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Introduction 

The dramatically changing landscape globally for pensions and retirement requires changing mindsets, toolkits and 

asset allocation
1
. The UK’s retirement landscape is also changing and in this note we highlight the underlying 

demographic and retirement trends with implications for governance and better management of scarce resources. 

The report is organised as follows. Section 1 covers the demographics landscape. Section 2 covers the relevant 

economic trends of GDP, GDP growth, GDP per capita, inflation, taxes, wealth, income, savings and consumer 

expenditures. Section 3 provides a macro view of pensions in the UK from an absolute and a comparative viewpoint 

and Section 4 highlights the rising importance of governance in a pension fund context. Section 5 emphasizes the 

importance of managing liquidity, collateral and cash better in the current regulatory environment and Section 6 

offers a conclusion. 

Our main conclusions can be summarised as: 

 Unprecedented demographic changes underway in terms of longevity, very old population share and old 
age dependency increases  

 Weaker macroeconomic conditions for pension portfolios —  low and negative interest rates, lower 
economic growth, increased economic policy uncertainty and weaker overall returns outlooks 

 Complexity of pensions lanscape, structure of pension funds as well as regulations are placing an increased 
emphasis on governance  

 Issues regarding liquidity, cash and collateral have an increased bearing on profitability and net 
returns of pension portfolios; they need more attention and could learn from practices of banks over the 
past two decades.  
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1. The Demographic Landscape  

 
a. Changing horizons: Increased lifespans and Retirement periods 

As people live longer (and many of them much longer), individuals, families, institutions and governments need to 

make better plans over longer and uncertain time horizons to fund retirement and late-life costs. We present below 

the life expectancy changes of males and females in the United Kingdom (UK) from 1970 to 2020. We emphasize 

the need to focus on conditional life expectancy at age 60 and age 80; healthy life expectancy should be the focus 

as longevity increases. Retirement ages need to be linked to life expectancy and should no longer be mandatory in 

order to capture the economic and social contributions of those beyond 60 or 65 years.
2
 

Figure 1: Life Expectancy at Birth 

 

Source: The UN, State Street Global Advisors Global Macro Policy Research. 

 

Life expectancy at birth for the UK has increased steadily for both genders since 1970. Female life expectancy at 

birth has increased by 8.2 years from 75.3 years during 1970–1975 to 83.5 years in 2015–2020. Over the same 

period of time, the increase in male life expectancy at birth was 11.0 years from 69.0 years during 1970–1975 to 

80.0 years in 2015–2020. These are historically unprecedented increases in longevity and while the direction of the 

increases was highlighted by several sources by the Pensions Commission (2004, 2005)
3
, the current state of 

retirement adequacy and affordability leaves a lot to be desired. 

The rapid acceleration in numbers of the old (aged 65+ years) and the very old (aged 80+ years) is one of the major 

changes over the last few decades. The resultant age distribution (population pyramid) changes over 1970-2030 are 

included in the Appendix and they show a flattening of the distribution due to more middle-aged and old people. 

In Figure 2, we illustrate the increasing share of people aged 65+ years and 80+ years in the UK population over 

nearly five decades. We note that the increasing share of the 80+ category places greater pressure on the fiscal 

sustainability of public budgets due to expenditures on health, pensions and long-term care. In addition, the growing 

share of 65+ and 80+ aged populations reflects changing consumers and workers, with implications for output 

(GDP) and prices (inflation). These changes affect productivity
4
, debt and deficits, capital flows and other macro 

variables that underly the environment for investing. 

                                                                                                                                                                                             
2
Credit Suisse Demographics Research (2000), “The Demographic Manifesto — New Jobs, New People” advocated a policy solution to deal with ageing 
through flexible enabled retirement in a digital world with changing workers. 

3
 The Pensions Commission (2004, 2005), “Turner Report”. 

4
 SSGA Demographics & Retirement Research (2017), “Why Demographics Matter?” 
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Figure 2: Population Share of Age Group 65+ Years (Old) and 80+ Years (Very Old) 

 

Source: The UN, State Street Global Advisors Global Macro Policy Research. 

As shown below, the UK’s core demographics have changed significantly over nearly five decades. 

 Figure 3 shows that the UK’s population growth rate has increased rapidly from 0.07% p.a. (1980–1985) and 
reached its peak of 0.98% p.a. (2005–2010). The population growth has slowed down since then and is 
expected to be 0.58% for 2015–2020. 

 Figure 4 illustrates that in terms of the UK’s fertility rates, there has been a downward trend from 1.84 
children/woman (1985–1990) to 1.66 children/woman (2000–2005). Since then, the UK’s total fertility rates have 
been steady at 1.87 or 1.88 children per woman. 

 Figure  5 shows that the UK median age has increased steadily from 34.4 years (1980) to 40.2 years (2015). It 
is expected to reach 40.8 years in 2020. 

 Figure  6 shows the old-age dependency ratio, which measures the number of retirees relative to the working-
age population. UK old-age dependency ratio has been relatively low from 1980 until 2010 (below 25). Since 
2015, the figure has increased significantly and is expected to be 30.1 in 2020. For insights into the implications 
for dependency ratios and retirees of changing working age boundaries in terms of allowing older age 
participation thereby reducing public burden due to ageing, please see our report titled Global Demographics 
and Retirement Implications

5
. 

                                                                                                                                                                                             
5
 SSGA (2018), “Global Demographics and Retirement Implications”. 
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Figure 3: UK Population Growth  

 

Figure 4: UK Total Fertility Rates 

 

Figure 5: UK Median Age  

 

Figure 6: UK Old-Age Dependency Ratio (Number of people aged 

65+years per 100 people aged 15-64 years) 

 

 

Source: The UN, State Street Global Advisors Global Macro Policy Research (Figures 3 to 6). 

 

b. Population Growth 

Population change is decomposed into two sources: (i) natural population change (births less deaths) and  

(ii) net migration (immigration less emigration). Figure 7 depicts the relatively changing share of net migration  

as a component of total population change. From 1990–1995 until now, immigration has played a significant role  

in population change and population growth. The contribution of net migration to UK’s population change for  

2010–2015 was 47.4%, well above its level in 1985–1990 at 13.8% but significantly lower than its peak of 72.5%  

in 2000–2005. 

Migration trends have differed not only over time in the UK but also in the rest of Europe. It has been a dominant 

issue during the European asylum seeker crisis as well as during the local elections post the Global Financial Crisis 

(GFC). Until immigrants fully integrate into host nations in terms of their consumption and work, their productivity, 

health and wealth would not be the same as that of native citizens. The natural population change component is 

affected by lower number of births due to lower fertility rates and lower deaths due to medical advances. 
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Figure 7: UK Population Change Decomposed 

 

Source: The UN, State Street Global Advisors Global Macro Policy Research. 

 

c. UK Labor Market 

UK’s total labor force participation rates have also varied significantly over 1990–2018. As shown in Figure 8, due  

to increased years in education, labor force participation rates have fallen for the youngest age group (15–24 years), 

from 71.8% in 1990 to 57% in 2018. In contrast, labor force participation rates have increased for the age group 

of 55–64 years and almost doubled for the age group above 65 years (from 5.5% in 1990 to 10.5% in 2018). This 

is in line with what was recommended as policy actions to deal with longer lives in the Demographic Manifesto 

(2000) as well as in the Organization for Economic Co-operation and Development’s (OECD) “Live Longer, Work 

Longer” series. 

While male labor force participation rates declined for all age groups younger than 55 years, female labor 

force participation rates increased sharply from 52% in 1990 to 57.1% in 2018. This helped to maintain the 2018 

total labor force participation rates (62.3%) at a similar level to 1990 (62.6%). The reason for declining male 

participation rates has to do with the interplay of income effect (the more you work the higher the income) and 

substitution effect (whereby they want to enjoy more leisure rather than more work) in addition to tax disincentives 

beyond a certain threshold. 

Figure 8: UK Labor Force Participation Rates by Age and Gender 

 1990 2018 

Age groups Total Female Male Total Female Male 

15-24 71.8 66.8 76.7 57 56.2 57.7 

25-34 83.3 70.2 96.4 86.8 80.3 93.3 

35-44 86.1 76.4 95.9 87 80.6 93.5 

45-54 82.4 72.7 92.2 86.2 82 90.6 

55-64 53.1 38.7 68.3 66.9 61.5 72.5 

65+ 5.5 3.3 8.8 10.5 7.6 14 

 

Source: The ILO, State Street Global Advisors Global Macro Policy Research. 
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2. The Changing Economic Environment: Opportunities & Constraints 

In any financial planning exercise, whether for the short or long term, it is essential to consider the current and 

future financial resources available. At an aggregate level that includes GDP per capita, which is the basis of 

disposable income per capita, and GDP as well as GDP growth, which directly and indirectly affect investment 

opportunity frontiers. 

a. Changing economic activity and income  

There has been a sharp decline in real GDP growth and real GDP per capita growth in the UK over the past 50 

years as shown in Figure 9. Compared to the peak period of 1980–1989, GDP growth rate has halved to the level of 

1.6% p.a. during 2000–2009. Since then the growth has modestly increased to reach 1.9% p.a. in 2010–2018 but is 

currently forecast to be lower in 2019–2020 due to global economic and political uncertainty, which in the case of 

UK is dominated by Brexit.  

Similarly, the growth rates of real GDP per capita were 3.0% p.a. over 1980–1989 followed by 0.9% p.a. (2000–

2009) and 1.3% p.a. (2010–2018). This downtrend reflects the slowing growth in living standards. The risks of not 

preparing and behaving responsibly in understanding these trends could leave future generations less well-off than 

the current or previous generations at the same ages
6
. In a world with lot of focus on Social Responsibility, 

Economic and Financial Responsibility should not be forgotten.  

Figure 9: Growth of GDP and GDP per Capita 

 

Source: ONS, The UN, State Street Global Advisors Global Macro Policy Research. 

 

b. Disposable Income Per Head and Changing Taxes 

As shown in Figure 10, the UK’s median equivalized
7
 disposable income has increased steadily over the last 

two decades for retired households. Meanwhile, median household disposable incomes for non-retired and all 

households have declined since 2007/2008 and reached their troughs in 2012/2013. In 2017/2018, the UK median 

equivalized disposable income for all households was £28,418. 

Figure 11 shows that the growth rate of UK median equivalized household disposable income has slowed down for 

both non-retired and retired households. The growth rate for 2007/2008–2017/2018 was 0.2% p.a. and 1.7% p.a. for 

non-retired and retired households, respectively, significantly lower than their levels in 1997/1998–2007/2008 at 

2.6% p.a. and 2.9% p.a., respectively. 

                                                                                                                                                                                             
6
 Redington (2015), “The Age of Responsibility”. 

7
 The OECD-modified equivalence scale is used widely across Europe. It adjusts household income to reflect the different resource needs of single 
adults, any additional adults in the household, and children in various age groups. 
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Figure 10: UK Median Equivalised Household Disposable 

Income, 2017/2018 Prices 

 

Figure 11: Change in UK Median Equivalised Household 

Disposable Income  

 

Source: ONS, State Street Global Advisors Global Macro Policy Research (Figures 10 to 11). 

 

UK Personal Income Taxes 

According to the ONS, direct taxes such as income tax are progressive in reducing income inequality, with the 

richest one-fifth paying 30.9% of their income in direct taxation, compared with 14.7% for the poorest one-fifth of 

people for the financial year ending (FYE) 2018. The proportion of people living in households receiving more in 

benefits than what they paid in taxes fell from 49.6% to 47.9% in FYE 2018, continuing the downward trend since 

FYE 2010.  

 

Figure 12 shows that the UK personal income tax rates have changed considerably except for the “higher” rate, 

which has remained unchanged at 40% since 1990. For example, the reduction of the “basic” rate of income tax, 

from 25% in 1995–96 to 20% in 2008–09, has benefited middle-income workers the most. The “additional” rate of 

income tax which was introduced in 2010–11 — initially set at 50 per cent and since reduced to 45% —  has 

targeted income earners who earn above £150,000. 

Figure 12: UK Personal Income Tax Rates 

 

Source: https://assets.publishing.service.gov.uk/government, State Street Global Advisors Global Macro Policy Research. 
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c. Savings and Consumption Expenditures 

In the UK, household savings rates have decreased noticeably from a peak of 14% in 1992 to a trough of 5.3% in 

2017. Savings are an important source of funding for instruments which finance productive enterprises and activity. 

The downtrend of savings in advanced countries is a common phenomenon. The aggregate level of savings at 

retirement is a cushion for adverse events and regular maintenance post retirement. Not having adequate savings 

and being reliant on public pensions that may not be very generous lead to vulnerability and income insecurity. In 

the Age of Responsibility (2015), former Pensions Minister Lord John Hutton and participants from the financial 

industry advocated a cultural change where people save more when working. They recommended an increase 

toward worker savings rates of at least 15% to maintain living standards given the pensions situation in the UK.  

Figure 13: UK Household Savings Ratios 

 

Source: ONS, State Street Global Advisors Global Macro Policy Research. 

 

The consumer expenditure shares are changing as a share of GDP but also the age-specific expenditures vary as 

the age distributions of society and the household structures change over time. The household expenditures vary by 

gender, education, country and other features, too. The UK displays heterogeneity across its regions in terms of 

income, wealth and expenditures. We note that all the above-mentioned determinants influence life cycles and have 

a bearing on savings and levels of pension adequacy.  

 
Figure 14: UK Household Expenditures by Age, 2018 

 

Source: ONS, State Street Global Advisors Global Macro Policy Research. Housing (net) means excluding mortgage interest payments, council tax and 

Northern Ireland rates. 
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d. Changing Wealth 

The wealth by age as well as gender displays changing distributions by age group and by gender as well as 

education. As the demographics change, we also observe changes in income and wealth distributions. It is not 

only income based on pensions that allows individuals to deal with retirement shocks but also a healthy level of 

accumulated wealth. Wealth is correlated with state of health of individuals and families. Being in good health allows 

young retirees to have the option of working part-time and staying engaged.  

 
Figure 15: Wealth in Great Britain by Age Group 

 
 

Source: ONS, State Street Global Advisors Global Macro Policy Research. 

 

e. Changing Inflation 

Basic economic theory suggests that inflation can be caused by demand factors (from consumers, firms and the 

public sector) or by supply side factors (related to inputs such as oil prices or wages). This is consistent with our 

broad interpretation of demographics as pertaining to consumers who contribute to demand side inflation and 

workers who contribute to supply side inflation. Recent research points to demographics playing a major role in 

explaining inflation.  

For example, research by the Bank of International Settlements (2015)
8
 found a strong link between trend inflation 

(the average rate at which prices increase over a multi-year period) and the age structure of the population. The 

bigger the proportion of young and old within a total population, the higher the inflation is. The research found that 

baby boomers increased inflation by an estimated 6% from 1955 to 1975 and lowered it by 5% from 1975 to 1990. 

Juselius and Takáts (2018) found that accounting for the age structure leads to lower estimates of endogenous 

inflation persistence and that the role of inflation expectations in an age of “inflation-targeting” by central banks may 

have been overstated. 

Older cohorts prefer to work less and generate higher rates of return from their savings with lower inflation. St. Louis 

Fed research
9
 shows that voting patterns and the influence of larger old-aged cohorts on redistributive policies leads 

aging countries to exhibit low observed rates of inflation. The observed effect may differ from what one might expect 

in theory (i.e., younger populations spend more leading to higher inflation, while older ones spend less leading to 

lower inflation). 

                                                                                                                                                                                             
8
 Juselius, M. and E.Takáts (2015), Can Demography Affect Inflation and Monetary Policy?, BIS Working Papers No 485. 

9
 Bullard, J., C. Garriga and C.J. Waller (2012), “Demographics, Redistribution and Optimal Inflation”, Federal Reserve Bank of St. Louis Review. 
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Inflation rates have been relatively low over the past few decades. In the UK, after peaking at 7.5% in 1989, inflation 

rates have been on a downward trend with CPI reaching 0% in 2015. Since then the CPI has gone up and was at 

2.5% in 2018. Realized inflation is a consequence of complex interactions between demand and supply side factors, 

inflationary expectations and monetary policy. What we can say is that demographic trends clearly influence the 

economic environment within which monetary policy operates, as variables such as labor force size, consumption, 

savings and productivity feed through into growth and inflation. 

Figure 16: UK Inflation (CPI, NSA) 

 

Source: ONS, State Street Global Advisors Global Macro Policy Research. 

 

Inflation reduces the future purchasing power of income put aside today for the purposes of consumption smoothing. 

Deutsche Bank’s Long-Term Asset Study (2018) “The History and (Future) of Inflation” attributes the unprecedented 

inflation of the 1960s and 1970s to the concurrent population explosion. Slower population growth in the 1980s and 

slower wage growth, thanks to a surge in working age populations and abundant cheap labor from China, led to 

lower inflation trends throughout the 1990s and into the 21st century. 

f. Changing Interest rates 

According to Stanley Fischer (2017), beyond its effect on the size of the labor force and trend growth, the aging of a 
population can work to lower the equilibrium interest rate. As households near retirement, they tend to save more 
(precautionary savings in the face of lower human capital). As noted earlier, consumption expenditures of retirees 
are different than those of the millennials. Federal Reserve Board economists estimate that higher savings by near-
retirement households could be pushing down the longer-run equilibrium federal funds rate relative to its level in the 
1980s by as much as 75 basis points

10
. As shown in Figure 17, lower long-term government bond yields lead to 

higher discounted value of future liabilities, which negatively affect funding ratios. 

  

                                                                                                                                                                                             
10

 Fischer, Stanley (2017), “The Low Level of Global Real Interest Rates”, The Federal Reserve System. 
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Figure 17: UK 10-Year Government Bond Yields 

 

Source: Bloomberg, SSGA Global Macro Policy Research, as at 31 July 2019. 

 

According to Philip Turner (2013)
11

, central banks’ reactions to bond market movements have varied greatly from 

one episode to another. Driving the term premium in long-term rates negative may stimulate aggregate demand. 

And a negative term premium encourages borrowers to lengthen the maturity of their debts. Such a reduction in 

maturity risks makes the financial system more resilient to shocks, and can help emerging economies finance their 

heavy infrastructure and housing investment needs more safely. But an extended period of very low long rates and 

high public debt creates financial stability risks. Interest rate risk in the banking system has grown, and some 

institutional investors face significant exposures. Central banks in advanced economies now hold a high proportion 

of bonds issued by their governments, most of which have so far failed to slow the rise in the ratio of government 

debt to GDP. The level of long-term interest rates is set by the Asset Liability Management (ALM) matching 

demands of pension funds, insurance companies, among others. 

In addition, global long-term real interest rates fall when the Federal Reserve eases monetary policy —  suggesting 
that bond markets have grown in importance as a means of international monetary transmission. However, subpar 
global growth and higher global savings also hold down long-term rates: the long-term interest rate is not fully under 
the control of policy-makers. Global differences in monetary policy and institutional demand affect flows, influencing 
long-term interest rates. 

In addition, there has been a downward trend in real yields, as shown in Figure 18. As most of the pension liabilities 
of defined benefit (DB) schemes in the UK are linked to inflation, the fall in real yields has had a strong negative 
implication for funding levels of pensions schemes, which have seen the present values of these promises shoot up. 

  

                                                                                                                                                                                             
11 Turner, P. (2013), "Benign Neglect of the Long-term Interest Rate", BIS Working Papers 403. 
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Figure 18: UK 10-Year Treasury Inflation-Indexed Security, Constant Maturity 

 

Source: Bloomberg, State Street Global Advisors Global Macro Policy Research, as at 31 July 2019. 

 

Together with low growth and falling inflation rates, prolonged low interest rates pose serious challenges to pension 
systems, particularly to DB pension funds whose liabilities consist of promise of benefit and pay-outs most often 
linked to inflation. 

g. Changing Longevity and Longevity Risks:  

The IMF Global Financial Stability Report (2012) shows that the costs of longevity risk are underappreciated. 
Estimates in the report suggest that if everyone were to live three years longer than expected —  the average 
underestimation of longevity in the past —  the additional living expenses of everyone during those years of life 
would amount to between 25% and 50% of 2010 GDP. On a global scale, that increase amounts to tens of trillions 
of US dollars, substantially boosting the already recognized costs of aging. 

Blake (2006) states that most people fail to hedge the longevity risk they face with annuities and defined contribution 
(DC) schemes. Typically, this is because people tend to underestimate how long they would live after retirement, 
their reliance on state pension systems which offer some insurance against longevity and the returns from annuities 
in a low rate environment. A desire to pass on their wealth, concerns about future long-term care costs and a 
tendency toward loss aversion may explain the lower take up of annuities. 
  

-4

-2

0

2

4

6

8

10

1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019

 Y
ie

ld
 (

%
) 



UK Demographics, Pensions & Governance 

UK Demographics, Pensions & Governance                 13 

3. Aggregated view of UK pensions  

In this section, we discuss on a macro-aggregate basis the state of UK pensions. We look at the funding ratios, 

replacement rates, pensions wealth as well as the DB versus DC split within the UK pension system.  

a. Funding Ratios 

Figure 19 highlights the decade long recovery in the aggregate funding level post the GFC where the pension funds 

suffered as part of the macro-prudential risks and vulnerabilities. Section 179 valuation is an actuarial valuation of a 

salary-related pension scheme, in accordance with section 179 of the Pensions Act 2004. The Pension Protection 

Fund (PPF) will take the results of a section 179 valuation into account when calculating a scheme's risk-based levy. 

Figure 19: UK Pensions —  Current and Historical Funding Ratios on an s179 Basis 

 

Source: PPF, State Street Global Advisors Global Macro Policy Research. 

 

McCarthy and Miles (2011)
12

 find that institutional details are crucial in understanding DB asset allocation. Pension 
deficits can potentially be reduced, or a surplus cushion built either through the outperformance of assets versus 
liabilities or by contributions to the plan. 

According to the Bank of England
13

, pension funds in the UK respond differently to shocks across different cohorts 
of pension funds. Funds supported by financially weaker corporate sponsors typically increase their bond holdings 
following adverse shocks that deteriorate their funding ratios —  that is, the ratio of the value of pension assets to 
liabilities —  to counteract the perceived weakness of the sponsor. In contrast, following the same shock, funds 
supported by financially stronger corporates are likely to increase their equity holdings to benefit from higher 
expected returns.  

 
b. Asset Allocation Trends and Pension System  

As horizons and opportunities change, we need changing mind sets, changing tools and changing asset allocation. 

The standard folklore that long-term government bonds are the only good matches for long-dated liabilities is no 

longer good when long-dated bond yields are close to zero and in many cases negative. This contradicts the 

traditional prescription during the 1970s-1990s when long-dated bonds yielded higher nominal returns and real 

returns that were 3%-5%. We believe that the opportunity set of bonds within fixed income should be broadened out 

beyond government bonds to higher-yielding corporate bonds and emerging market bonds. 

We present below the characteristics of the UK pension system in comparison with Japan, the Netherlands and the 

United States (US). The share of DB pension funds is still sizeable despite the increase in DC pensions. In Japan 

and the Netherlands, DB pension plans account for more than 90% of the pension assets. One of the initial 

                                                                                                                                                                                             
12

 McCarthy, D and D. Miles (2011), “Optimal Portfolio Allocation for Corporate Pension Funds”. 
13
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proponents of the DC system (401K plans) in the US, Franco Modigliani
14

, argued that neither DB nor DC plans are 

the best in terms of system design; he claimed that hybrid pension plans will do better than either DB or DC plans. 

Collective DC plans and quasi DB plans with risk sharing or capped benefits are variants along similar lines. 

Figure 20: DB-DC Asset Split, 2018 versus 2001 

  
  

2001 2018 

DC (%) DB (%) DC (%) DB (%) 

Japan 0 100 5 95 

Netherlands 2 98 6 94 

UK 8 92 18 82 

US 52 48 62 38 

 

Source: Willis Tower Watson (2019), State Street Global Advisors Global Macro Policy Research. DC assets in Switzerland are cash balance plans and 

are excluded from the analysis. 

 

Figure 21, abstracted from Willis Towers Watson’s Global Pensions Asset Study, also highlights the growing 

shift toward Others or Alternatives that include Real Estate, Commodities, Infrastructure, Hedge Funds and Private 

Equity. As most pension funds are underfunded and the short-term returns from equities are volatile, alternative 

investments are more appealing as they provide higher expected returns, diversification benefits and inflation 

protection. 

Figure 21: Pension Fund Asset Allocation Trends, 2018 versus 2001 

% 

  

2001 2018 

Equities Bonds Cash Other Equities Bonds Cash Other 

Japan 52 46 0 2 25 60 3 11 

Netherlands 44 44 11 1 31 54 1 14 

Switzerland 36 35 20 9 29 35 5 31 

UK 67 18 5 10 32 53 1 14 

US 65 28 2 5 43 25 3 30 

 

Source: Willis Tower Watson (2019), State Street Global Advisors Global Macro Policy Research.  

 
Pensions and Lifetime Savings Association report (2017)

15
 states that the UK’s current pension system is 

fragmented, attempting to de-risk and contributing to economic weakness. Similarly, the Melbourne Mercer Global 
Pension Index report (2018) highlighted that the UK pension system has major risks and shortcomings that should 
be addressed. The report assesses 34 pension systems around the world based on three main criteria:  

 Adequacy: the adequacy sub-index considers the base (or safety-net) level of income provided as well as the 
net replacement rate for an average-income earner. 

 Sustainability: the sustainability sub-index brings together several measures that affect the sustainability of 
current programs. Whilst some demographic measures, such as the old age dependency ratio (both now and in 
the future), are difficult to change, others such as the state pension age, the opportunity for phased retirement 
and the labor force participation rate amongst older workers can be influenced, either directly or indirectly, by 
government policy. 

                                                                                                                                                                                             
14
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 Integrity: the integrity sub-index includes several items that influence the overall governance and operations 
of the system which affects the level of confidence that the citizens of each country have in their system. 

As shown in Figure 22, the UK’s overall index value is 62.5 and it is ranked 15
th
 among the 34 pension systems. 

Its integrity sub-index value is ranked 7
th
, its adequacy sub-index is ranked 23

rd
 and its sustainability sub-index 

is ranked 17
th
.  

Figure 22: Melbourne Mercer Global Pension Index Value, 2018 

 

Source: Mercer, SSGA Global Macro Policy Research. 
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4. Pensions Governance and its Rising Importance 

Ever since the original publication by Drucker and the follow up research and books by Keith Ambachtsheer, there 

has been a growing focus on governance to ensure that the incentives of the pension fund managers, trustees and 

beneficiaries are aligned. A structure that leads to more transparent and better incentivized governance is likely to 

yield better outcomes for the beneficiaries or the pensioners. 

The increasing complexity of portfolios constructed to match liabilities, hedge risks as well as garner investment 

returns necessitates a proper framework to enhance governance and operational efficiency. The Dutch pension 

system and its regulators
16

 as well as Rotman’s International Center for Pension Management have spearheaded 

advances in creating operational excellence within pension funds. Academic research by Franzoni and Marin 

(2006)
17

 also highlighted the fact that operational risks and operational leverage interact with financial leverage. 

They find that market significantly overvalues firms with severely underfunded pension plans and the firms earn 

lower stock returns for at least five years after the underfunding emerges. The underfunded firms have poor 

operating performance and earn low returns.  

The increasing complexity of the pensions business on all fronts from asset allocation to liability risk management 

to regulatory compliance requires better management and governance than a couple of decades ago when the 

pension decisions were simpler. While advocating best practice pension fund governance, Clark & Urwin (2008)
18

 

highlight organizational coherence as a summary of good governance, which includes institutional clarity of mission 

and capacities, people involved in the investment process and process for decision making and implementation. 

With multiple stake holders, complex organizations and processes that are not transparent or integrated, the 

pension organizations have evolved for both the DB and DC segments. D. Blake (2006) in “Pension Finance” 

explains the evolving objectives of the pension fund and also the aspects of risk management and pension 

insurance. Post the GFC and in a world of low growth and low inflation compounded by increased global regulation, 

pension funds face challenges of generating higher returns and have moved further along the spectra of alternative 

asset classes and risky assets.  

Hinz et al (2010)
19

 highlight the differences between pension funds and other investment organizations and the 

performance metrics appropriate to assess their performance while acknowledging that human capital and 

preferences influence asset allocation strategies. They call for the need to better balance the role of the market 

and the role of the government in enhancing the role of pension funds and reducing pension shortfall risks.  

Keith Ambachtsheer (2016) in his fourth book on pensions, “The Future of Pension Management”, highlights the 

need to integrate governance, design and investing in order to create the pension organization for the twenty-first 

century. He takes into account information asymmetry, moral hazard and adverse selection in creating an effective 

organizational structure to deal with the current challenges faced by pensions. In a recent book, three Dutch pension 

experts
20

 created a practical guide for Trustees of Pension Funds in order to achieve investment excellence. 

  

                                                                                                                                                                                             
16
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5. Liquidity, Collateral and Risk Management of Pension Funds 

This section focuses on the need to efficiently use resources such as cash and collateral. In a post-GFC 

world, it is hard for banks to extend credit and therefore it is incumbent on pension funds to make the most 

of scarce resources. 

a. Asset Allocation Changes of Pension Schemes 

Increased portfolio complexity as a result of many assets/asset classes combined with risk management poses a 

challenge to the traditional structure of a pension fund. This change in investment mindset has been motivated by 

the better trade off enjoyed by diversified portfolios when it comes to managing risks and returns. Liability driven 

investment (LDI) has become core to most pension scheme portfolios motivated by the fact that the investment 

journey of pension scheme is not an asset only problem. At the core of LDI is the focus on hedging risk, which 

comprises dealing with interest rate risks and inflation risks. Cash-flow Driven Investing (CDI) is a more recent 

development that is an extension of matching liabilities with a focus on cash flow. Liquidity concerns and worries 

about negative cash flows for pension portfolios have accentuated the interest in CDI. 

Leverage has also become a standard tool in the strategic asset allocation landscape. Leverage allows pension 

schemes to remove or enhance the risks they face, such as interest rate, inflation rate or equity, by gaining 

exposure to assets in an unfunded manner. However, leverage requires a strong risk management framework to 

remain within the guidelines of the scheme. For example, in periods of market stress, a portfolio might need to be 

rebalanced to reduce its risk and therefore require additional capital to be produced by the scheme with the potential 

to disrupt strategic asset allocation. 

Furthermore, as pension schemes mature and are closed to new entrants, the average pension scheme is 

becoming more and more cash-flow negative. This cash-flow negativity creates new challenges for schemes 

which now need to combine a mixture of long-term ALM thinking with the short-term nature of liquidity management. 

As both leverage and cash-flow negativity have increased the liquidity needs of pension schemes, liquidity 

management solutions have become more prevalent to help pension schemes to either source their liquidity 

via leveraging assets such as government bonds or traditional equity indices and/or by putting in place cash-flow 

driven investment strategies to match their liquidity needs with the cash flows delivered by their asset portfolio. 

b. The use of leverage within an investment portfolio 

Leverage has become more prevalent over the last few years as a way to free up assets to allow schemes to hedge 

their liabilities whilst retaining enough growth assets to close their funding gap over time and ultimately reach their 

long-term objectives of self-sufficiency or buyout. Whilst leverage is part of the toolkit, it also has certain risks that 

need to be managed carefully with strong risk management and collateral management practices. 

Collaterals and access to leverage via derivatives present risks to investors. The main risk is defined as 

counterparty risk, the risk that the other party to the trade might not deliver on their promise at maturity of the 

contract. To alleviate such risks, daily collateralization of derivatives is important for both cleared and uncleared 

derivatives. Collateralization with cash is becoming the norm in the industry for most instruments. However, 

investors face uncertainty on assessing the amount of cash collateral to be held to meet these collateral calls as 

well as solutions to reduce the cash drag imposed on the portfolio. 

Using exchanges/clearing houses is another way to avoid counterparty risk. In addition to daily collateralization 

using cash, exchanges/clearing houses also require an initial margin to be posted to back the derivatives. This 

initial margin provides a buffer of collateral upfront and usually involves highly liquid government bonds or cash. 
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c. Diversification of leverage 

One of the most commonly accepted benefits of diversifying a portfolio is to enhance the risk-adjusted return of 
the portfolio. Negative correlations of returns between asset classes can result in diversification benefits at the 
overall portfolio level. Whilst this portfolio theory is well-accepted in pension schemes portfolios, it has not been 
popular for the derivatives portfolio of clients. 
  
Typically, leverage is taken in the matching portfolio and less so in the growth portfolio as historically investors 

looked to leverage up their bond portfolios to gain more exposure to interest rate and inflation whilst also releasing 

assets to invest in other parts of their portfolio. With this setup, the diversification benefit of holding different asset 

classes cannot be harnessed to support a leveraged portfolio in times of stress. 

Instead, by accessing leverage across their overall portfolio, schemes can benefit from the same improved risk 
management associated with the diversification of returns already embedded in their overall portfolio construction. 
In addition, schemes may also be able to free up more capital to improve their journey toward their ultimate 

end game. 
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6. Conclusions 
The pension landscape is dramatically changing for all types of pension stakeholders given an underlying uncertain 

macro environment which is not normal — negative yielding debt, low growth, low inflation, trade wars and its spill-

overs, high inequality and youth unemployment, among others. In this report, we extend the conclusions from our 

reports on global retirement and demographics while focusing on the UK retirement fundamentals. 

Increased longevity, conditional longevity increases, rise in the very old population, lower replacement rates, low 

savings and high regulation all pose serious challenges to retirees, corporates, pension funds and the pension 

public policy institutions that are involved — DWP, TPR, PPF, BOE and FCA to name a few. We present a 

demographic and macro perspective for the UK consumer, worker and retiree. Newer forms of pension systems that 

incorporate features of either DB or DC schemes may outperform pure DB or DC schemes. Collective DC schemes 

have performed well as the Netherlands has the highest asset/GDP ratio amongst the large pension countries. 

A radical rethink to encourage greater savings, channeling savings toward good investments and focusing on 

governance and operational efficiencies including liquidity, collateral and cash management would contribute toward 

creating a better retirement macro environment. The UK’s current pension adequacy and affordability pose serious 

challenges at the individual, corporate and aggregate level. We must no longer just focus on Asset Liability 

Management and Strategic Asset Allocation but eke out efficiency gains from governance and operations to usher in 

a better future for the group of present and future retirees. They are a growing group of people with a growing voice 

in terms of articulating the difficulties of coping with a longer uncertain retired life without having the human capital 

that they had when they were young, although they are more experienced and could also contribute in ways not 

thought of in the past.  

 

  



 UK Demographics, Pensions & Governance  

UK Demographics, Pensions & Governance                20 

References 

Ambachtsheer, K. (2016), “The Future of Pension Management: Integrating Design, Governance, and Investing”, 

Wiley Finance. 

Blake, D. (2006) “Pension Finance”, John Wiley & Sons. 

Broeders, D. W. G. A., S. C. W. Eijffinger and Houben, A. (ed.) (2008) “Frontiers in Pension Finance”, Edward Elgar. 

Bullard, J., C. Garriga and C.J. Waller (2012), “Demographics, Redistribution and Optimal Inflation”, Federal 

Reserve Bank of St. Louis Review. 

Clark G. and R. Urwin (2008), “Best-practice Pension Fund Governance”, Journal of Asset Management. 

Credit Suisse Demographics Research (2000), “The Demographic Manifesto —  New Jobs, New People”. 

Douglas, G. and M. Roberts-Sklar (2018), “What Drives UK Defined Benefit Pension Funds’ Investment Behavior?”, 

Bank of England Working Paper No.757. 

Fischer, S. (2017) “The Low Level of Global Real Interest Rates”, The Federal Reserve System. 

Franzoni, F. A. and J.M. Marin (2006), “Pension Plan Funding and Stock Market Efficiency”, Journal of Finance. 

Hinz, R., H. Rudolph, P. Antolin (ed.) (2010), “Evaluating the Financial Performance of Pension Funds”,  

The World Bank.  

“Global Financial Stability Report” (2012), The International Monetary Fund. 

Juselius, M. and E. Takáts (2015), “Can Demography Affect Inflation and Monetary Policy?”, BIS Working Papers 

No 485.  

Juselius, M. and E. Takáts (2018), “The Enduring Link Between Demography and Inflation”, BIS Working Papers 

No. 722. 

Koedijk, K., A. Slager and J. Van Dam (2019), “Achieving Investment Excellence”, Wiley Finance. 

McCarthy, D. and D. Miles (2011), “Optimal Portfolio Allocation for Corporate Pension Funds”, CEPR Discussion 

Paper No. DP8198. 

Melbourne Mercer Global Pension Index (2018). 

Modigliani, F. and A. Muralidhar (2004), “Rethinking Pension Reform”, Cambridge University Press. 

 “Live Longer, Work Longer” (2006), The Organization for Economic Co-operation and Development. 

 “DB Taskforce —  The Case for Consolidation” (2017), The Pensions and Lifetime Savings Association. 



UK Demographics, Pensions & Governance 

UK Demographics, Pensions & Governance                 21 

“Turner Report” (2004, 2005), The Pensions Commission. 

 “The Age of Responsibility” (2015), Redington.  

Reid, J., C. Nicol, N. Burns and S. Mahtani (2018), “Long-Term Asset Return Study”, Deutsche Bank Research. 

SSGA (2018), “Global Demographics and Retirement Implications”. 

SSGA Demographics & Retirement Research (2017), “Why Demographics Matter?” 

Turner, P. (2013), "Benign Neglect of the Long-term Interest Rate", BIS Working Papers 403. 

United Population Division (2017), World Population Prospects, New York. 

Willis Tower Watson (2019), “Global Pension Assets Study 2019”. 

  



 UK Demographics, Pensions & Governance  

UK Demographics, Pensions & Governance                22 

Appendix: UK Age Distribution (Population Pyramid): 1970, 1990, 2010 and 2030 
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Source: The UN, State Street Global Advisors Global Macro Policy Research. 
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REITs may be affected by the quality of credit extended. REITs 

are subject to heavy cash flow dependency, default by borrowers 

and self-liquidation. REITs, especially mortgage REITs, are also 

subject to interest rate risk (i.e., as interest rates rise, the value 

of the REIT may decline). 

Investing involves risk including the risk of loss of principal.  

The whole or any part of this work may not be reproduced, copied 

or transmitted or any of its contents disclosed to third parties 

without SSGA’s express written consent. 

Past performance is not a guarantee of future results.  

All the index performance results referred to are provided 

exclusively for comparison purposes only. It should not be 

assumed that they represent the performance of any 

particular investment.  

Companies with large market capitalizations go in and out of 

favor based on market and economic conditions. Larger 

companies tend to be less volatile than companies with smaller 

market capitalizations. In exchange for this potentially lower risk, 

the value of the security may not rise as much as companies with 

smaller market capitalizations. 

Investments in small-sized companies may involve greater risks 

than in those of larger, better known companies.  

The trademarks and service marks referenced herein are the 

property of their respective owners. Third party data providers 

make no warranties or representations of any kind relating to the 

accuracy, completeness or timeliness of the data and have no 

liability for damages of any kind relating to the use of such data. 
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