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PPI Briefing Notes clarify topical issues in pensions policy. 

Introduction 
Under the current national insur-
ance system people are able to 
make voluntary National Insur-
ance contributions to make up for 
any gaps in their contribution 
record—these are known as Class 
2 and Class 3 contributions. 
These contributions are designed 
to improve Basic State Pension 
entitlement and do not give enti-
tlement to higher levels of addi-
tional State Pension. 
 
However, the Department for 
Work and Pensions (DWP) has 
recently outlined plans to intro-
duce Class 3A voluntary Nation-
al Insurance contributions, which 
will be called the State Pension 
top-up.  Under these proposals 
individuals who reach State Pen-
sion Age (SPA) by April 2016 (the 
date of implementation of the 
single-tier pension) will be able 
to make voluntary National In-
surance contributions to pur-
chase extra additional State Pen-
sion.  This briefing note provides 
an overview of proposals around 
Class 3A National Insurance con-
tributions and assesses the impli-
cations of these for individuals 
who have accrued small amounts 
of additional State Pension. 
 
Background 
The state pension currently con-
sists of the Basic State Pension 
and the additional State Pension.  
The Basic State Pension provides 
a regular income up to £113.10 
per week, in 2014-15, to those in-
dividuals who have paid or been 
credited with National Insurance 
contributions, while the addition-

al State Pension was initially 
designed to provide further 
pension income to employees 
in a way that is more closely 
related to their earnings level 
than the Basic State Pension.   
 
The additional State Pension 
has existed in different schemes 
since 1961 with the State Sec-
ond Pension (S2P) starting in 
2002.  Compared to previous 
schemes, such as SERPS, S2P 
aims to target greater resources 
at the lower paid and some in-
dividuals who cannot work due 
to disability or caring responsi-
bilities. Despite this, certain 
groups, such as those people 
who have had career breaks 
before the introduction of S2P 
and the self-employed, are not 
well covered by S2P. 
 
The new single-tier pension, 
proposed in the Pensions Bill 
2013, will replace both the Basic 
State Pension and S2P.1   The 
introduction of the single-tier 
pension looks to address  con-
cerns that the current system 
produces unequal outcomes.  
However, the changes will not 
apply to people who are over 
SPA in April 2016, including 
those people who reach SPA 
between now and then. 
 
Individuals who could benefit 
from the single-tier pension are 
those individuals who would 
have qualified for relatively 
small amounts of S2P.  These 
include: 
• Individuals who have had 

career breaks, or low earn-

ings, who were not well 
covered by SERPS or S2P 
credits; and 

• The self-employed. 
 
When the single-tier pension is 
introduced in April 2016,  these 
groups may be able to benefit 
from the single-tier pension.  
However, individuals who 
have  reached, or will reach, 
SPA before April 2016 will not 
be able to benefit from the sin-
gle-tier pension.  
 
Under the current system peo-
ple are able to make voluntary 
National Insurance contribu-
tions to make up for any gaps 
in their contribution record—
these are known as Class 2 and 
Class 3 contributions.  People 
who are self-employed or liv-
ing abroad are able to make 
Class 2 contributions.  Class 3 
contributions may be paid by 
individuals who are unem-
ployed and not claiming bene-
fits or employed but not earn-
ing enough to pay National 
Insurance contributions.  How-
ever, these contributions are 
designed to improve Basic 
State Pension entitlement and 
will not give entitlement to 
higher levels of S2P. 
 
Proposals for Class 3A volun-
tary National Insurance con-
tributions 
The Department for Work and 
Pensions has outlined plans to 
introduce Class 3A National 
Insurance contributions which 
will be called the State Pension 
top-up.2  These are designed to 
help those people who have 
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not been able to build up 
much additional State Pen-
sion but have reached SPA 
before the introduction of 
the single-tier pension. 
 
The Government has indi-
cated individuals will be 
able to make Class 3A con-
tributions from October 
2015 (but can register an 
interest in the scheme now) 
and the offer will be open 
for 18 months.  There will 
be a cooling off period of 
90 elapsed days after pur-
chase during which time 
individuals can recover 
their contributions and will 
subsequently not accrue 
additional pension. Each 
Class 3A contribution will be 
used to acquire a unit of extra 
pension which will increase the 
individual’s additional State Pen-
sion by £1 a week up to a cap of 
£25 per week.   
 
There will be the following enti-
tlement conditions: 
• Contributors must have enti-

tlement to a UK State Pension 
• Contributors must reach SPA 

before 6 April 2016 
 
This means that both people who 
have already reached SPA and 
those people who reach SPA be-
fore April 2016 will be able to 
make Class 3A contributions. 
This includes men born up to 
April 1951 and women born  up 
to April 1953. 
 
The amount paid out will be ex-
tra additional State Pension and 
will, therefore, share the same 
following characteristics: 

• It will increase annually by 
any increase in prices, meas-
ured by the Consumer Price 
Index (CPI); 

• It will be inheritable on death 
with a surviving spouse 
(including a civil partner) be-
ing entitled to at least 50% of 
the additional State Pension; 

• It can be shared on divorce as 
part of a pension sharing or-
der;3 

• It can be deferred4; ; and 
• It is taxable and taken into 

account for Income Related 
Benefits, such as Pension 
Credit.5 

 
The price has been set at an 
‘actuarially fair’ rate6 and will 
therefore be lower for older pen-
sioners as they will have, on av-
erage, a shorter life in retirement 
from the point when they make 
their Class 3A contributions. 
 

Table 1 shows the price for se-
lected years, published in April 
2014.  These are the same for 
males and females. 
 
Comparison with Class 3 vol-
untary NI contributions 
The DWP has pointed out that 
Class 3A will not replace Class 3 
voluntary NI contributions, and 
intends to make it clear that in-
dividuals should consider mak-
ing Class 3 contributions to cov-
er gaps in their Basic State Pen-
sion provision, where possible, 
before making Class 3A contri-
butions.7 

 
Individuals usually have to pur-
chase Class 3 contributions 
within 6 years of the end of the 
tax year (even if this takes them 
beyond State Pension Age) for 
which the contributions are be-
ing paid.  However, there are 
extended time limits for the 
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years 2006 to 2007 to 2015 to 2016.8 

 

Class 3 voluntary contributions 
are sometimes considered to rep-
resent good value for money, as 
they cost £13.90 a week (£722.80 a 
year) in 2014-15 and entitle the 
individual to an extra £196.04 
Basic State Pension per year.  This 
means that an additional £1 per 
week of Basic State Pension would 
cost £191.72.  This is considerably 
lower than the amount required to 
purchase an additional £1 per 
week of additional State Pension 
at most ages; even at age 90 an 
additional £1 per week of addi-
tional State Pension would cost 
£270. Class 3 voluntary contribu-
tions may be even more beneficial 
if the individual’s spouse also 
builds up a pension based on their 
National Insurance contributions.   
 
In addition, the Basic State Pen-
sion is currently uprated by the 
triple-lock (the higher of 
the Consumer Price Index, 
earnings or 2.5%) while the 
additional State Pension is 
uprated by the Consumer 
Price Index.  This means 
that value of the Basic State 
Pension has extra protec-
tion in comparison with 
the additional State Pen-
sion. 
 
At first glance, it appears 
that Class 3A voluntary NI 
contributions do not repre-
sent the same value for 
money as Class 3 NI vol-
untary contributions.  
However, this depends to 
some degree on an individ-
ual’s circumstances. 

 
Assessing the value of Class 
3A voluntary NI contributions 
There are two principle ways 
of measuring the value of Class 
3A contributions: 
• Comparison based on the 

cost of purchasing a similar 
annuity in the insurance 
market;   

• Comparison based on life 
expectancy which considers 
at approximately what 
point they would recover 
the cost of 3A contributions 
and whether they are likely 
to live until this point. 

 
The ability for spouses 
(including civil partners) to 
inherit up to 50% of this pen-
sion on an individual’s death 
means that an individual’s 
marital status may also have 
an impact on the extent to 
which Class 3A contributions 
represent good value to an in-

dividual. 
 
Comparison based on the cost 
of purchasing  a similar annui-
ty 
Table 2 compares the amount 
that an individual aged 65 re-
ceives from the additional State 
Pension, based on the purchase 
of £25 additional State Pension 
per week, with the amount that 
they would receive from an an-
nuity provider (shown by the 
Money Advice Service’s annui-
ty calculator at 3 September 
2014).9  This has used £22,250 as 
the pension pot used to pur-
chase an annuity—this is the 
amount that someone aged 65 
would pay in order to buy the 
maximum additional State Pen-
sion permitted of £25 per week. 
These results are for an annuity 
and make the following as-
sumptions: 
• where the individual has a 
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more severe health conditions 
would receive higher annuities. 
 
Comparison based on life ex-
pectancy 
A basic calculation of approxi-
mately how long it would take 
an individual to recover their 
contributions might help them to 
identify whether they wish to 
make Class 3A contributions.    
 
Table 3 compares life expectancy 
for men and women with the ap-
proximate number of years that 
it would take them to recover 
these contributions. It takes into 
account the fact that the addi-
tional State Pension will be up-
rated by CPI every year.  The 
amount of additional State Pen-
sion that an individual would 
receive has been compared with 
what might happen if they in-
stead placed the equivalent of 
the contributions into a building 
society savings account.  In this 
way, it compares the initial con-
tribution and the interest that an 
individual would receive from a 
building society account with the 
amount of additional State Pen-
sion that they would receive, and 
identifies the year in which the 
additional State Pension would 
exceed the cost of contributions 
(made up of contributions paid 
in and the building society inter-
est that an individual would oth-
erwise receive on these).   
 
This comparison suggests that at 
age 65 and 75 Class 3A contribu-
tions would result in people re-
ceiving more than they pay in 
(along with the interest that they 
would otherwise have received 

spouse they assume that the 
spouse would inherit 50% 
of the annuity on the indi-
vidual’s death.   

• the annuity purchased in-
creases by 2% each year. 

 
An indexation rate of 2% is 
used because annual increases 
of the additional State Pension 
are calculated based on the 
Consumer Price Index (CPI), 
and the long-term forecast for 
CPI is at 2%10 (this was neces-
sary because annuities linked 
to CPI are not available to pur-
chase).   However, as it is less 
risky for annuity providers to 
guarantee a particular level of 
increase rather than linking 
increases to an external meas-
ure such as CPI, the annuities 
in this table may pay more 
than a CPI-linked annuity 
would.  However, this does 
permit a comparison of the val-
ue of the additional State Pen-
sion, depending on individu-
als’ circumstances.  
 
These results consider the vari-
ation in annuities depending 
on whether an individual has a 
spouse, who would inherit a 
50% annuity/additional State 
Pension (the results are for a 
heterosexual married couple), 
and whether they have a pre-
existing health condition that 
affects their life expectancy.   
 
These results are based on in-
dividuals or couples living in a 
postcode area in Hertford-
shire.11  However, the annui-
ties offered to individuals can 
vary according to their location 

and the average life expectancy 
in their location.  For example, 
while a single individual living 
in a Hertfordshire postcode 
might receive an annuity of 
£1,000, the Money Advice Ser-
vice’s annuity calculator shows 
that the same individual living 
in a postcode area in Aberdeen-
shire could be offered a lower 
annuity of £959.  Similarly, an 
individual in the same circum-
stance but living in a postcode 
area in Glasgow could be offered 
a higher annuity of £1,064. 
 
Table 2 suggests that the addi-
tional State Pension may offer  
better value than a private annu-
ity purchase for most individu-
als—however, the fact that it is 
inheritable by the spouse or civil 
partner on the individual’s death 
means that it offers better value 
for married people and those 
with civil partners than single 
individuals.   
 
Similarly, those people with pre-
existing health conditions, such 
as type II diabetes, may be able 
to receive higher rates of annuity 
from insurers than those people 
with no pre-existing conditions.  
This suggests that the additional 
State Pension offers better value 
to those people with no pre-
existing health conditions. A sin-
gle individual, living in Hert-
fordshire, without a pre-existing 
health condition might receive 
an annuity of £1,000 while an 
individual who is overweight 
(indicated by their Body Mass 
Index) and has type II diabetes 
might receive an annuity of 
£1,117.  Those individuals with 
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thresholds for each benefit, and 
how these interact.  For instance, 
a single individual with less than 
£148.35 will receive Guarantee 
Credit to give them an income of 
£148.35.  However, lower levels 
of benefit will be paid if any indi-
vidual has over £10,000 of sav-
ings.   
 
An individual with sufficient 
savings to make Class 3A contri-
butions who is in receipt of  
Guarantee Credit or who is likely 
to receive Guarantee Credit once 
they reach SPA would have to 
consider the interaction of these 
thresholds in the light of their 
own circumstances to determine 
whether making Class 3A contri-
butions is likely to be in their best 
interest. 
 
Any calculation around this may 
be complicated as individuals 

on these contributions) 
based on average life expec-
tancy.  However, this also 
suggests that at ages 85 and 
95 this might represent 
good value for women but 
not for men.   
 
However, while these calcu-
lations might be valid for 
unmarried individuals they 
do not take into account the 
value of the fact that the ad-
ditional State Pension is in-
heritable by the spouse 
(including a civil partner) 
on the individual’s death.    
 
Table 3 compares average 
(mean) life expectancy with 
the number of years that it 
would take an individual to 
recover their contributions.  If 
an individual has underlying 
health issues that are likely to 
lead to a lower than average 
life expectancy,  this calcula-
tion may not be useful for 
them.   In practice, it is likely to 
be difficult for people to make 
judgements around their own 
life expectancy. 
 
Life expectancy is not the only 
factor that individuals should 
take in to account when decid-
ing whether to make Class 3A 
contributions.     People also 
need to take account of the fact 
that extra additional State Pen-
sion will be included in an as-
sessment of Income Related 
Benefits.12 The benefits likely to 
be affected include Pension 
Credit (Guarantee Credit),  
Housing Benefit and Council 
Tax Benefit.  

Guarantee Credit is paid to 
provide a safety-net of a mini-
mum income if other sources 
do not reach a certain level.  
 
Housing Benefit is paid to peo-
ple on low incomes who rent 
their home.  It is designed to 
help with housing costs, includ-
ing rent and some accommoda-
tion-related service charges. 
 
Council Tax Support is a re-
bate to provide help with up to 
100% of an individual’s Council 
Tax. 
   
All of these benefits are means-
tested with the amount of bene-
fit depending on an individu-
al’s income and savings.  There-
fore, any calculation around 
this may be complicated as in-
dividuals need to take account 
of the income and capital 
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contributions.  People need to 
take account of the fact that extra 
additional State Pension will be 
included in an assessment of In-
come Related Benefits and that 
the purchase of Class 3A contri-
butions might affect an individu-
al’s tax position. 
 
1 Pensions Bill 2013-14 http://
services.parliament.uk/bills/2013-14/
pensions.html 
2 Steve Webb, Written Ministerial Statement, 2 
April 2014 
3 DWP (2013) Class 3A voluntary National In-
surance policy detail 
4 DWP (2013) Class 3A voluntary National In-
surance policy detail 
5 DWP (2013) Class 3A voluntary National In-
surance policy detail 
6 DWP (2013) Class 3A voluntary National In-
surance policy detail 
7 DWP (2013) Class 3A voluntary National In-
surance policy detail 
8 More information is available at http://
www.hmrc.gov.uk/ni/volcontr/whentop-
up.htm 
9 moneyadviceservice.org. uk 
10 OBR (2013) Fiscal sustainability report—July 
2013 
11 Annuity rates vary by postcode, rates for 
individuals living in Hertfordshire are not at 
the highest or the lowest end of the range 
12 DWP (2013) Class 3A voluntary National 
Insurance policy detail 
13 Steve Webb, Written Ministerial Statement, 2 
April 2014 
 
Further information 
The DWP has provided a facility 
for people to register their inter-
est so that they can receive up-
dates in advance of the State Pen-
sion top up becoming available.  
This includes a calculator which 
enables people to work out the 
contribution needed for people to 
increase their pension by a week-
ly amount. More information is 
available at: www.gov.uk 
/government/publications/
additional-state-pension-top-up 

will have to  make assump-
tions regarding their likely cir-
cumstances in the future; for 
instance, how likely it is that 
they will receive Income Relat-
ed Benefits in retirement.  Sim-
ilarly, the benefits regime may 
change in the future, some-
thing that further complicates 
any calculations. 
 
In addition the purchase of 
Class 3A contributions might 
affect an individual’s tax posi-
tion.  For instance, if the addi-
tional State Pension increases 
their income so that it is above 
the Personal Allowance, an 
individual will have to pay tax 
on the excess over the Personal 
Allowance. 
 
Likely take-up 
Based on an online polling ex-
ercise, the DWP estimates that 
around 265,000 people may 
take up the offer.13  However, 
the level of take-up is still un-
certain. 
 
Summary 
Comparison of the additional 
State Pension with private an-
nuities suggests that the pay-
ment of additional Class 3A 
contributions may offer better 
value than a private annuity 
purchase for many individuals.  
However, the fact that it is in-
heritable by the spouse 
(including a civil partner) on 
the individual’s death means 

that it offers better value for 
married than single individu-
als.   
 
Similarly, those people with pre
-existing health conditions, 
such as type II diabetes, may be 
able to receive higher rates of 
annuity from insurers than 
those people with no pre-
existing conditions.  This sug-
gests that the additional State 
Pension offers better value to 
those people with no pre-
existing health conditions. 
 
A comparison based on life ex-
pectancy suggests that at age 65 
and 75 Class 3A contributions 
would result in people receiv-
ing more than they pay in 
(along with the interest that 
they would receive on these 
contributions) on average.     
 
However, this analysis also 
suggests that at ages 85 and 95 
this might represent good value 
for women but not for men.  
However, while these calcula-
tions might be valid for unmar-
ried individuals they do not 
take into account the value of 
the fact that the additional State 
Pension is inheritable by the 
spouse (including a civil part-
ner) on the individual’s death.    
 
Life expectancy is not the only 
factor that individuals should 
take in to account when decid-
ing whether to make Class 3A 

PPI 
PENSIONS POLICY INSTITUTE 

NOTE: This Briefing Note is provided for general information purposes only and is not intended to con-
stitute or substitute legal or other professional advice 


