage patients more in how they consume health 
services and how they manage their own health.

 >  Private contributions (including from housing wealth) should continue to be a major funding base for 
services such as long term care. It has been estimated that people over the age of 60 have more than 
80 per cent of Britain’s wealth and over £1 trillion in unmortgaged equity. This cohort has benefitted 
from windfall gains from a long period of house price inflation higher than wage and price inflation.

 >  The role of supplementary earmarked taxes requires careful consideration. The National Insurance 
Fund is little more than a smoke and mirrors device and National Insurance Contributions should be 
integrated with income taxes. Supplementary social security taxes should be restricted to cases where 
they provide a mechanism for generating revenue that is fairer and more efficient than funding out of 
general taxation.

4. Encouraging the private pillar:
 >  Policy should be developed in a way that is free from political whim and consistent with a set of 

principles. This means an open process of consultation and robust scrutiny of policies. Decisions 
regarding savings and the purchase of market-based income support policies are by their nature long 
term decisions. The more uncertain the decision making environment the harder it will be for 
families to make the decisions that are in their longer term interests.

 >  The current system of tax relief for pensions needs reform (in a manner consistent with the point 
above). This is expensive, tends to benefit higher income earners, does not encourage asset 
ownership among people most in need and is unlikely to increase national savings.

 >  There needs to be a greater focus on ensuring market solutions are developed that can support 
families in periods of need. This includes immediate needs annuities and equity release programmes. 
There is also a need to take up opportunities for the greater use of pre-funded insurance.

 >  While auto-enrolment in pensions is a welcome development, supply side changes are needed to 
transform the savings landscape.

 >  First, there needs to be a strengthening of the regulation of suppliers and better information provided 
to customers. There will, for example, be a need to communicate with a new group of customers on 
the risks of defined contribution schemes (returns vary with market conditions) and to understand 
their risk profiles. This regulatory response will, however, have to be proportionate and not damage 
the development of the market.

 >  Second, people who are auto-enrolled into employment pensions but do not select a provider will 
have the National Employment Savings Trust as their default. This means that these people will not 
build a relationship with private providers and the ability of these providers to cross-sell other 
products (such as for long term care) will be lost. NEST should not be established and people who do 
not chose a provider should be enrolled into an approved private provider, with consideration of how 
to ensure those on low incomes are provided for.

155  Charlson, P., Lees, C. and K. Sikora (2007), Free at the point of delivery - reality or political mirage, Reform.
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Appendix 1: Schedule for the increase in 
the retirement age

Under previous government plans it was proposed that the State Pension Age would rise to 68 by April 
2048. The proposed schedule was:156

 >  April 2010: the State Pension Age for women (60) would start to rise to reach the age for men (65) by 
April 2020. The change would be phased in over 10 years. 

 >  April 2020: the State Pension Age for men and women would increase to 66 by April 2022. 

 >  January 2034: the State Pension Age for men and women would increase to 67 by the end of 2036. 

 >  January 2044: the State Pension Age for men and women would increase to 68 by the end of 2046. 

In the October 2010 Spending Review, the Coalition Government announced that both the alignment of the 
State Pension Ages for men and women and the increase to 66 would be brought forward. The proposed 
schedule set out in the Pensions Bill 2011 was:157

 >  April 2016: the increase in the State Pension Age for women would be accelerated, so it reaches 65 
(the age for men) by December 2018.

 >  December 2018: the State Pension Age for men and women would increase to 66 by April 2020.

156  HM Government (2007), The Pensions Act 2007.
157  HM Government (2011), Pensions Bill 2011.
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Appendix 2: Key assumptions underpinning
long term fiscal projections

The average public expenditure per person can be increased over time in line with estimates for GDP 
growth, price growth (especially CPI) and wage growth. There is considerable uncertainty over the long 
term estimates for these factors. This is why, for example, the Bank of England does not publish long run 
estimates of inflation. A small change in these figures can lead to a significant change in the projected fiscal 
costs of programmes and of tax revenues. Key assumptions employed in Reform’s research are summarised 
below:

 >  GDP growth reflects both labour utilisation and labour productivity. For the period to 2015 the 
(nominal) GDP figures are drawn from Budget 2011.158 Real GDP for out years is estimated at 2.5 per 
cent. This was the estimate for real GDP growth contained in the Treasury’s 2009 long term fiscal 
projections.159

 >  In the period to 2015, wage growth and the Consumer Prices Index (CPI) are also taken from Budget 
2011. In the longer run the increase in wages is assumed to be 2.5 per cent. CPI is assumed to remain 
at the Bank of England’s 2 per cent target for out years.

 >  The average tax burden for each population group (non-retired and retired) increases in line with 
GDP growth. Overall tax burdens as a proportion of GDP can change as the composition of the 
population changes.

 >  Average expenditure on retirement pensions is projected to increase in line with the “triple lock.” The 
triple lock means that where wage growth is lower than price growth, the retirement pension will 
grow with the higher of price growth or 2.5 per cent. This is consistent with assumptions recently 
employed by the Pensions Policy Institute.160

 >  Other direct cash benefits are assumed to grow in line with price growth (the CPI). The Retail Prices 
Index (RPI) is assumed to be on average 0.5 per cent above CPI.

 >  The average benefit in kind for each population group is indexed with GDP growth. Average health 
expenditure also increases with GDP growth, but includes additional health price inflation of 0.5 per 
cent.

158  HM Treasury (2011), Budget 2011.
159  HM Treasury (2009), Long-term public finance report: an analysis of fiscal sustainability.
160  Curry, C. and A. O’Connell (2004), Tax Relief and Incentives for Pension Saving, Pensions Policy Institute.


