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Abstract

Directions for fiscally and politically sustainable pension
reform

Project Head: Yun, Suk-myung

At this point, discussions on pension reform to adapt to the
rapidly changing socio-economic environment are gaining
more social attention than ever before. This study was con-
ducted with the intention of presenting the direction of re-
forming the old-age income security system in Korea based on
the trends of pension reform in major countries now that the
issue of pension reform has emerged as a hot topic.

As can be seen from the contents of this research report,
Nordic countries are replacing the basic pension system, which
is universally applied, with an income-related pension as the
main axis of old-age income security, while introducing a min-
imum guarantee pension for the low-income class. In this di-
rection, selection and concentration in the income security sys-
tem are being strengthened. This is because the basis for ex-
istence of the Scandinavian welfare state itself based on Rawls'
theory of justice was threatened by deepening polarization in
income and working conditions following changes in the social

and economic environment surrounding the pension system.

Co-Researchers: Shin, Hwa-yeon - Eunhye Kwak - Ismo Risku Mika Vidlund - Sungun Hong -
Sujin Han



Our reality differs greatly from those of these countries in
terms of the social and economic environment and the maturity
of the old-age income security system. However, it is also our
reality that we cannot stand by the reform trends of major wel-
fare advanced countries that have already reorganized and op-
erated pension systems in a sustainable way. It is a background
that requires fact-based discussion while being aware of the
various circumstances we are facing.

The starting point of this study is the analysis of the current
status of the old-age income security system in which we are
facing. Based on this, the details of recent pension reforms in
major Buropean countries, which can give us policy im-
plications, were carried out jointly with foreign experts.

Through these studies, the current status of coping with each
country was analyzed. Based on the latest pension reform
trends in foreign countries, the reform direction was presented.
This study also suggests the direction of the integrated oper-
ation of the national pension and the special occupational
pension, including the public servants pension.

This report focuses on presenting a desirable direction for
reform rather than presenting specific details of pension
reform. In a situation where we have not properly grasped the
reality we are in, even if a specific reform plan is presented, it
is unlikely that we will be able to obtain policy implications in

terms of feasibility.



Abstract 3

An appendix to the report contains views on pension reform
from various stakeholders in our society. This is to show the di-
verse views of stakeholders on the direction and urgency of

pension reform.

Keyword : Old—age Income Security, National Pension, Special Occupational
Pension, Pension Reform
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S o1 G0 A ekl A F2 ATAO ST 4 SIch
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2020 85 29 56 781 24.8 5.2% 19.6%
2030 133 74 59 1,379 17.9 9.0% 35.0%
2040 175 164 11 1,776 10.8 14.9% 62.7%
2050 183 299 -116 1,244 4.6 20.8% 91.0%
2060 158 485 -328 - - 26.8% 116.0%
2070 209 713 -505 - - 29.7% 123.6%
2080 274 931 -657 - - 29.5% 121.9%
2088 337 1,120 -783 - - 28.8% 118.6%
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ot ok
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(13 6-7] 1996~2020 0| M e EXHH
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Z}&: Finnish Centre for Pensions.
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Z}&: Statistics Finland.
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HEo HHY

(universal coverage)

% cog H dehdols sty

/ \ 7ha N 2T EHE szt
To] Quzel B HR
HMEE nSE 55
e gy
AIHE 27}

Fo1o| HHY
(adequacy of benefit)

a H=o| X[&7Fsd
| — (sustainability)
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g 2 Helc} 460
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(O3 7-2] FE#LES(Housing Allowance)S HE&igh TZE=0| EHFM(2023H OffAt
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M Housing allowance Wage €/month

[0 Guarantee pension [ National pension [ Earnings-related pension

- — = Net pension + housing allowance

Z}&: Suvi Ritola& SamuliTuominen, Finnish Centre for Pension WY-At&.
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OECD Economic Surveys KOREA, JUNE 2014

S| 2AFRAAEBLSP7E e Ao vE B4 AL 5 AALAR
Ao] ofghe H83] AR Eahs 4B, 7)2(=H)AHBOAP, Basic Old-age
Pension) A7} 1QI50] W1 B4 HAE ol QA TS o 4 Uk B o
Alsko] BN Ao, 7|2 ATE B9 191 WIE $o A3E Jod 2
23 gAE Sasle], HAGA ojslo] S5 Hok LIS, PPAo 1ES
A3 9(Yun, 2013)" HeF =ASIA AHe Eohe 7|2 AIAE £Y AR
B 5 Y= AEE 2G5}, )5 3ok elSo] AHIEelA RS stofor
¥ Aole}. ZRAR R QS At ol He] 25 BH50] 4 Azsieie A
TE% ), 7|2 0FAHBOAD) AAHE SA3He T, AAS QoA A3 o
AFske o) Adet §7 P4ol B 3 U& RoItK120%).

OECD Economic Surveys KOREA, JUNE 2014 (A%)

In as much as the BLSP has not achieved the goal of ensuring that all poor
have an income that at least matches the minimum cost of living, the BOAP
could play that role for the elderly. Given the budget constraint, this would
require narrowing the coverage of the BOAP to provide larger benefits to
the elderly below the minimum cost of living, in line with its stated goal of
aiding the “financially distressed” (Yun, 2013), so that they can escape ab-
solute poverty. As poverty and income inequality are much higher among
the elderly than the working age population, narrowing the BOAP's cover-

age and increasing its benefits is appropriate.

Z}&: OECD Economic Surveys KOREA, JUNE 2014.
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Z}&: OECD. Economic Surveys: Korea. (June 2018). p.54.
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OECDof|A 27kt Working Better with Age: Korea(OECD, 2018)
MM = Aas rQlo] ArjdlatoA] Hlold 4 Jl&s sh= ¥ 72w
A0 24e ghaEtal Warstal Qo 2018 OECD ¥ 2|of At
F3530] HAHE WHEote] A teBolA ol EIAE AH A
2ollZol:, OECD di W& tE WFo= 7|xdgo] gdid=
o Ath= SHOA H-¢- HZ5HA Holgo] & ARRFo = H It

(B 7-2) Rzt 7125 L Lo gt OECD 31 WE(HHS)

The Basic Pension could play a more important role in reducing the
high poverty rate among older people in Korea, by better targeting scarce
government resources to those with the highest need. More specifically,
narrowing the coverage of the Basic Pension to people aged 65 living in
absolute poverty would leave room to increase the benefit level for these
people significantly, without affecting government’s overall budget.

Z+=: OECD. Working Better with Age: Korea. (2018). p.124.
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2020| 123 51 72 26 97| 985| 287 1.3 4.5
2030| 241| 163 78 68 173 2,302| 31.3 2.4 9.4
2040 | 356| 208| 148 160 196| 4,214| 25.2 4.2 17.2
2050| 478| 261| 217 299 179| 6,088 19.8 6.1 25.7
2060| 579| 316| 263| 493 86| 7,494| 15.1 8.2 34.9
2070| 665| 406| 259| 732 -67| 7.469| 10.3 10.1 40.4
2080 713| 512| 200| 958| -245| 5,853 6.4 11.0 41.9
2090| 770| 671 99| 1,133| -363| 2726 2.7 10.7 37.8
2092| 778| 702 75| 1,170 -392| 1,957 2.0 10.6 37.3
2100| 844| 844 0| 1373 -528| - - 10.5 36.4

D) APE77IZE E2092) A elE 28 R4 BE =& 22.47% A-82024'A00 GAlef Q1

Sto] AYL7|7E Bt B R EE FD).
2) AYHle2 A SAE div] HUE H97]E.
3) Bl Y RS2 HER B g F4AS v FoiAE.
4) 20979 71SAZ(H Y75 -288% ).
5) 202092 AAAE.
A A7 24
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FH 3-2) Nk JHHetE et 7|x%g S S0kE HY

(=) = 9)

T EHIHE O

o|ct 7|xo{=IoH =TS

| xgge | 0P| TGawe | Gees

= IE 2 | MR ta s
2020 17 0.8 255 2.1
2030 33 11 378 492 36
2040 47 1.2 567 737 5.4
2050 70 1.4 847 1,102 7.6
2060 %8 e 1,635 98
2070 134 1.9 - 2,398 11.8
2080 171 2.0 - 3,478 12.7
2090 201 1.9 - 4,988 12.3
2092 202 1.8 - 5,189 12.2
2100 250 1.9 - 7,127 12.2

1) 712929 wid AvR EVMESER QASlE SRdE AL 7] sdutkch =
= A% ] 978 HlES AT ACE 7T IUAFAE il whE Agh HiskeE
Oﬂa].;q oro.

o 1o -
2) 1913 712 A3 7|EAFH 0 2 RETN 55 HgotR] ok FHACEATD.
3) 2020492 AAA}=,
A7 AR A4

2H 3-3) FUAHF M JHMOt BtY ASHSE »H| H|W
(: Hh)
Sl A= HIE JHxi0
104 | 204 | 30 | 404 | 10 | 204 | 304 | 404
=Hds  |5004 € 58/ 61| 60| 60| 12| 10| 09| 09
AZEX50% 28] 29| 28| 28| 09| 09| 08| 08
A#x100%| 1.8| 19| 19| 19| 08| 08| 08| 08

= X

Ol

A% 200% 0.8 0.8 0.8 0.8
N 14 1.4 1.4 1.4
8,000 ¥ 0.8 0.8 0.8 0.8

1) 5008 22 W Ak AIBEF S7101E 202 M,
2) 25UPAFOR AR A9 45 oK HEA e
AR A A,



FH 3-4) M= JHdet gE ASASE 20 & Hlul
(291: 2022 E97F A 9, L)
, AR M= 7ot
M= 25AF

104 | 204 | 304 | 40 | 104 | 204 | 30 | 404

S9dE  |5009 9 175| 425| 778 1,256 80| 164| 282| 441
AREX50% 221 537| 983| 1,588 163| 377| 679] 1,087
AZEx100% | 295| 716 1,311|2,118| 295| 716 1,311] 2,118

AZFx200% 36| 1.057| 1.936| 3128 560 | 1,394 | 2,576 | 4,179
8,000d 9 ' ' ' 820 2,061 | 3,819 6,206
N2AFHEFS 4L 408| 499| 60G| 728| 530| 649| 788| 947

1) 20224 V& B8V AR EVMSSER QL.
) 71 2AFHS 7| 2AFE FFE G 10 71EAFH AAL
3) @A AEY] 7| 2AF 2 wid AHR BVMISER A, S HAS3 APAXESE S
710] w2t Aghel € Hl&=E QAASH= Ao 71,
Az ARF A

N
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(RO 4-1]) &5 2 0 & ORI YKt O JLEE AR 22(2015E 7=

(H1: %)
%o
1000 -
95.2

moS EE L9 F CHANE E[EIRE

900 -
=5 BF L0 FORE AR
80.0 -
J0OO
500 -+
500 A
400 -+
317 33.3 33.0
300 -
200 -
100 —+
4.3
20 0.5 o4
o0 -
HT RFAHE X RFAHE DRAE H DRAE
2 AR AAto] ofd SR 71F0IH, B4R 77l £ Uie Aol R2lsh] Bl 7

AAE B2 A A 715 10T AL RE] 259915 S0R I, 75u 9IS
AARCR sl HAQSHEE uleh/A(25~508 B/ L(50~75H B /H 1%
(7515 o402 THIAS

A AR AT, AL EAATL, (2016). 201GHE BREA MRS v}
Som AYsIGe. 849 2(017)



(F& 5) 2 OECD 2|3=2| GINI A5~ & 102¢ g
H|x

(88 5-1) F7I8 GINI #2~2015~2018%)

S0+ 65A| Oy =01 27
2015 | 2016 | 2017 | 2018 | 2015 | 2016 | 2017 | 2018

o= 0.352 | 0.355 | 0.354 | 0.345 | 0.427 | 0.425 | 0.419 | 0.406

= - - - 1 0.334 - - - 10339

mae 0.260 | 0.259 | 0.266 | 0.269 | 0.241 | 0.238 | 0.233 | 0.240

B 0.278 | 0.282 | 0.282 | 0.275 | 0.293 | 0.299 | 0.296 | 0.287

= 0.293 | 0.294 | 0.289 | 0.289 | 0.263 | 0.260 | 0.259 | 0.269

FHLIT 0.318 | 0.307 | 031 | 0303 | 0.287 | 0.285 | 0.291 | 0.286

A& OECD. (2022). Income Distribution Database. OECD Statistics.

2H 5-2) 271 102" (p90/p10 ratio)(2015~20183)

FolTt 6oM| O =0l 217

2015 | 2016 | 2017 | 2018 | 2015 | 2016 | 2017 | 2018
stz 57| 57| 58| 55| 73| 70| 70| 65
U= - - - 5.2 - - - 4.8
mas 31 3.0 31| 31| 27| 26| 27| 27
A9l 3.3 3.3 33 33 3.1 3.0 3.1 3.0
=2 3.7 3.8 3.7 3.6 3.2 3.2 3.2 3.1
FHLtCt 4.4 4.1 4.1 4.0 3.5 3.4 3.4 3.4

F1 1) 7RSS 7o & 9

A& OECD. (2022). Income Distribution Database. OECD Statistics.
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(£ 6) GDP Cjt| ZYYL 2xff HIE HEl 0|
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(F13 6-1] (YA 74840] O|R= A6 i M2, SUAIHEIt F

& Mgl O|X k= =1t Blw

A. National Pension System (baseline) B. General government (baseline)

Per cent of GDP Per cent of GDP  Per cent of GDP Per cent of GDP
4 - 50 5 50
3 - 40

0 Q
2 - 30
1 - 20 5 50
0 10
4 0 -0 - -100
-2 -10
[ Pension balance (left scale) 45 - [ Fiscal balance (left scale) 150
== National Pension Fund (right scale) 20 m— Net assels (right scale)
a K
-4 -30 -20 -200
2015 2020 2025 2030 2035 2040 2045 2050 2055 2080 2015 2020 2025 2030 2035 2040 2045 2050 2055 2080
C. National Pension Sysiem (contribution rate = 16%) D. General government (contribution rate = 16%)
Per cent of GDP Per cent of GDP  Per cent of GDP Per cent of GDP
6 - 120 4 - - 60
[ Pension balance (left scale)
== National Pension Fund (right scale) %0
5 - 100
0 20
4 - 80
2 - 0
3 80 4 -20
6 -40
2 40
8- -60
[ Fiscal balance (left scale)
1 20 P Net assels (right scale) 80
0 0 -12 -100
2016 2020 2025 2030 2035 2040 2045 2050 2055 2060 2015 2020 2025 2030 2035 2040 2045 2050 2055 2060

1 OECD ARF=2] o] ti2d, 9 SRAFAEE T2 §A1E 39 20608973 45
FA7F GDPS] 200%0] 24 A& AF= T it A3t S1lds A Hgst 238
Folo] FNEF HARE Y 9%NA 16%E 7%pE I A-2ol, 206097 FH +
A7t GDP HH] 100%°] 2HY Ro= dVdethe Y82 Jfixort. 9-2] Fio] vl5of
SHAE HHRE 16%2 Vsh= 20| #EshA] gk M2 At o, S1daE =3
T THDEAEE FA JHE B AF 202 el tiet -9 ARl Atz E o]
Si7F Basirtal ddskes 2472 4 Sl 2ol & & A

25 OECD(2018).



(B2 7) IUAS2 WHH XIS 7159 XIS 7I5d
i, Bz Axk mg=a 0j=2] OASDI I1I

SH 7-1) K& 7ts4 ARt (sustainability-gap)

=0UAF 0= OASDI
SG 4,311,382 (109 €) 53.0 (Trillion $)
SG/GDP 225% 258%
A= F71Z. (2021).
B 7-2) BRI} tax-gap
=UAF 0j= OASDI
710] Ty AS0)| gt 11.157% 4.6%
GDPOf| £t 2.0% 1.4%

2= F7)1E. (2021).
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(238 8-1) XSO

Automatic adjustment mechanisms in
pensions are crucial to deal with ageing

0.

11 countries, of No mechanism:
which 7 link 14 countries

statutory retirement
age to life expectancy

Multiple mechanisms: _‘

Only balancing
mechanism: AAM S Funded

4 countries defined contribution:

| 7 countries
Only benefit adjust t .
nily benefit agjustment:
2 countries Q

Compared with repeated reforms, AAMs make pension
adjustments less erratic, more transparent and equitable,
but one-third of OECD countries don’t use them.

Z}&: OECD. Pensions at a Glance. (2021).
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(B 9-1] Sthg 59 7H8 #alet 23z #at 0|

TFR close to South Korea at present

TYEL contribution % of wage sum

20
T T T T T T T T T T T T T T
2015 2020 2025 2030 2035 2040 2045 2050 2055 2060 2065 2070 2075 2080 2085

= Total Fertility Rate 1.0 Total Fertility Rate 1.4
Total Fertility Rate 1.8

w
&
L

TFR 1.0 (X Bt= =&

TYEL contribution % of wage sum
NN N W W W ow
R OB 8 8 R

: 7 ? ; | f ;

1

~
INY
h

20 T T T T T T T T T T T T T T
2015 2020 2025 2030 2035 2040 2045 2050 2055 2060 2055 2070 2075 2080 2085

— Total Fertility Rate 1.0 Total Fertility Rate 1.4
Total Fertility Rate 1.8

A& Mikko Kautto Managing Director of Finnish Centre for Pensions). “Future Reform
Directions in the Pension System in Finland”. International Symposium on the
Pensions of South Korea and Finland: Demographic Challenges and Future
Response. October 7, 2021.
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PSS OECD. (2019). p.20.
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- o¥ X 5AZE A7FAE H]E&0] 36%N4] 50.3%= SV

- 20179 660% YA &3 1,064F Y& 400% L7 =7}
o Ao= didd: A4 61% STV oY F7HF vl&
A= 16% F%& S7Fsk= dl 3. o= GDP: &7 5715t
7] g,

- XA ESE IA AR vlg| = J7FetYS-S ALEof
AHS At o]l IHA FRO] AA Bl 54 Tl XA

ol

X

- AR EL By §7slsl= A3Kratchet effect) AU

o
2= drjFoz g3H A s24AEHE F7H] ol 4

- ER S B AS FYHE e SRt 314 4
2 B P4 2 AY. 2ASYLS GDP ] $eigo] 4
£ ﬁ*—irow g ol Wk ojele 448 Aux

E2 o]Qlofl= ZAGR ol & A} wjQ oF



Al%9o] A4 02 Bt Aol £ 7HsAo] A A
29| 7o) B7hu]5) 2.

EF AlZbo] A4S s A& 4] Aol AR Auhsh
WA A AL S SR A,

O A& 77 &A1

Bohn's test: 2006 %= WA =-8}7|w-uled<4=0] HTA "=
7R O] A& s/ e SEvEr 7R A= 2 U 5
71807 A& 7Hsol A7 H 2= A& 7oA R ¢

Wee AA

o

g7l i Al 60.3% Hol EXY =S7EFIE =50
1,064% YO.2 1,000% Y o] Z7F51= oFAral.

UHE 1. Bohn's test: & WHEL GDP thy] I7HEA7}
S/t AF7F 7|2 AGTAS, oA S W H R
Zo| A9 AALA], primary deficit)S 7|45Hd AL &

A 7Fs/dol HES HojFe= 45 Y.

jus

P2 2. Tax gap test: Z7}5 B2 A5 SA|6H=
ol 3% AlY == UEil= A% 7S Alet dA9
A 22 Ut @A Ale9] Zol& ALl £, o] gho]
S5()E A&ES O A& 7He0HA] Y= A0E B 4 3.

WHE 3. IGDC A4E 8T A4 FAhRAe] Aaxe}

d

(

T vete] AR)-BA - TR-AY - B A W 58 1L
23} XS v wete] ZIA O] vt FEdhA] oRie
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2. TQUIEHYME K AJH(SHIA HHAD

O OECD 92A: F3s

ot

O OECDYAE 15 AaAZCI2AF)7F AF 7151R1A] 7] 7]
HiQIZ]of whet 112 7|2 HAA| =S T8t 5, A A4 7]

(Bag 12-1] GsH= 52 7=t

Retirement-income system

First tier
(mandatory)

Second tier
(mandatory, eamings-related)

Third tier
(voluntary, eamings-related)

e

o Residence-based basic — Defined benefit Defined benefit
Funded defined
I
L ) Notional defined
e Contribution-based basic e s
L l Funded defined
contribution

Z}& : OECD. (2021, p.123). Pensions at a Glance 2021. Figure 3.1.

Defined benefit

Funded defined
contribution
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(208 12-2) 27k SI3ME CEEEHM 75
Firsttier ‘ Secondtier Firsttier Second tier
Residence-based Contribution-based Residence-based Contrioution-based

] 8 0 5o H 9 3 o § 2 2

A I I T I B

[ 8 ] 3 [ £ (] g ] 5 [ I

Panel A Latest legislation {applying to future rafirees entering the labourmarket in 2018 atage 22)
Australia v FDC Mexico v v FDC
Ausfria v DB Netherlards v DB[q]
Belgium v DB NewZealand v
Canada v v DB Norway v NDC FDC
Chile v FDC Poland v NDC
Colombia v DB FDC Portugal v DB
CostaRica DB FDC Slovak Republic v Points.
CzachRepublic v v DB Slovenia v DB
Denmark v v FOC FDC[q] Spain v DB
Esfonia v Paints Sweden v NDC+FDC  FDC[q]
Finland v DB Switzerland v DB DB
France v DB +Paints Turkey v DB
Germany Paints Unitec Kingdom v FDC[q]
Greece v DB+NDC Unitec States DB
Hungary v DB
Iceland v v FDCql
Ireland v Argeniina v v DB
Israel v v FDC Brazil v DB
Italy NDC China v NDC+FDC
Japan v DB Incia v DB+FDC
Korea v DB Inconesia v DB+FDC
Latvia v NDC+FDC Russian Federafion v Points FOC
Lithuania v Paints SaudiArabia v DB
Luxembourg v v DB SouthAfrica v
PanelB. Current legislation where diferent from Panel A (applying tonew retirees in 2020)*

Chile v v DB FDC Mexico v DB
Esfonia v DB/Points FDC Norway v v DB FDC
ltaly v DB+NDC Poland v DB/NDC
Lalvia v DB/NDC +FDC Unitec Kingdom v DB
Z}&: OECD. (2021, p.123). Pensions at a Glance 2021, Table,3.1.
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O %91 g4 7|2 EAA = 2383} by Goedemé(2012)
O k8l B 7|2 RAA == FH Fof B (RHERAL, 3324}
719 §5% )l "=t F o/f9 fFezr FE VMeS
(Goedemé, 2012: Table A.1.) = 7|2EAA == OECDY] 7]
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] 2 o o (Flat-
AR 2E2A) B geidla(Flacrate | 10 g9pagic Pension)
Pension)
) . EX:E
SEEY HAGEGinimum. | s etaConditional
ension. Basic Pension)
i AFHZ(Pensi _
A A5 ZAF ¢ $F =3 (Pension Al3]AdE(Social Pension)
Supplement)
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o A5HE AT A4S IR 23E o] Foj7t Aukd
@: A=, SAREF, AQA UIAE 5 6742)

O FAAZ(Minimum Pension)
- AR Aoz (pre-defined) 52 BA7] 8 £A5H]H
Aa F99et] AAS B3I AF(top-up)ot= A A @
719, g, oA = 5 13709).

O A&XZ(Pension supplements)

ol Fsf&(pre-defined) 5 £ 11 H(fixed) FH
AFALS] F7} AFdt= H“]?J(L—/\EE]O}, = 278).
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- FAAZ7}9] 2jo] B ALY g 28
gk ol o A5EE iaﬁt}% 2.

- HF AL 7Y BAE LS
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o,
N,
N &
2
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ISR RESTE

O 7|2 AF(Basic Pension)

- I 9] 7lojolgoly @A &5 o FA|Le] ATl
et B eRleS AR Fo AFe (|, 28] 27

).
O 2AR71EAF(Conditional Basic Pension)
- AFQAT HAR, dAFRAE &5 £FE 25 9=
o, (th7h) &S0 AE] FAE F7F AF9

Hol 22 AF71Zt] Hl=sA

2799 S5 A
S Tejsh) e s, AU 5 7).

A=)

re,
it oy

B

o}
O AFg]A=(Social Pension)-712A=
- 2012 ARG O R Sk HFG-AARERA WA A=
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- A EAAFH(Guaranteed minimum pension): [ZFAAF]
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TAas A 9AE A2 10%] ok nAFAS
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FA: @ 71E2F9(Zakladni slozka): €EBF A=+ 10%
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0% 5FAL Fu 49, 7]ojolo] Het A A=A

29 974 &3NS B
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A AFAL 7HY 717t whal 9
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(AT 712A=] 71998 AFAE aFEo] fle =US9

i

- =91 tA} ddiEZFFol(complemento solidario para
7125, ARRdHE] QAR E Y

A=o] 50| §li= 60.54] o =2l & =3AE A=
249} 20149 1€ 0]F 27|AF $FR|A ARIRAE 5

el H5 9 7 Gl ote X FY.

O Frho}

=]
pessoas idosas): [24

A= 54 A AFSl4d(indemnizatie sociala pentru

pensionari): [FAAF] A7 FFHol FAAFY vlvil
FaAIAl A=

O €=H|ot

- ARS8 E ¥ (socidlnom poisteni): [ZA]AE] A}ﬂi‘é HEA A

SHEAEAEE, 7]ojolgo] 30Wl FEAtA G

2+ At 71919 33%E, 30‘52 Z5he 7

5

tF AP A 9] 2% Z7HE FAAHE, 40dS Z}sH= A
9 23} At ZAPAH] 2 3%’“ S7H FoH 2
O &=ZHYo}

- A8 9 AHojEF(pokojninskem in invalidskem
zavarovanju): [HAAF] AFBIEY B9 ASH|HAGA|
T2, Ly A< (starostna pokojnina) FSFAR=E HAAFH
(pokojninska osnova)S EJHS. A AFAL &2
of Ae 4 AofEAF ol sl AH =Y, a2 159
9] 7]ojolg ]l



O AHQl
- H719dd  =FHAF(Pension de  jubilacion  no
contributiva): [AF]AF] A9E Q] M HALASEYA
T2, 654 ol AR A
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=

FAE BE AL, 4 27 Hl&4od A+ 7]
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&, O A7 9] 2,134, BRI 3,608 AF

- 9] A AR EFo](dldreforsorjningsstod): (A AH]
HAEGAT suds FHSHA X3t A5, FARE ARt
A ZA R E BHDEE7 AE7|EH9] 1.454], FRI7HE
2.36H)5}kaL, RHakRAL] o5 =FAE A9

O A9~
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FeHAF] 54 HA ARIEIA (1S AR, T



22 311

(ZRH A8+ &5 x 1.33%)

- 1% 99 9t EEFF9(Brginzungsleistungen,

EL/Prestations complémentaires, PC): [AIS]A&] 15 A

F SR F AR A3 AAGAN vl B9 g
Folz BT, A 4t FFRAL I AEA

RIFAE 718 o= AA] 2 3t
O vgstt
- A4k P AF(Algemene Ouderdomswet, AOW): [HHA
=] 7Ht AdEoll Q&S AHF] A A Fok= AR EAA
T2, 714717 199 SAAT 2%E AF2

o

FH 12-2) =0 iy 7|Z2YHE o2l Ak

oo | Z | Ad | @3 | e |BET | us gj"%”& =eaeE

s | N | s || e o= =1 %'—?_I w9l | 60% | 50%
ot= o ) ° ? | 49.7% | 40.4%
QAEZ|O ° ° ° 13.9% | 10.0%
oA o ° ° ® | 157%]| 8.5%
=7}2(0f ) ° ® [ 34.6%|27.2%
3 =20}E[Of o ° 30.1%| -
7|1ZA ° ° ° ® |246%| -
M= ° ) 16.6% | 10.4%

GIE] ° (L:fﬂ 9.0% ?%

A1)

O|AEL|O} ° ° ° ® |[43.7%|37.6%
HEE [ ) ) 14.4% | 7.2%

oA ° ) ) 9.7% | 4.1%
=H o | o o | o | o 8oy ¥




xHE SSEXRNE | olHiEE
sy | &y | o | o |Z0R| gy 2N =
_37} o= [o i} = o= 7|§ of X
B 25 | 98 | o5 2o | =2 | 60% | 50%
EIES ° ) ) ® | 122%| 7.5%
0,
ENE o | o | o |111% ?197/)
.
O[o|&2E ) ) ) 4'188/)“( 3.1%
o= [ ) ) ® [18.1%|11.4%
9.7%
E} 0,
O|Ef2/0} ) ) ® [162% 1)
2tEH|0f ) ) 47.9% | 39.0%
2/5|HI+ER! ° ° ) -
2|E0}L{O} ) ) ) ® |31.6%|25.2%
EdE=23 ) ) ) 9.3% | 7.1%
°
=Et ° (=91 27.7% | -
A2
=EH0 & @ | o ° Bl | 43
=HUE (Eﬁ.iﬂ) ° ® | O |174%|12.8%
HZEEZ [ ) ) ) ) ® |173%| 9.0%
Z0}L{Oo} ) ) 25.1% | 18.9%
EEH}7(0t ) ) 8.7% | 5.0%
SEH[L|o} [ ) ) 18.6% | 12.1%
Aol ® ) ® |[145%(10.2%
A ® ® ) ® |[152%(10.9%
16.5%
AQ|A 0,
AQA ° ) ) ® | 27.1%| (1o
3.1%
HEzie
E22HE ) ° 11.8% 16

F 1) 97194 FFFRA E+= MissocollA Guaranteed minimum resources HZol| A A7) s}

I Qe A=E ov|gh
2) LRINIEE 60%= BIZA 654 o) I 5 59 4ed 7ERASS] 60% nlvte] A5

7ML Q= A7-9] 1820199 7159), 50%+ 50% BIRHe] A5 7HA 1 Qe A7+9] vl&
(20184 719)Y.

A& Missoc Comparative tables(2020.7.1. 7|%); Eurostat Database(2021.2.12. 71%);
OECD Socx(2021.2.19. 7|); = =715 AIXE(2022.3.3. 715, 20209 A5HH|R]
).
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1,263.0%F B(18~59A] S0 TiH] 40.9%) .

25 12-4) -0 A

2H 12-3) ZEIF 71 #Y
(2020. 12 ¥ 71&, A 9, %)
Z017 (18-59)(A) 30,875 (100.0)
AR (B) 22,414 -
SF2UAZ 71X} (atbtc) 20,687 (67.0)
ol (a) 3,098 (10.0)
71 (b) 1,023 (3.3)
AEMTX (o) 16,566 (53.7)
Bt BEF TRIR (d) | 169 | G4
HEHCIXt (o) | 8500 | @10
N MZXH 72 (atbte ) | 12630 | (409
— Z017 O] (c+d/A) (59.1)
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oA 6,848 1,838 365 1,384 1,655 1,606
(54.2) (14.6) (2.9 (11.0) (13.1) 12.7)
ol Q19L(B) | 29,196 5,497 1,957 6,258 7,545 7,940

=T

e 63 | 740 | 397 | 361 358 | 355




O oJ40] 54.2%(684.89F )2 FAl 45.8%(578.2%F H)H T} AA|
A o A ZFA]ok= BlFo] .

O 20t9lA4+&= YR AT o] Az o A
AET ARG H]5o] Zlou, 30tiRE IHEE A

O ‘AFHE A7 thy] AALA| T v|&' S AR A3}, 6|38t
7} B2 18~26M17F 74.0%= 7P kAL, 27~2941(39.7%),
30tH(36.1%), 40th(35.8%), 501'41(55.5% 52 ARG S-S
LER.

2) 7F4717F B 8K cumulative analysis)

H 12-5) AN £ 2 H™EE A 71471zt
(2020. 12¥ T 71E AW, AL, %

| 18~26M| | 27~29M| | 30~39A| | 40~49M| | 50~59A|
ARZERICH A 34.4 3.5 18.3 44.0 57.7 53.4
=L 33.9 2.1 223 51.7 60.8 53.8
HEHQ 32.2 9.0 15.1 32.6 54.7 53.6
7| 45.2 7.3 13.2 324 48.0 51.4
ASHAX 134.5 23.8 45.2 97.1 161.0 189.6

O AFAAIlo] &3t o] Htd oz 34.47149] 717|172 &
H3PaL Qlof, £54131A19] 134.278€of| v]sl d55] W2 AL

= UEd.
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SH 12-6) 714717t DIEQRXHONE) &8 24
(2020. 12¥ H 71, A 98, %)

FR| Atz 71712t O|ELX}
X|CH A | 18~26M| | 27~29M] | 30~394] | 40~49M| | 50~59A]

12,630 | 4,603 | 2,630 210 387 524 852
(100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)

Ln | 5782 | 2074 | 1443 | 122 | 159 | 140 210
A | % | 458 | 45.1) | (54.9) | (58.1) | (41.1) | 26.7) | (24.6)

6,848 2,529 | 1,187 88 228 384 642

% 642 | 649 | Gs.) | 419 | 68.9) | 733) | 5.4

A 3,098 670 0.76 135 202 141 190
(100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)

g [ L, | 1710 | 312 [ 045 | 85 107 | 60 59
dext | S° | (5.2 | (46.6) | (59.2) | 63.0) | (53.00 | 42.6) | (31.1)
oy | 1388 | 358 | 031 [ 50 95 81 131

| (448 | (53.4) | (40.8) | 37.0) | 47.0) | 57.9) | (68.9)

A | 8509 | 3757 [ 265 | 69 156 | 326 | 581

(100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)
X2 3,536 | 1,705 | 1,440 34 41 61 129
HMelxr | = (41.6) | (45.4) | (54.9) | (49.3) | (26.3) | (18.7) | (22.2)
4,973 | 2,052 | 1,185 35 115 265 452

| 6849 | 6546 | 45 | 60 | 73 | €13 | 77.8)

- 1,023 176 5 5 29 56 81

(100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0) | (100.0)

7| LA 536 58 3 2 12 19 22
HMIxt | T° | (52.4) | (33.0) | (60.0) | (40.0) | (41.4) | (33.9) | (27.2)
- 487 118 2 3 17 37 59

(47.6) | (67.0) | (40.0) | (60.0) | (58.6) | (66.1) | (72.8)

O 7H4717E v ERAF HlE2 o440l 54.9%= E/d 45.1%HE &

=5

O 4-ARERE 2097 o159 7471 ulEE ulE(18~
A 45.1%, 27~294 41.9%)°] A TE Wekort, ol g
o] 308(58.9%), 40TH(73.3%). 50°H(75.4%)°141 ot 7
o pepd.



H 12-7) 71717t 108 DIRRKL=HoiE

Oj&ixp)

(2020. 12¥€ T 71&, A 8, %)

2 Al 18~26M| | 27~29M| | 30~39AM| | 40~49AM| | 50~59A|
x| 12,630 4,070 776 2,261 2,701 2,822
= (100.0) | (100.0) (100.0) (100.0) (100.0) (100.0)
_ 11,501 4,070 776 2,102 2,221 2,332
Bal | 102 0|0 | (100.0) | (100.0) | ©3.0) | 822 | 620
oM HIE | 552 | 451 | 470 | 605 | 638 | 623
A 3,098 804 406 732 577 579
= (100.0) | (100.0) (100.0) (100.0) (100.0) (100.0)
= 2,863 804 406 700 476
ool | "2 9240 | 100.0) | 10000 | d00.0) |70 €2 (g2
oY HIZ 45.7 42.2 41.9 44.6 45.8 56.2
| 8,509 3,252 345 1,344 1,750 1,818
= (100.0) | (100.0) (100.0) (100.0) (100.0) (100.0)
88 | jom o | 7724 | 3252 | 345 |7 1221 1413 | 1404
e = = | 90.7) | (100.0) | (100.0) | (100.0) (80.7) (82.2)
oM HIE | 502 | 459 | 533 | 716 | 730 | 665
| 105 | 1 2 185 375 25
= (100.0) | (100.0) (100.0) (100.0) (100.0) (100.0)
W [ oa o | 14 | 14 24 180 332 363
g | 199 "™ 803) | 100.0) | 10000 | 100.0) | @85 | 854
ofd HIE 50.5 47.7 44.9 47.0 50.3 52.8
x| 16,566 1,427 1,182 3,997 4,843 5117
= (100.0) | (100.0) (100.0) (100.0) (100.0) (100.0)
25 | 1o o | 8484 | 1427 | 1176 | 2736 | 1541 | 1,605
Al = (51.2) (100.0) (99.5) (68.4) (31.8) (31.4)
o8 HIE | 5390 | 547 | 465 | 401 | 624 | 741
O AA AHHAY 2 7F4717F 109 v]9A= 91.1%(1150.1% 5)
T
O AYEzEE 294 o5t HY(100.0%), 30tH 93.0%, 40TH
82.2%, 50t 82.6% S22, AP/} oA E AT 7
A v|EHEA} B]E&2 A ojA|R] Lo, A4 AHEZE &

>~

RS

Rt ).



O Whg, WARZEA R A
2097kA =

1 AL
— Ty

H )&k

AL
<=

2= 325

TAe] A9, 74 T FIzte] e

ulgo] skl 40Hh(31.8%)2F SOTH(31.4%)e o]
297 "ol x| Ao ek,

(88 12-8) 40~50TH2| 717 |2t

07 B go] E9toLt, 301 olF T
214 30%

(2020. 12¥9 H 71&, A 8, %)

T= A (0 k= 14 0|2k [1~53 O|2H5~10 OJFH 108 OfA
A 2,701 524 377 775 545 480
(100.0) | (19.4) (14.0) (28.7) (20.2) (17.8)
L | 1045 140 141 300 222 242
40~49M | < | (100.0) | (13.4) (13.5) (28.7) (21.2) (23.2)
o1 1,656 384 236 475 323 238
< | (100.00 | (23.2) (14.3) (28.7) (19.5) (14.4)
Al 2,822 852 460 655 366 490
(100.00 | (30.2) (16.3) (23.2) (13.0) (17.4)
L | 1216 210 177 295 198 336
50~B9AMl | &< | (100.0) (17.3) (14.6) (24.3) (16.3) (27.6)
o1 1,606 642 283 360 168 154
° | (100.0) | (40.0) 17.6) (22.4) (10.5) 9.6)

O 4091} 50TH9] 10 |9t 7}UA} v

2 H]
69.6%(196.7%F )= 40t 2] 62.1%(167.6%F B)Hth =

O 449 4% 71d71ke] A3

fle 73

2 247 82.2%%F 82.6%

Zqou, 59 Hlge] e HelS

&9 7% 5047t

97} 40t 23.2%(38.4F

), 50t 40.0%(64.2% )2 G 13.4%(14.0%F )<t

17.3%(21.0%F B)Er} ¥55] W



SEH 12-9) 712 o Q17 ChH] Z14717F 10 O|2ERt
(2019. 12¥ H 7I1&, A 9, %)
7= 18~26M| | 27~29M| | 30~39A| | 40~49M| | 50~59A A

LHAZ 0|=EXKA) 3,130 1,927 5,403 4,304 4,145 | 18,910

HA 7t OAB) | 3,130 | 1,933 | 6896 | 8225 | 8356 | 28,540
HIE(A/B) (100.0) | 99.7) | (784) | (52.3) | (49.6) | (66.3)
O A 71 A 5 66.3%(1891.08 )7t =P A7 SFAS
SHHSHA] 23t A0 = UER.

O 3w vSEA vl A2 o= 74Q) o4t 717ko] E-2 30
7R 78.4% S0 8 =7 UEhgtou, 40t] o]3 Z4sto]
50tholl= 49.6% 42714 GolH.

(Fad 12-4) A2 71471ZF 10 O|2A}E HIZ
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O ZA 7Y iAo A v|2FEA; H]-E-2 19991 93.9%01| 4]
20199 66.3%= A|&4 Q0 THAAE .

O 399 o] 4t 5009 49, #daA7t o det 19994
89.1%°1 41 20194 49.6%7HA] BolA|+&= A 02 YEld.

SH 12-10) T 20X

(2019. 12¥ H 71&, A 8, %)

(A ML) |=WH fAIAH (YA 2 (BN FHFAL

A 71 CHAL (RN RAZXE Hlg M FHIRY Hlg

() (B) (B/A) © (C/A)

HH| 8,356 2,506 (30.0) 918.2 (11.0)
50 901 67 (7.5) 0.0 0.0)
51 899 128 (14.2) 0.0 0.0)
52 830 164 (19.8) 0.0 0.0)
53 786 196 (24.9) 0.0 (0.0)
54 817 245 (30.0) 0.0 0.0)
55 798 272 (34.1) 81.2 (10.2)
56 761 293 (38.5) 140.7 (18.5)
57 837 344 (41.1) 192.3 (23.0)
58 856 381 (44.5) 232.3 (7.1
59 871 415 (47.6) 271.7 (31.2)




O 5099 30%(250.65F )= o

HYRE gRsiee 234
e,

O 11%(01.8% B YA IIAEE Fesitiete Ha 719
717 109 297 Fal Ao Yepd,

Re 7Hd 7hs 7133l 5‘41’413&
"I_

]_
shust BARS(EAA FAEA)

EH 12-11) 19" M2 AKX
(2019. 12¥ H71E %)

T | 27~29M| 30~39A| 40~49M| 50~59A|
HA| 30.3 30.0 28.0 30.6 32.1
Cl 24.7 34.4 253 23.9 22.7
4 36.4 24.9 31.0 37.8 42.0

O 7]ojo]go] & Al SRS Lol & vl 7FIAHAL
28 AFZAI)7E 20199 71 30.3%0 b Ao Y.

O g4 193 A8 AAY HF2 24.7%21 w¥HH, o3
36.4%%] Ao YR,

O dAgdiEs AuEd, 20toll= o149 11913 A& AFAAY B
Fol 2o, 309 o] JHEo| AYH7t SIS 1 4

A7 AL AL T % %L,

_
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1. Mika Vidlund — Who pays the bill? Cross—national
comparison of pension contributions

Introduction

Pension systems are one of the main components of any
European welfare state. Pension insurance forms the lion's
share of social insurance expenditure, and it is financed
through a variety of mechanisms that differ across countries,
combining both public and private actors.

In industrialized countries, pension provision consists of
pension schemes that seek to protect the population against
poverty in old-age or other social risks, such as disability or the
death of the family's breadwinner. In addition to poverty pro-
tection, pension schemes also seek to cover income insurance
with the aim of maintaining a certain standard of living when
person is unable to earn income from employment. These two
are the main elements of pension provision and can be ar-
ranged in a variety of ways across the countries. This variance
makes it sometimes difficult to compare pension systems of
different countries.

Basic poverty protection is usually covered by public or stat-
utory pension schemes (so-called first-pillar pension scheme).

The income insurance or earnings-related pension, however,
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can be arranged through statutory, semi-mandatory or volun-
tary pension systems that can be part of either the first or the
so-called second-pillar supplementary occupational pension
provision. Public pensions usually involve parliamentary deci-
sions with respect to major changes to the system while occu-
pational pensions refer to pension arrangements that are tradi-
tionally negotiated between labour market parties who decide
on the crucial features of the system. In practice the division is
not that straightforward. For example, in Finland the statutory
earnings-related pension system is based on a tripartite ar-
rangement, consisting of employees, employers and the
government.

Typically, international statistics and comparisons concen-
trate on the public pension schemes. A more accurate and
comparable picture of the pension provision in different coun-
tries is obtained by analysing aggregate public and occupa-
tional pension schemes. Otherwise, there is a risk of comparing
apples to oranges. We are gaining only a partial truth, if our fo-
cus is only on public pensions while comparing two countries
and in the first country income insurance is arranged by public
pension schemes whereas in the other it is arranged by supple-
mentary occupational pension schemes and public pension

provides only minimum pension.



Changing landscape of public-private mix

The public-private mix has been high on the socio-political
agenda in many countries already for decades and in its earliest
forms already since the creation of pension systems. The evolu-
tion of public-private mix, to put it shortly in this context, de-
scribes a shift from State to private responsibilities for provid-
ing old-age income. This evolution has already taken many
steps within pension provision.

Accordingly, one of the main driving forces behind recent
pension reforms has been to ensure the fiscal sustainability of
the statutory pension systems as well as of the overall public
finances. In the face of increasing longevity and decreasing fer-
tility, countries have adjusted their pension systems by cutting
pensions, closing early routes to retirement and raising the re-
tirement ages in order to keep the systems sustainable. The re-
forms have reduced statutory pension expenditure and thereby
also the pressure to increase contribution rates, which is no
longer seen as feasible an option as it was some decades ago.

Due to tight constraints on the financing side, especially in
the statutory pension systems, countries have taken measures
to increase occupational and other supplementary pension
provision to secure an adequate level of retirement income also
in the future. This development can be seen in pension reforms

that have taken place in recent decades, where the goal has of-
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ten been to increase private and individual responsibility in
pension provision (e.g. Ebbinghaus 2011). This has taken place
by, for example, transforming defined benefit (DB) plans to de-
fined contribution (DC) plans, or by individualizing the pension
provision or making it more incentive-driven through tax or
other incentives in order to enhance private pension saving.
Sometimes, these reforms have coincided with reductions in
the statutory pension provision, such as in Germany in the ear-
ly 2000s (referred later as Riester-reform). Although partic-
ipation is still voluntary, supplementary pension schemes in
Germany can no longer be perceived as simple ‘top-ups to
public pensions; rather, they serve as ‘substitutes’ compensat-
ing deficits of a weakened public system (Schneider 2021).

The reasons for different adaptations to the structure and or-
ganization of pension provision across the countries are
complex. There are different views on the role of pension sys-
tems and the relative importance of their objectives, including
poverty relief, and on how risks should be shared within and
across generations. The scheme structure also plays an im-
portant role in how the objectives are realized. For example,
solidarity depends on how the scheme is financed, that is,
whether it is a pay-as-you-go (PAYG) versus a fully funded
scheme and on the other hand on the coverage and selectivity
of the scheme.

Furthermore, there are constraints in reforming and chang-



ing systems that vary in different countries. Pension systems
have been claimed to be path-dependent in terms of the
long-term development of pension systems (see, e.g., Andersen
2000; Hinrichs 2000; Hinrichs & Kangas 2003). The result is
that there are several alternative solutions to the public-private
mix that exist alongside one another, depending on the specif-
ic historical, social, economic, political and institutional con-

text of each country (Barr & Diamond 2008; Barr 2013a, b).

Aim of the study

This study reviews pension schemes financing in four coun-
tries: Finland, Germany, the Netherlands and Sweden.
Countries represent different welfare regimes or social in-
surance models that apply different institutional solutions in
their pension systems providing thus a varying mixture of pub-
lic and private pension schemes.

As the pension systems differ significantly in structure and
organization from each other, a wider scope of pension provi-
sion is needed, especially in cross-national studies. Despite the
importance of occupational pensions, studies of total pension
provision and their costs are surprisingly rare. This report
seeks to shed more light on this topic and to provide in-
formation on the nature, importance and level of total pension
costs. The scope of the retirement systems includes both stat-

utory pension and occupational pension systems covering pen-
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sion provision for old-age, disability and survivors. This paper
provides comparison on aggregate contribution revenues as
well as public and private expenditure on pensions.

The aim of this report is to show how much national income is
needed to pay for pension provision including poverty protection
and income insurance components. i.e. minimum and earn-
ings-related pensions. Individual savings or personal pension
provision (so called third pillar) is not included in the analysis.
Focus is on the contribution income of statutory and occupa-
tional pensions together with the general tax revenues allocated
to pension provision. The Finnish Centre for Pensions has con-
ducted this kind of comparison for some years and the latest
publication was published in 2016 (see Vidlund et al. 2016).

Another aim of this paper is to look at the division of the total
contribution burden caused by pension provision to employers,
employees and the State. However, no stand is taken on the actual
incidence of contributions and who ultimately bears the burden.
However, it is worth noticing that the actual incidence of con-
tributions may differ greatly from the notional source. In theory,
the balance between employer and employee contributions is
neutral (or irrelevant) because both are part of the total

remuneration, so higher employer contributions eventually mean
lower salaries (or other benefits) (Blommestein 2009; Melguizo and
Gonzélez-Paramo 2013; Sjogren-Lindquist et al. 2011).

Comparison focuses on contribution levels and does not



strive to extensively compare what kind of and what level of
benefits the pension contributions finance in each country.
Likewise, some of the countries have gathered significant pen-
sion funds but their role in pension financing is not explicitly
analysed. Though, in the PAYG the main purpose of the fund-
ing is to cushion the increase in pension contributions while
pension expenditures are increasing.

The data on pension contributions and income flows are
mainly based on statistics published by each country’s in-
stitutions in the social insurance sector, accounts, and budget
data, as well as different official reports together with recent
publications from European Commission. The data on GDP and
wage sums have been obtained from the OECD database
(OECD.Stat).

Ageing population and pension expenditures

Population structure together with population ageing, cap-
tured by the dependency ratio, are the main factors that cause
upward expenditure trends. Spending tends to be low in coun-
tries with favourable demographics. Higher dependency ratio
narrows a contribution base relative to the number of benefi-

ciaries and pushes up pension contributions.

In the current decade, the increase in the old-age depend-

ency ratio (65+ / 20-64) in Finland is projected to be one of the
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fastest in the EU (Figure 1). In 2019, the old-age dependency
ratio was 39%, and it is projected to rise to 62.5% in 2070. The
projected increase in the old-age dependency ratio is a con-
sequence of the current age structure in Finland. Population
ageing is driven by the low fertility rate and increase in
life-expectancy.

Germany is also facing a steep increase in dependency ratio
until the mid-2030s after which the growth will nearly stagnate
and stay well below the EU-average. In Sweden, on the other
hand, the dependency rate is projected increase at a much
slower pace than in the other countries under comparison. The
continued rise of the dependency ratio is due to an increase in
longevity but mitigated by the fact that net migration and fertil-
ity rates are positive, which make the working age population
continue to grow during the entire projection period (see e.g.

Buropean Commission 2021c).

(278 13-1) Old-age dependency ratio (65+ / 20-64) in 2019-2070.
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The demographic change contributes to a rise in public pen-
sion expenditure. Finland and Germany have clearly higher
pension expenditure than others and are projected to have the
highest increase in the long-term. Overall changes in public
pension expenditure are predominantly driven by the old-age
and early pension schemes.

Countries have established several policy measures by abol-
ishing or tightening access to early retirement and increasing
the statutory retirement age. Reforms aim at increasing effec-
tive retirement ages, lifting employment rates of older employ-
ees, and controlling future adjustments of pension benefits to
offset the impact of demographic pressure on pension financ-
ing and public finances in more general.

It is noticeable that in Denmark the expenditure is expected
to decrease. The decrease in the public pension expenditures is
a result of a number of different factors and reforms
established. One of the reasons is more structural. Due to in-
come-testing, the growing role of private pensions diminishes
the amount of the national pension. Together with the rising
retirement ages, this will significantly reduce the financial bur-
den in the statutory pension scheme and the need for direct tax
revenues in the national pension scheme.

In Sweden the development in public expenditure is rather
stable. It should be noted that in contrast to the European

Commission (2021c) projection model, this report classifies
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Swedish compulsory premium pension as part of public pen-
sion expenditures even though it is included as part of house-
hold savings i.e. private pensions in the National Accounts.
Premium pension system will mature gradually and grow in im-
portance until 2070 and can be seen as an increased ex-
penditure in Figure 2. Otherwise phasing out of the widow's
pension and a relatively small inflow into disability pension are

factors that hold back public sector expenditure.

(B3 13-2) Public pension expenditure % of GDP in 2009-2070.
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All these countries have raised retirement age and tightened
access to early retirement for to counteract population ageing.
In the Netherlands however the slowdown in retirement age is
putting upward pressure on public pension expenditure. The
retirement age was increased from 65 to 66 years and 4 months

during the period 2013 and 2019. However, as a result of the



2019 pension reform the increase in retirement age was slowed
down. In addition, the link between the retirement age and life
expectancy is now limited to an 8-month increase rather than a
one-year increase per year of life expectancy gains (see e.g.
BEuropean Commission 2021c.)

Statutory pensions constitute the main part of the total pen-
sion provision, but the countries also exhibit important varia-
tions in the structure and role of different pension pillars. In
contrast to the Netherlands and Denmark, where statutory pen-
sion mainly provides the minimum pension provision, Finland
and Germany have a comprehensive statutory earnings-related
pension system with the highest share of statutory pension ex-
penditure, among the countries studied (Figure 3).

Comparison of total pension expenditure reveals the con-
vergence of the expenditure levels when taking into account
both statutory and occupational pension schemes. In addition
to demographic and financial background factors, the differ-
ences in pension expenditure and contributions can largely be
explained by the structural differences of the pension schemes.
For example, in the Netherlands public and occupational
old-age pension expenditure were roughly equal in size in 2019

(Figure 3; European Commission 2021c).



B2 411

(813 13-3) Statutory and occupational pensions expenditure % of GDP in
2019.*
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Z: In contrast to European Commission (2021c) projections and Figure 2 statutory
expenditures for Germany also includes miners and farmers and professional
pension schemes for liberal professions. For Denmark voluntary early retirement
pension which is paid from unemployment insurance is included to statutory
expenditures.

A& Buropean Commission 2021c; National sources.

Level of benefits can be illustrated with theoretical replace-
ment rates (Figure 4) and benefit ratio (Figure 5). Although
these  indicators do not  straightforwardly provide
cause-and-effect relationship between contributions and re-
placement rate.

OECD’s theoretical replacement rate calculations are based on
rules that applied in 2019 and include the main national scheme
for private sector employee’s covering both statutory and occu-
pational schemes. The calculations assume that a person has a
working career from the age of 20 until the national retirement

age on average earnings (for more details, see OECD 2021).
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The significance of occupational pensions in the total pen-
sion provision is high even for average wage earners and in-
creases for higher income groups the Netherlands and
Denmark, where the basic pensions are flat-rate benefits. In
both countries over half of retirement income is provided by
compulsory occupational schemes leaving a smaller role for
public pension. On the other hand, the scope and generosity of
statutory pensions have left little room for the development of
occupational pensions in Finland.

However, Danish public pension benefits from the national
pension and employment-based ATP are currently the major
source of income for pensioners even though occupational
pensions and private savings are more popular now than they

were 20 years ago. Public pension still accounts for almost
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two-thirds of all pension income (Buropean Commission
2021b; ATP 2019). This can also be seen by comparing benefit
ratio which indicates the average pension (pension spending
divided by the number of pensioners) in relation to the average
wage (gross wages and salaries divided by employees) in 2019
in (Figure 5). In the Netherlands public pension is over 40 per-

cent of the total pension income and in Sweden two-thirds.

(28 13-5) Benefit ratio (average pension/average wage) in 2019, %.
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Structure and financing of pension schemes

Minimum pensions

In Denmark and the Netherlands residence-based flat rate
pension is universal and provided to all, irrespective of the lev-
el of their earnings-related pension. However, in Denmark this

applies only to the basic amount, and the pension supplement



depends on the combined income of both the pensioner’s and
the spouse’s earned, capital and pension income. In Denmark
public pensions will in the longer run have a more limited role
in income replacement beyond the low-income groups.

In Finland and Sweden, the residence-based national pension
and the guarantee pensions are proportional to the amount of
statutory earnings-related pension a person receives. In con-
trast to the other countries in this study, in Germany the mini-
mum benefit is provided through means-tested social assis-
tance that is not part of the pension scheme. In Denmark,
Finland and Sweden residence-based minimum pensions
(old-age, disability, survivors) as well as means-tested minimum
pension in Germany are financed from general taxation on a
PAYG basis.

In the Netherlands survivors’ pensions and disability benefit
for young individuals (Wajong) is financed by general taxation.
However, old-age pension scheme (AOW) is a PAYG-scheme
that is financed by employee contributions and state subsidies.
The government decided to cap the contribution rate to a max-
imum of 18.25 per cent as early as in 1997. However, the con-
tribution rate has remained stable, just below the cap, at 17.9
per cent since 1999. The contribution is incorporated into the
into the first and second bracket of the income tax system, so
all people below the retirement age with income from work pay

into the system. The contribution is levied only on income be-
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low the income ceiling of EUR 34,300 (2019). Coupled with in-
creasing pension expenditure, the fixed AOW-contribution rate
has resulted in a deficit between the contributions and ex-
penditure from 2000 onwards (CBS 2010; 2018; 2022). The gov-
ernment supplements the shortfall between the expenditure on

the old-age pension and 17.9% contribution income.

Earnings-related statutory and occupational pensions

Even though statutory employment or earnings-related pen-
sions operate mainly on the PAYG principle, Denmark, Finland
and Sweden have accumulated funds to support the operation
of public pension arrangements since the introduction of the
schemes (Figure 6). Germany has chosen a different path, with
hardly any pension funds. In the Netherlands, the only statutory
earnings-related pension, that is, the disability benefit scheme
for employees (WIA and WAQO), is PAYG financed. However, oc-
cupational pensions are fully funded.

The relative importance of occupational pensions in old age
incomes is significant in Denmark and the Netherlands, which
can be seen representing prototypical Beveridgean countries in
a sense that public pensions provide a universal flat-rate
pension. The earnings-related pension is arranged by collective
occupational pension arrangements in both countries. The size
of assets is also highest in these two countries. In the following

comparative graph, the size of pension assets is presented rela-



tive to the country' s GDP. The statistics cover both statutory or
public (pillar 1) and labour market based supplementary pen-
sions (pillar 2). In terms of total assets relative to the national
economy assets in the Netherlands accounted for over 200% of

the GDP in 2019, whereas in Germany less than 20%.

(873 13-6) Pension assets in public and occupational pension schemes
relative to GDP in 2019, %.
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Z}&: OECD’s Global Pension Statistics; National sources.

Denmark

The Danish ATP (the Labour Market Supplementary Pension
Scheme) is a mandatory fully-funded DC scheme that covers all
wage earners. Its assets amounted to 38 per cent of GDP in
2019. Self-employed persons can be covered voluntarily. The
size of the pension depends on the contributions paid, which

vary with the number of hours of work. ATP does not provide
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disability pensions, and survivors' benefits are paid as a lump
sum.

The employment related ATP is financed from small nominal
contributions from all employed persons. For a full-time em-
ployee, the employer contributes DKK 189 (EUR 25) per month,
while the employee contributes DKK 95 per month (EUR 13).
The amount of ATP contribution is adjusted so that it corre-
sponds to the projected rate of one per cent of the average
wage. Employer pays two-thirds of the contributions and em-
ployee one-third. (ATP 2021.)

In addition, the Danish unemployment insurance fund pro-
vides a voluntary early retirement pension (efterlgn) which is
mainly financed by state revenues. An employee must pay
flat-rate contributions to be eligible for early retirement.

In Denmark, mostly sector-wide occupational pension
schemes which were introduced in the private labour market in
the beginning of the 1990s cover 94 % of full-time employed
people or 63% of the working-age population. Low coverage
rates are in sectors with a large share of unskilled and non-or-
ganised labour such as in agriculture, sales, and restaurants.
(Buropean Commission 2021b.) Occupational pensions are de-
fined contribution with the exception of the civil servants’ pen-
sion scheme which is a defined benefit. Civil servant pensions
are mainly tax financed and in the process of being phased out.

Otherwise, the importance of occupational pension schemes in



overall pension income is becoming steadily larger as the major
sectoral schemes established around 1990 mature and expand
as an effect of growing contribution rates.

The contribution rates usually vary between 12 and 19 per
cent depending on collective labour agreements. Rates tend to
be higher among highly educated groups (Buropean
Commission 2021b; Andersen 2015). As a rule, employers pay
two-thirds and employees one-third of the contribution. The
contribution levels have been increased successively through
an integrated element of periodic collective bargaining (see
e.g., Industriens Pension 2022). This is also illustrated by the
size of contributions from occupational schemes, which has in-
creased from 1.3 per cent of GDP in 1980 to 8 per cent of GDP
in 2019.

There are only very few occupational pension schemes cov-
ering groups of the self-employed (primarily professionals such
as doctors and lawyers). The voluntary individual pension
schemes is mostly relevant for the self-employed as well as oth-
er people in work not covered by collective agreements (e.g.
people in non-standard jobs). However, the average con-
tribution of 3 % of income into individual pension schemes,
people without occupational pensions do not compensate
enough. The average 10 % contribution made by the self-em-
ployed masks a small group with high income that pays high

contributions and a large group with lower income that pay
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very little, if any, contributions. (European Commission 2021b.)

Germany

In Germany the statutory pension system is financed on the
PAYG-principle based on the contributions and the govern-
ment subsidies>3). A fixed contribution rate covering statutory
old-age, disability and survivors benefits was set by an act in
2002. Contribution was limited not to exceed 20 percent until
2020 and 22 percent until 2030. The contribution rate has fluc-
tuated between 19-20 per cent during the 2000s (Figure 8).
Since 2018 it has come down to the current level of 18.6 per
cent due to favourable employment and economic growth to-
gether with benefit adjustments. Half of the contribution is
borne by the employer and half by the employee. Contributions
and entitlements are levied on annual earnings up to a ceiling
of approximately 200% of the average earnings.

The German pension system has a sustainability mechanism
linking both contributions and benefit entitlements to the de-
velopments in the ratio between contributors and beneficiaries.
The contribution rate changes according to the financial sit-
uation of the statutory pension insurance. In principle, the de-

velopment of the amount of the sustainability reserve

53) In addition, for miners and farmers, the main part of pension expenditures
is currently financed by state-subsidies. Currently, pension expenditures
related to miners amount to about 0.3 % of GDP while farmers’ pension
expenditures account for 0.1 % of GDP. (European Commission 2021b)



(Nachhaltigkeitsriicklage) is decisive. If the sustainability re-
serve threatens to fall below 0.2 monthly expenses, the con-
tribution rate is increased. If the sustainability reserve exceeds
1.5 monthly expenses, the contribution rate is reduced.

In Germany, occupational pensions for wage and salary
earners in the public sector are based on collective agreements,
but in the private sector they have, traditionally, been volun-
tary benefits provided by the employer. The membership in oc-
cupational pension schemes has increased significantly since
the reforms in 2001 from 14.6 million to 21.0 million by the
end of 2019 (ABA 2021; BMAS 2021b) and the coverage of these
schemes stands at around 60 per cent of the employees.

The latest act on strengthening occupational pensions
(Betriebsrentenstirkungsgesetz) came into force in 2018 with
an aim to extend defined contribution (DC) occupational
schemes, which are negotiated as part of the collective bar-
gaining process. Currently occupational pensions are mostly
defined-benefit schemes. Unions and employers can agree on
DC occupational pension schemes without any warranty con-
cerning minimum benefits or interest rates. The law is intended

to raise the coverage ratio of occupational pension schemes.54)

54) The political debate on the further development of the old-age pension
system and measures for expanding private pensions is ongoing. Despite the
reforms established in the early 2000s the coverage of supplementary
personal pension schemes in Germany has stagnated in recent years. Only
around 25.3% of the working population, or 12.9 million people, had signed
up to a Riester contract as of 2020. Around 300,000 received a pension
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In Germany, the 2001 pension reform has been described as
a paradigmatic change. Since then adequate old-age income
relies on a combination of the pension level in the public pen-
sion scheme and subsidised occupational or private pensions.
(Hinrichs 2010; Furopean Commission 2021b.) In the reform
package:

The reference point shifted from the benefit to the revenue
side. The standard replacement ratio of 70 percent (net), estab-
lished in 1992, was replaced with a fixed contribution rate that
is not supposed to exceed 20 percent until 2020 and 22 percent
until 2030.

Sustainability factor or ‘brake mechanisms’ (the changing ra-
tio of pensioners and insured) were included in the benefit for-
mula to stay within the contribution limits. The expected de-
cline of the standard replacement ratio meant a clear departure
from the dogma of status maintenance (after a complete
full-time career) to be attained by public pensions alone.

To close the arising pension gap, the core of the 2001 reform
was the institutionalization of the so called Riester-Rente. The
voluntary take-up of certified savings plans is encouraged not
only by offering tax advantages but also direct subsidies.

Further, to ensure adherence to the contribution rate targets

benefit from a Riester contract in 2020, with an average gross monthly
pension of just 83 euros. (DIW 2021.) As with the other countries, these
third pillar pension schemes, such as the Riester-pensions, are not included
in this comparison.



it was decided in 2007 to lift the normal retirement age from 65
to 67 years between 2012 and 2029. Higher retirement age was
already proposed by a reform commission in 2003 but was then
rejected because it was too controversial and unpopular issue.

However, for addressing the challenge of declining replace-
ment rates and safeguarding pensions the Act on Benefit
Improvements and Stabilisation of the Statutory Pension
Insurance was established in 2020. In this act an upper limit of
20% was introduced for the contribution rate and a minimum
replacement rate of 48%>5 was established for the net pension
level. If the contribution rate or replacement rate projections
indicate a deviation from the limits, the government is obli-
gated to come up with policy proposals to ensure that the lim-
its are not broken. This so-called “double lock boundary” is ap-
plicable until 2025. Additionally, until 2025 the lower limit for
the contribution rate is set at 18.6%.

Even though, the latest regulations will lead to improvements
for selected groups of people, including ‘basic pension’ estab-
lished in 2021 for individuals with long history of mandatory
contributions, these do not constitute a break with the reform
policy of 2001. Pension policy is still aimed at building a sus-
tainable and reliable provision for old age based on the

three-pillar model, with the public pension remaining the most

55) This is a theoretical replacement rate of a 45-year-career with an average
salary.
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important one. (European Commission 2021b.)

Finland

In Finland, the scope and generosity of statutory pensions
have left little room for the development of occupational
pensions. These voluntary pension plans cover around 10% of
employees. Contributions are paid by the employer and, in
some cases, the employee. Employee contributions may
amount to half of the total annual contribution payment.

Finland has partially funded earnings-related pension system.
In total, the market value of pension fund assets amounted to
91 per cent of GDP in 2019. The average earnings-related pen-
sion contribution rate in the private sector (TyEL, Employees
Pensions Act50)) has been 24.4 per cent of wages since the 2017
reform. Employers’ share was 17.35 percentage point and em-
ployees’ 7.05%57). The contribution level is not fixed but aimed
to develop steadily and appropriately to secure the benefits and

their financing in the long run. There is no ceiling on pension

56) Finnish earnings-related pension consists of five sector-specific schemes
which are based on different legal acts. In addition to TyEL these are the
scheme for public sector employees, the scheme for the self-employed, the
scheme for seafarers, and the scheme for farmers. Despite the different
legal bases, differences in pension rights between these acts have mostly
been abolished with the pension reforms of the 1990s and the 2000s.
Financing of the schemes is still different between the schemes.

57) Employees’ aged 53 to 62 pay higher contribution (8.25%) until the end of
2025. Otherwise the contribution rate is 6.75%. Higher contribution is due
to higher accrual rates for those aged 53-62 implemented in 2005 pension
reform.



accrual, contributions, or employees earnings in the earn-
ings-related scheme.

In Finland investment income from pension assets is an im-
portant element in financing the Finnish public pension
system. Assets are increasingly used for keeping the con-
tribution rate stable. Since 2012 expenditure has exceeded the
contribution income and the difference is financed with returns
on pension assets (Figure 7). In recent years, approximately
one fifth of the private sector pension expenditure has been fi-
nanced with pre-funded pension assets (Tikanmiki et el. 2019).

Even though the Finnish system does not have similar auto-
matic adjustment mechanisms than in Sweden and Germany to
cope with changes in the age composition of the population,
projections for pension reform established in 2017 indicate a
stable contribution rate for the forthcoming decades. However,
a significant pressure for increasing contributions exist from
2050 onwards because of declining birth rates (Tikanmiki et al.
2019).



2E 425

I8 13-7) Employees’ pension contribution rate and expenditure
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Overall, the Finnish pension system has seen several reforms.
In the 21st century, two major pension reforms have been car-
ried out in 2005 and 2017, the purpose of which is to prolong
working careers and ensure the adequacy of pensions and sus-
tainability of financing also in the future. These reforms have
led to uniform and simplified rules across sectors and different
acts and have improved the system'’s sustainability, while the
principles of a PAYG system have largely been preserved.

One of the major adjustments in 2005 reform was the estab-
lishment of the life expectancy coefficient. It has affected the
pension amount since 2010 and stabilizes the pension ex-
penditure due to a prolonged life expectancy. In addition, as of

the beginning of 2005, it has been possible to retire flexibly on



an old-age pension and earnings-related pension is calculated
on the basis of average earnings throughout the working
career.

The 2017 pension reform continued in the path of the 2005
pension reform. The largest principled change was to increase
retirement age gradually from 63 to 65 and linking the retire-
ment age to changes in life expectancy. It was also agreed that
the contribution level is aimed to develop steadily and appro-
priately to secure the benefits and their financing in the long

run. (Finnish Centre for Pensions 2021a.)

Sweden

In Sweden the old age pension scheme has an autonomous
structure and is financially separated from the other pension
insurance benefits, that is, from disability and survivors’ bene-
fits, which are financed with budget funds and employers’
contributions. Disability benefits, which are equivalent to dis-
ability pensions in most European countries, are financed as
part of the employers’ sickness insurance contribution.

The earnings-related old-age pension system is financed by
contributions levied on earnings subject to a ceiling amounting
to around 108% of average wage. Employer contributions are
paid over the ceiling. However, contributions over the pension
ceiling are transferred to the central government budget as

general tax and do not affect the earnings-related pension



22 427

system.

The old-age pension contribution rate is fixed and connected
to flexibility of the benefits and in the design of the system
(NDC-model) and it is intended to be unchanged into the indef-
inite future. Old-age pension contribution is 18.5 percent of
pensionable income: 16 percentage points are paid to the NDC
PAYG system and 2.5 percentage points to the funded DC pre-
mium pension system. This is the rate used for establishing
pension rights and it is the figure mostly used also when dis-
cussing contributions. However, pensionable income is defined
as earnings less the employee contribution to the pension
system. The old-age contribution for employee is 7 percent of
gross earnings, and for the employer 10.21 percent. Giving an
effective contribution rate on gross earnings of 17.21 percent,
14.88% percentage points is paid to the NDC system and 2.33
percentage points to the DC funded pensions.

The PAYG old-age pension scheme contains two important
features which are intended to ensure its financial stability. The
first is a buffer fund. In 2019 the fund amounted to some 30
percent of GDP. All contributions to the PAYG scheme are paid
into this fund and all pensions are paid out of it. The surpluses
generated are used to balance financial strains on the old age
pension system. AP funds have since 2009 been net contrib-
utors to the pension system, i.e. pension expenditures exceed

contributions. These payments from the AP Funds have been



necessary mainly as a result of demographic factors, such as
the large number of people born during the 1940s, who are
now pensioners. The AP Funds are expected to continue mak-
ing net disbursements to the pension system for another some
20 years. Thereafter, the AP Funds are expected to receive net
inflows once again. (MoF 2021.)

The second feature is an automatic balancing mechanism.
This mechanism reduces current and future pensions by as
much as is necessary to maintain the stability of the system’s fi-
nancing (see e.g. OECD 2021.) The contribution rate does not
react to an ageing population because of the NDC character of
the system, but the benefit level does — in effect placing the
burden on the retired generation. Earnings-related pension
system should secure financial balance only by changing the
value of benefits since the option to increase the contributions
(or subsidise by tax subsidies) is ruled out.

Nearly 90 % of employees in the Swedish labour market are
covered and provided by mandatory insurance in occupational
pension schemes based on collective agreements. The self-em-
ployed are only covered if they choose to save in personal pen-
sion schemes.

In Sweden all occupational pension contributions are paid by
employers. There is some variation in contribution rates among
occupational pension schemes; however, in general, employers

in all four public-private sectoral schemes pay a contribution
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of 4.5 % of wages below the statutory pension ceiling, and 30%
of wages above that ceiling. As a consequence, the cost and re-
placement rate actually increase as the contribution rate to the
occupational pension increases for earnings above the ceiling
because most parts of the occupational pension have been re-

negotiated from defined-benefit to defined-contribution58).

Netherlands

In the Netherlands occupational pension schemes cover over
90% of employees. Occupational pensions are mainly nominally
defined benefit in that they typically promise a specific nomi-
nal benefit to participants. However, most schemes are hybrid
DB and DC in the sense that benefits are conditional on pen-
sion fund solvency. The administrative boards of pension
schemes may even decide on pension cuts to restore solvency if
assets fall below the legally required level of liabilities. As a
main rule self-employed are not covered by second-pillar
schemes.

Contribution rates usually range from 15 % to 25 % of qual-

ifying income above the AOW offset (threshold). The offset is

58) While DB plans are being phased out in the private sector, they are still
available to employees born before 1979, and not just to high-income
earners. The reforms in the public sector have been gradual but are moving
in the same direction. For municipal employees born after 1985 and for
state-sector employees born after 1987, the DC principle applies for all
components; but for older employees with high incomes, some DB elements
remain. (European Commission 2021b; Svenskt Néringsliv 2019.)



based on the AOW benefit amount, but it varies across the
schemes. Employers typically pay two thirds of the pension
contribution, and employees the rest. These contributions are
paid up to a maximum income threshold (EUR 107,543 in
2019). In company funds, employers pay a larger share than in
industry-wide funds.

According to the Goudswaard Committee report (2010), the
contribution rates in the occupational pension schemes were
quite stable between the early 1990s and the beginning of the
2000s. After the dot-com crisis in 2001, the pension con-
tributions started to increase sharply, and since then, the level
has been consistently higher than in the 1980s and 1990s
(Figure 8). The reasons behind the higher level are, among oth-
ers, a statutory requirement for cost-effective contributions,
increasing life-expectancy and demographic ageing, as well as
lowering of the interest rates used to calculate liabilities (a
change from a four per cent fixed-rate to a variable risk-free
market rate).

The latest reform coming into effect in 2023 is one in a series
of reforms that transform the final-pay benefit pension con-
tract, which was dominant twenty years ago, step by step into a
collective defined contribution contract. Government and rep-
resentatives of employers and employees reached an agree-
ment during 2019-2020 on how the system of occupational

pensions should be reformed in the coming years. The New
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Pension Contract, as it is called, can be qualified as a collective
defined contribution (CDC) plan: participation and con-
tribution and investment plans are organized collectively, while
the pension benefit guarantees that are characteristic of the
current pension system will be abandoned. (see e.g Westerhout

et al 2021.; IPE 2021)

Towards fixed contribution level

Challenging demographic circumstances for the pension sys-
tems should have resulted in increase in public pension con-
tributions for almost all the countries under comparison.
However, it appears that an increase in contribution rates is no
longer as feasible an option as it may have been some decades
ago. The recent development in the contributions levied from
employees and employers verify this finding (Figure 8). Overall,
it seems that a ceiling for public contribution rates has been
reached in many countries. Countries have established sub-
stantial reforms in 2000’s but also reduced the variability in
contributions by use of funds or by use of state revenues.

For example, in Germany the development of the con-
tribution rate of the statutory pension insurance over the last
decades has been significantly influenced by the demographic
development of the population, more precisely by the ratio of
contributors to pensioners. However, adjustments to pension

law and economic development also play a major role, so that



despite the progressive ageing of the population, the con-
tribution rate in currently is 1.7 percentage points lower than
in 1999.

For occupational schemes in Denmark and the Netherlands,
contribution rates are fund-specific, so

typical rates are shown in Figure 8. In Denmark contribution
rate varies depending on the wage agreement and 60 per cent
of those with contributions have a contribution rate between

10 and 17 per cent (European Commission 2021c).

(813 13-8) Pension contribution rates in 1988-2020, %.
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Pension contribution level and division of costs

A comparison of the pension insurance financing reveals
considerable differences between the countries studied. A clos-
er look at financing structures reveals that the public con-

tribution rate is not a sufficient indicator for describing the to-
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tal costs and the distribution of the burden of pension
provision. Depending on the country, tax revenues cover a sig-
nificant share of total costs, and similarly, occupational pen-
sions play a large role in pension provision through their sub-
stantial share of pension contributions.

The relative importance of occupational pensions varies
from almost negligible (Finland) to being a significant part of
the pension provision. Denmark, the Netherlands and Sweden
have the highest annual contribution flows due to the
near-universal coverage of second pillar pensions (Figure 9).
On the other hand, the lower flow in Sweden in contrary to the
Dutch and Danish pension schemes is explained by the occu-
pational pensions’ supplementary role to statutory earn-
ings-related pensions. The contribution rates of occupational
pensions in Sweden are lower compared to Denmark and the

Netherlands.



(833 13-9) Share of occupational and statutory pensions (% of total
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In the following, total pension contributions are analysed in
relation to GDP at market prices and the compensation of
employees.5>9)

When focusing only on statutory revenues, we notice that the
contribution income is highest in Finland at 12.5 per cent of
GDP, or 26.7 per cent in relation to the compensation of
employees. The statutory contribution income in relation to
GDP is lowest in the Netherlands and Sweden.

The differences between the countries diminish markedly
when contributions to statutory and occupational pension

schemes are both taken into account. Though, in Denmark the

59) Contrary to the wage sum the compensation of employees includes wages
and salaries as well as social security contributions paid by the employers.
The wage sum is a commonly used indicator but it may lead to inaccurate
interpretations when comparing countries where the employers and the
employees’ shares of social security contributions differ.
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contribution income reaches up to 17 per cent of GDP. In all
the other countries, the level of the annual contributions is ap-
proximately 12-13 per cent of GDP.

When comparing contribution income to the compensation
of employees, Denmark stands at 33 per cent. For other coun-

tries, the level is between 25 and 26 per cent.

(&8 13-10) Pension contribution income in relation to GDP in 2019, %.
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Overall, the employers’ share in financing the pension provi-
sion is larger than the employees’. This is most evident in oc-
cupational pension provision, even though large variations ex-
ist in the relative shares of employer and employee
contributions. In total, the employers’ share is the largest in
Sweden and Finland.

Employees, on the other hand, pay the largest share in the
Netherlands where the residence-based national insurance
scheme is mainly financed through employee contribution, in-
stead of tax revenues, as in Finland and Sweden. The employ-
ees’ part of the contribution is the lowest in Denmark and
Sweden.

Apart from Denmark, pension schemes are mainly financed
through contributions. In Sweden more than 90% of the financ-
ing came from pension contributions. In the Netherlands and
Finland contributions accounted for four-fifths and in Germany
over two-thirds of total contributions, while in Denmark share

of contributions is somewhat over 40% of total contributions.
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(B3 13-12) The share of employer and employee contributions together
with tax revenues in the financing of the total pension

provision in 2019, %.
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Tax-financed components play a large role especially in
Beveridgean countries. It is usually connected to financing
minimum pensions, as is the case with the national pension
scheme in Denmark, Finland and Sweden. On the other hand,
general government revenue is an important financing source
in Germany, which can be seen to represent a prototype of
Bismarckian welfare state with strong reliance on earn-
ings-related contributions and insurance-based pension
systems. Use of tax revenues in the financing of pensions is
one measure for reallocating costs, not only among the work-
ing-age populations but also among the retired, thus influenc-
ing intergenerational equity.

In Germany the federal government contributes a significant



amount of funds (Bundesmittel) to the financing of the statutory
pension insurance. The state’s share amounted to nearly 20 per
cent of total public pension expenditure in 1991 and reached
more than 30 per cent in 2000s. For some years now, funds
from the federal budget have covered well over 30% of the ex-
penditure of the statutory pension insurance (BMAS 2021a).
According to projections ratio of state contribution related to
GDP is slightly expected to increase or at least continue at cur-
rent level in forthcoming decades (see e.g. FBEuropean
Commission 2021c¢).

These funds include not only the federal subsidies for general
pension insurance, but also the subsidy for the miners’ pension
insurance, civil servants pension scheme, the federal con-
tributions for child-rearing periods and the reimbursement of
unification-related benefits. However, the federal subsidies al-
so have a general security function to ensure the long-term
functioning and performance of pension insurance, even under
changing economic and demographic conditions. The subsidies
thus also serve to protect contributors from excessive burdens,
i.e. to limit the increase in labour costs. (BMAS 2021a.)

In the Netherlands, the share of taxation increased sig-
nificantly after the capping of the contribution rate. Since the
turn of the millennium, the state’s share has increased from
around one tenth to 40 percent of old-age pension expenditure

(CBS 2022; SVB 2022). The increasing role of general budget fi-
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nancing has been motivated, in part, by intergenerational sol-
idarity, as the pension beneficiaries will thus also take part in
the increasing costs of the ageing society. According to projec-
tions the employer and employee contributions remain roughly
constant as a fraction of GDP, but the state contribution grows

at a far higher pace (CBS 2010; 2018).

Concluding remarks

One of the key results of this study is that, in cross-national
studies, it is important to be aware of the differences of the
structure of basic and earnings-related pension provision. This
study indicates that statutory pension contributions reveal only
a part of the truth about the total costs of pension provision.

Thus, a straightforward comparison of only statutory pen-
sions is not sufficient due to the significant role of occupa-
tional pension schemes. From the point of view of those who
participate in the financing of the pension system, mainly the
employers or the employees, but also the State, it is the total
contribution income of pension provision that counts, rather
than whether it is divided into a statutory (first-pillar) or an oc-
cupational (second-pillar) contribution. Though this inter-
pretation may be different if we are only interested from the
state of public finances.

According to the results the highest contribution burden is in

Denmark. The causes of contribution level are highly complex.



In Denmark old-age dependency ratio is among the lowest in
the countries studied. Statutory pension expenditure stands in
the middle among the countries compared and is clearly lower
than in Germany and Finland. However, Danish system has the
highest contribution income to occupational pensions and rel-
atively generous benefits which can be seen to affect the
amount of contribution income.

On the other side of the spectrum is Sweden with the lowest
contributions reflecting low old-age dependency ratio and low
pension expenditure. However, in general the main ob-
servation is the convergence of the contribution levels of the
different countries, when taking into account all relevant pen-
sion schemes.

A decomposition of contributions reveals that the employers’
contributions tend to represent the greatest share of con-
tributions with the exception of Denmark where the share of
tax revenues highest. Overall, the employers’ share in financ-
ing is the largest in Sweden and Finland. Employees’ pay the
least in Denmark.

Comparison of multidimensional pension landscape and
considering recent reforms within European countries indicate
that the picture of the overall composition of pension provision
is not constant. The most recent example is the German gov-
ernment’s proposal to improve the coverage of supplementary

pension schemes. The Dutch process of occupational pension
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reform and turning DB plans to DC plans fits into an interna-
tional pattern, driven by fixed contribution rates. Studies about
overall pension provision are thus more important than ever.
Otherwise, there is a risk of losing essential parts of the pen-

sion puzzle.

2. Ismo Risku — Demographic challenges and their fiscal
impact on public pensions in Finland

1. Introduction

The Finnish pension system has been under almost constant
reform process since 1990s. In early 1990s it was widely recog-
nised that the system is unsustainable. A series of cost cutting
pension reforms started. Unfortunately, the goal seems to be
moving and new challenges emerge as old ones have been
tackled. Most likely the system needs more reforms.

This paper is descriptive in its nature. It first summarizes the
Finnish pension system as it stands now (Chapter 2). Then the
story of cost cutting reforms is told and current topics under
reform discussions is described (Chapter 3). I have tried to de-
scribe the reform process so that it would give understanding
and insight to the reform process. All the reforms conducted so
far have been long term in the nature. It remains to be seen
how well past decisions will deliver results. In chapter 4 I high-

light future challenges



2 Finnish pension system

This chapter describes the Finnish pension system as of 2022.

In practice, pension provision in Finland consists of public
pensions i.e. statutory pensions. The role of occupational or
voluntary pensions is very limited. In 2020 the total pension ex-
penditure was x billion euros, of which public pensions were z
billion.

Public pensions, in turn, consists of earnings-related pen-
sions, national pension and a guarantee pension. Earnings-re-
lated pensions are the backbone of pension provision: they
count for approximately 90 per cent of all pensions. The aim of
the earnings-related pension is to enable consumption
smoothing in retirement. It is linear in earnings without a ceil-
ing, that is, the accrual rate is the same irrespective of the

earnings level. (Figure 2.1).

(B3 13-13) Total statutory pension in 2021
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2.1 Earnings-related pensions

Earnings-related pensions are based on sector-specific
schemes. The scheme covering private sector employees (TyEL)
is the most important. There are other schemes for, for exam-
ple, local government employees, central government employ-
ees, self-employed and farmers. In practice, all gainful employ-
ment is covered by an earnings-related pension scheme.

The benefit rules in these different schemes are by and large
uniform. Earlier, there were significant differences in
scheme-specific benefit rules. For example, the retirement
ages were typically lower and the accrual rates were higher in
the public sector. Currently the most important difference be-
tween the different schemes lies in their financing (to be ex-

plained later).

Accrual rules

For wage earners, earnings-related pensions accrue based on
the earned income as of age 17 until the age when their in-
surance obligation ends. Currently this takes place at 68 years.
Pension accrues at a rate of 1.5 per cent of the annual gross
earnings for insured persons of all ages.61) However, the effec-

tive accrual rate can be considered to be lower than 1.5 per

60) “Total pension in Finland 2021 How are earnings-related pensions, national
pensions and taxation determined?” Suvi Ritola Samuli Tuominen Finnish
Centre for Pensions, Reports 05/2021

61) During a transition period until 2025, pension will accrue at a rate of 1.7
per cent of the earnings for persons aged between 53 and 62 years.



cent since the accrued pension will be multiplied by the life ex-
pectancy coefficient. This coefficient is now smaller than one
and it is expected to decline further as the life expectancy is
expected to increase.

Furthermore, pension accrues during periods of numerous
social benefits. The earnings-related unemployment allowance,
the parenthood allowance and the sickness allowance are the
most important social benefits for which pension accrues.

The earnings-related pension acts are supplemented by the
Act on compensation for Pension Accrual from State Funds for
Periods of Childcare and Periods of Study (VEKL). Based on this
act, pension accrues from studies leading to a vocational or
university-level degree, as well as from childcare at home for

one's own children under the age of three.

Indexing

When calculating the initial pension amount, the income
from different years is adjusted using the wage coefficient. It is
a weighted average in which changes in wages weigh 80 per
cent and changes in consumer prices weigh 20 per cent.
Pensions in payment are adjusted using an earnings-related
pension index, in which changes in wages weigh 20 per cent
and changes in consumer prices weigh 80 per cent.

Benefits are the disability, old-age, partial old-age,

years-of-service and survivors pensions.
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The disability pension can be granted either as a full or a
partial pension, depending on the insured person's degree of
disability. The partial disability pension amounts to half of the
full disability pension.

The disability pension is the pension amount accrued up to
the date on which the disability begins, plus an additional pro-
jected pension component. The projected pension component
is calculated for the period from the date on which the dis-
ability begins to the person’s retirement age.

The accrual rate for the projected pension component is 1.5
per cent of the annual earnings. The projected pension compo-
nent is based on the average earnings that the individual re-
ceived over a period of five years before the disability began.
The life expectancy coefficient affects the starting amount of
the disability pension as explained later in this chapter.

These rules imply that the disability pension amounts ap-
proximately a pension a person would have received had
he/she continued working until the retirement age.

The retirement age for the old-age pension is 63 years for
persons born in 1954 or earlier. It rises by three months per
birth cohort as of those born in 1955, until it is 65 years for
those born in 1962. As of those born in 1965, the retirement
age will be linked to life expectancy.

The insured person must resign from their work in order to

qualify for the old-age pension (note the difference compared



to the partial old-age pension discussed below). After resigning,
they may enter into a new employment relationship with any
employer, including their former employer.

If the insured defers their pension past their retirement age,
their accrued pension will grow by 0.4 per cent for each month
of deferral. If the insured works while getting a pension, new
pension will accrue at a rate of 1.5 per cent.

There is also a target retirement age in the legislation. It is a
technical concept defined as follows. By deferring retirement
until the target retirement age, the pension increase for late re-
tirement will offset the effects of the life expectancy
coefficient. In practice the effect of the target retirement age
is, at best, modest.

Currently, the insurance obligation ends at age 68. Employers
have the right to end the employment contract when the em-
ployee reaches this age. For those born between 1958 and
1961, the insurance obligation ends at age 69, and for those
born in 1962 and later, at age 70. Only a small fraction works
until this limit.

The old-age pension of a person who gets a full disability
pension will be of the same amount as the full disability
pension. When a partial disability pension (which is 50% of a
full disability pension) becomes an old-age pension, the

amount of the pension doubles.
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The partial old-age pension (50% or 25% of the accrued pen-
sion) can be drawn before reaching one’s retirement age. The
part taken early, before reaching the retirement age, will be
permanently reduced by 0.4 per cent for each month of early
take-up. Currently, the age limit for the partial old-age pension
is 61 but it will increase with the general retirement age.

There are no restrictions on working while drawing a partial
old-age pension. The employee needs not inform the employer
that they are taking out a partial old-age pension.

The years-of-service pension is for persons close to retire-
ment age, who have done mental or physical work that requires
great effort for at least 38 years. In addition, the insured per-
son’s ability to work must be reduced, but not by as much as
for a disability pension. It is now payable one year before the
retirement age. This difference will grow to two years as the re-
tirement age increases. The number of persons receiving the
years-of-service pension is currently very low (just few per-
sons).

Survivors' pensions are paid to the surviving spouse, the chil-
dren and, in some cases, to a former spouse to whom the de-
ceased was paying alimony. The total amount of the surviving
spouse’s pension depends on the number of beneficiaries. The
amount is at its highest when the beneficiaries include the sur-
viving spouse and at least two children. In that case, the survi-

vors pension equals the deceased person’s pension.



If the surviving spouse is the only beneficiary, the survivors'
pension amounts to half of the pension of the deceased spouse
at maximum. However, in this case the surviving spouse’s pen-
sion is typically reduced on the basis of the surviving spouse's
own pension. These rules are gender neutral, but in practice
survivors' pensions are paid mostly to widows.

Survivors born before 1975 are entitled to lifelong survivors’
pension. Those born after 1975 are entitled to the survivors’
pension for 10 years, if there are no children younger than 18

years in the family.

Automatic adjustments to life expectancy

The initial amount of the old-age pension, the partial
old-age pension, the disability pension and the years-of-serv-
ice pension is adjusted with the life expectancy coefficient
based on changes in life expectancy. The amount of the start-
ing pension is determined by multiplying the accrued pension
with the life expectancy coefficient.

The value of the life expectancy coefficient is determined so
that the capital value of the old-age pension remains un-
changed, even if the mortality rates of those of a pensionable
age were to differ from the mortality rates observed between
2003 and 2007. The life expectancy coefficient affects the pen-
sions of persons born in 1948 and later. The value of the co-

efficient is determined separately for each cohort.
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As of those born in 1965, the retirement age will be linked to
life expectancy and the life expectancy coefficient will be made
more lenient to make up for increases in retirement ages high-
er than 65 years. The idea is that the effect of longer life ex-
pectancy will be divided between the life expectancy co-
efficient and the retirement age. The retirement age will be de-
termined so that the ratio between the computational working
life (time from age 18 to the retirement age) and the life ex-

pectancy of a pensioner will remain stable.

2.2 National and guarantee pension

The national pension and the guarantee pension secure an
income for pensioners with a small or non-existing earn-
ings-related pension. For the most part, the types of pension
benefits and the entitlement criteria in the national pension
scheme are identical to those in the earnings-related pension
scheme.

The retirement age in the national pension scheme is 65
years until the retirement age in the earnings-related pension
reaches 65 years. After that, the retirement age in the national
pension scheme will rise along with that of the earnings-related
pension scheme. Note, however, that the life expectancy co-
efficient is not applied to the national pension or the guarantee
pension.

The amount of the national pension depends on the size of



the earnings-related pension and on the pension recipient’s
family status. In 2021, the full national pension was 663 euros
per month for a single person. For a married or cohabiting per-
son, it was 592 euros per month. The amount of the national
pension decreases as the amount of the earnings-related pen-
sion increases. Half of the monthly earnings-related pension
that exceeds a small threshold (approximately 60 euros) is de-
ducted from the national pension, until there is no national
pension left to pay.

The guarantee pension raises the level of the smallest pen-
sions to a minimum pension level. In 2020, this minimum level
was 835 euros per month. (Figure 2.1.)

All benefits and earnings limits of the national pension, as
well as the amount of the guarantee pension, are tied to con-
sumer prices. Because of this indexation rule it is almost im-
possible to produce sensible long-term cost projections con-
cerning minimum pensions. It is not realistic to assume that
there will be no benefit increments in the future. On the other
hand, there is no rule determining these increments.

By a decision of Parliament, the national and guarantee pen-
sions have undergone occasional discretionary increases. The
national pension was increased at the beginning of 2008 and
the guarantee pension at the beginning of 2019. Both pensions
were increased again in 2020. On the other hand, the national

pension index itself was cut or frozen both in 2015 and in 2017
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-2019.
The State finances national pensions and the guarantee pen-

sion solely according to the PAYG system.

2.3 Earnings-related pension financing

Private sector employee pensions are partially funded. A given
part of the annual pension accrual is pre-funded while the rest of
the pension is financed with annual contribution income through
the pay-as-you-go (PAYG) system. In recent years, approximately
one fifth of the private sector pension expenditure has been fi-
nanced with pre-funded pension assets. Partial funding has been
applied in the private sector from the beginning of the system.

The private sector pension system is run by pension insurance
companies, industry-wide pension funds and company pension
funds. This decentralization has been a key element of the system
right from the beginning. However, the number of pension pro-
viders has declined continuously. Currently more than 90 per cent
of all private sector pension assets are held by three major pen-
sion insurance companies (Ilmarinen, Varma and Elo). It would be
very difficult to start a new pension insurance company.

In practice, private sector financing is rather complicated.
The partial pre-funding and decentralization are roots of the
complex system. Numerous funding and solvency reforms have
also added complexity.

Funding and solvency rules in the private sector have been



under almost constant reform since the late 1990s. A main goal
has been to reform the rules in order to enable more risk-tak-
ing and achieve higher long-term returns. The share of stocks
has increased markedly during last 16 years. Figure 2.4 shows
asset allocations of private and public sector pension providers
combined. However, the figure would be roughly similar if only
the private sector would be shown.

Barnings-related pensions for self-employed (YEL) and farmers
(MYEL) are financed by PAYG principle. There is a significant
state subsidy to these systems. More details concerning private
sector pension financing is given below (sections 2.3.1 and 2.3.2).

State and local government earnings-related pensions were fi-
nanced according to the PAYG principle until the end of the
1980s. In 1988, the Local Government Pensions Institution (now
Keva) began funding pensions in order to curb the increase of
the pension contribution rate. The State Pension Fund was estab-
lished in 1989 to accommodate future state pension expenditure.

Though the funding in the public sector stared later than in
the private sector, currently pension funds relative to ex-
penditures are approximately equal in both sectors (Figure 2.3).
It should be stressed that funding in the private sector has been
a part of the system right from the beginning. However, in the
public sector, the decision to prefund was as a pre-emptive
move in a face of increasing pension costs. In fact, funds rela-

tive to expenditures have slightly declined in the private sector
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from the early 2000s.

(E" 13-14) Pension assets relative to pension expenditure
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2.3.1 Private sector employees

Old-age and disability pensions are divided into a funded and
a pooled component. The assets for the funded component are
accumulated by the pension provider in which the employee is
insured. The assets for the pooled component are collected ac-
cording to the PAYG principle during the year in which the
pension is paid. Survivors’, partial old-age and years-of-service
pensions are financed in full using the PAYG system.

Old-age pensions are funded as pensions accrue. Disability
pensions, on the other hand, are funded when the pension
begins. Using a common set of actuarial principles, each pen-
sion provider calculates the amount of technical provisions
caused by funded pension components.

A nominal three-per-cent discount rate is used when calcu-
lating technical provisions. In most years, the return on pen-
sion assets exceeds this three-per-cent discount rate used to
calculate the technical provision. The realised surplus from in-
vestments increases the solvency of pension providers. Based
on the average solvency and investment return on shares, the
funded components of old-age pensions are increased. In addi-
tion, the contributions of 53—62-year-old employees are used
to increase the funded components until 2025.

The larger the funded parts of the old-age pension become,
the less pension contributions are needed to cover the annual

pension expenditure when the pension is in payment.
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Increases to funded pensions can be targeted in varying
amounts to different age groups in order to achieve a steady
development of the contribution rate. The targeting affects the
dissolving of funded pension components. The older the in-
dividuals are for whom the increases are targeted, the faster
the increases dissolve. As a result, the contribution rate

decreases.

2.3.2 Self-employed and farmers

Since the inception of the pension schemes for the self-em-
ployed (YEL) and farmers (MYEL), their pension expenditure
has been financed according to the PAYG principle. The State
pays the part of the expenses that the pension contributions
are inadequate to cover.

The YEL contribution rate corresponds roughly to the aver-
age TyEL contribution rate. In 2017, the State paid approx-
imately 15 per cent of the YEL expenditure. The State’s share
has been increasing recently and this trend is likely to continue
(table 2.x)

The average MYEL contribution rate is approximately half of
the TyEL contribution rate. In 2017, the State paid nearly 80
per cent of the MYEL expenditure. The large role of the State
regarding MYEL financing is due to an unfavourable age struc-

ture and the low MYEL contribution rate.



2H 13-1) The State’s shares in the pension systems of the
self-employed and farmers
Farmers (MYEL)

2005 2010 2015 2020

Expenditures and operating costs, €

1. 539 655 801 881

million
State’s share, € million 401 501 620 712
State’s share, % 74 % 76 % 77 % 81 %

Self-employed (YEL)

2005 2010 2015 2020

Expenditures and operating costs, €

1. 622 915 1182 1755

million
State’s share, € million 32 97 83 371
State’s share, % 5% 11 % 7 % 26 %

3 Responses to population ageing so far

3.1 A brief history of the Finnish pension system62)

A national pension system based on funded individual ac-
counts was originally established in late 1930s. However, after
the war benefits provided by this system were generally consid-
ered inadequate. The national pension system was reformed in
late 1950s. Modest individual accounts were ignored, and flat
rate benefits financed on pay as you go basis were introduced.
The national pension reform left deep scars as wage earners

felt that pension accounts had been confiscated.

62) Descriptions of early stages of the pension system till mid 1990s draws by
and large on Hannikainen and Vauhkonen ( xxx), a comprehensive study in
to the history of Finnish earnings-related pension system.
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The reformed national pension didn’t aim to provide certain
replacement rates. Therefore, a demand for earnings-related
pensions remained. An earnings-related private sector pension
system (TEL and LEL) was established in 1960s. Labour market
organisations were strongest advocates of this system. These
organisations wanted to minimize a risk of political inference.
This is probably one reason that decentralised organisation
based on private pension providers (pension companies, in-
dustry wide funds and company funds) was chosen.

During 1960s and early 1970s it was unclear if the earn-
ings-related or the national pension would become the main
pension system of the country. Both earnings-related and na-
tional pensions were made more generous till the mid 1980s.
Pension levels were increased and pathways to early retirement
were established.

By 1990 it was clear that the earnings-related pension system
was the main source of the pension benefits to general
population. The role of the national pension was
supplementary. Virtually all gainful employment was covered
by statutory earnings-related pension insurance.

In the private sector a target was 60 % replacement rate and
in the public sector it was 66 %. The pension was calculated
from each employment relationship separately and it was based

on the earnings during last four years.63) In the public sector

63) The years with highest and the lowest earnings within these four years were



local government employment as well as state employment
were counted as one employment relationship. These rules im-
plied that a person with long employment relationship and in-
creasing career was rewarded by the collective pension system.

A general retirement age in the private sector earn-
ings-related and in then national pension systems were 65
years. In the public sector it was 63 years. However, early re-
tirement was common. An expected effective retirement age in
early 1990s was 4-5 years lower than now. 649 Employment rates
of elderly were low (Figure 3.3).

The unemployment tunnel was the most important early re-
tirement pathway. The age limits related to the unemployment
tunnel varied somewhat. At the earliest, a person aged 53 could
retire from employment. First, two years of regular earn-
ings-related unemployment benefit. This was followed by addi-
tional days of the unemployment benefit (payable only to aged
unemployed persons). These additional days were then fol-
lowed by unemployment pension which turned to old-age
pension.

The unemployment tunnel was a soft, easy and cheap way for
an employer to get rid of employees if there was a need to fire
personnel. However, in the collective level it led to loss of work

potential. A comparison to Sweden reveals that employment

dropped.
64) Kannisto (2006). The expected effective retirement age is calculated in
analogous manner as a life expectancy.
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rates among elderly were significantly lower in Finland. This is
still the case, even though the difference is now somewhat
smaller than late in 1980s.

An individual early retirement pension was another sig-
nificant route to early retirement. It was a disability pension to
older persons with more lenient requirements than a regular
disability pension. Furthermore, a regular disability pension
was (and is) normally payable only after one year of sick
benefit. Instead, individual early retirement pension could be
granted without preceding sickness period.

Furthermore, there were a special early retirement scheme
for farmers. The idea was to enable earlier transition of the
farm to the next generation.

Part time pensions were introduced in late 1980s. If older
workers reduced work hours enough, they could be granted this
benefit. In essence the part time pension was a subsidy to re-
duce work hours (i.e. benefit was collectively financed).

It is not totally clear why part time pensions were introduced
in the first place. A formal explanation was, that the aim was to
enable longer work careers. However, there were demands for
lower occupation specific retirement ages during 1980s. One
reason the part time pension was introduced might be that it
was an answer to these demands, i.e. a cheaper alternative.

Pension financing was based mainly on pay-as-you-go

principle. Only private sector earnings-related pensions were



partially funded, and even these pensions were mostly PAYG.
All the other pensions i.e. public sector earnings-related pen-
sions, farmers and self-employed persons’ as well as national
pensions were pure PAYG. However, there were plans to start
public sector prefunding and in fact local government
pre-funding started in 1989. This will be described in the next

section.

3.2 Reforms in the 1990s

During early 1990s it became evident that the earn-
ings-related pension system is financially unsustainable. A pen-
sion committee 1990 published its report in 199165). According
to the report the work force would decrease markedly. The
pension expenditures relative to the wage bill would increase
rapidly and continuously. The committee proposed number of
reforms, which, if implemented, would significantly decrease
pension expenditures in the long run and increase employment
among elderly.

Another major event paving way to reforms was a 1990s
depression. It was probably the severest peace time crisis of in-

dependent Finland. Background to the recession was a boom

65) The committee was chaired by Kari Puro. At the time of the committee he
was the highest-ranking civil servant in the ministry of Social affairs and
health. Later he was elected as CEO of Ilmarinen, a large pension insurance
company. Puro chaired also an informal negotiation group (‘Puro group”)
which effectively made all important pension policy initiatives during 1990s
and early 2000s.
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created by capital market liberalization in 1980s and high reli-
ance on exports to the Soviet Union. Western European re-
cession was reinforced by the collapse of Soviet exports. Futile
attempts by the Finnish government to maintain exchange rate
led to extremely high interest rates. Unemployment rates rose
very high and property prices collapsed leading to many fami-
lies losing their wealth. Even credibility of Finnish state as a
borrower was at quest.

Given this unforeseen crisis, all pre-crisis doubts concerning
a sustainability of Finnish pension system were magnified.
Projections published by the pension committee 1990 seemed
hopelessly optimistic.

The most important proposals of the committee were as
follows. (1) A pensionable pay should be based on more than
four last vyears of each employment relationship. (2)
Unemployment pension should be abolished.% (3) An age limit
of the individual early retirement pension should be increased
from 55 years to 61 years. (4) Benefit rules in the public sector
should be harmonised to private sector standard.

The committee wasn't unanimous in a single policy proposal.
However, later all four above mentioned reforms and much
more was implemented. Pension reforms during 1990s as well

as the 2005 pension reform were de facto decided by the cen-

66) This was the first time in the history of the pension system that a benefit
was proposed to be abolished. Furthermore, timing was remarkable as an
unemployment rate was soaring.



tral labour market organizations’ negotiation group so called
Puro group.

Political parties and the government weren't very active in
pensions policy. In some cases, active role by the government
caused resistance by labour unions. In other cases, targets set
by the government created backing and pressure to labour
market organisations to deliver results.

In the following a list of the most important reforms predat-
ing the 2005 pension reform is given.67)

3.3 The 2005 pension reform

Like most above listed reforms, the 2005 pension reform was
based on an agreement by social partners. These reforms in-
cluding the 2005 pension reform were negotiated in the Puro
group.

The most difficult question in the 2005 pension reform was a
change from final salary principle to career average principl
e.68) In 1996 four years final salary rule had been extended to
10 years. In practice this 10-years rule was complicated. There
were numerous exceptions to the basic rule. Organisations

representing educated workers (STTK and AKAVA) opposed ca-

67) More detailed list of benefit changes by year https://www.etk.fi/en/finnish-p
ension-system/pension-reforms/previous-pension-reforms/year-by-year-chan
ges/

68) 1 started working in the Finnish Centre for Pensions in 1999. The dispute
between career end salary versus career average salary as a basis of the
pension was very visible to everybody of us who were involved in the
reform process.
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reer average pensions. The organisation representing blue col-
lar workers (SAK) and employers were favouring the career
average rule.

In the end all but AKAVA (representing academic workers)
endorsed the career average rule. The reform was put forward
despite AKAVA opposing it. It is noteworthy that currently vir-
tually nobody questions the idea that career average earnings
instead of final salaries should be the base of the earn-
ings-related pension.

After the social partners reached a mutual understanding of
the 2005 reform, a formal law preparation process took place.

Sustainability was enhanced in particular by linking benefits
to life-expectancy. In other word the life-expectancy co-
efficient was introduced. The idea of this coefficient was cop-
ied from Sweden.

The life-expectancy coefficient was agreed in the following
way. After everything else was agreed on, a representative of
blue-collar workers (SAK) asked if the problem of increasing
life expectancy should be settled as well. A recent report by
Lindell et. al. (1999) showed how the Swedish adjustment
mechanism to longer life expectancy could be applied to the
Finnish pension system. This proposal was accepted by others
and it was added to the 2005 reform packet.

Only later it was understood that the life-expectancy co-

efficient was a major step that made the Finnish pension sys-



tem more sustainable by making Finnish earnings-related pen-
sions less generous in the long run. Currently the life-expect-
ancy coefficient cuts approximately 5 per cent from new earn-
ings-related pensions. If mortality trends continue as before,
this effect is likely to become very significant (see chapter 4).
Restricting access to other pathways to retirement (2 e)
meant several things. The most important was an abolition of
the unemployment pensions. However, it was partially replaced

by additional days of the unemployment benefit.

Subsequently there have been further increments to the age
limit of the unemployment tunnel. The current Finnish govern-
ment has decided to abolish the additional days of the un-
employment benefit altogether, but this reform has not been
implemented yet.

Introducing a flexible retirement age meant that individuals
could decide their retirement age within a window of 63 to 68
years. Before the 2005 reform the general retirement age was
65, with a possibility to take out early pension with an actuarial
adjustment of the pension from the age of 60 onwards. The ac-
crual rate after reaching 63 years was increased to 4.5 per cent
in order to encourage longer work careers.

The flexible retirement age and the life expectancy co-
efficient formed a pair. On the one hand, the life expectancy

coefficient reduced the monthly pension but, on the other
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hand, the flexible retirement age gave an individual the oppor-
tunity to continue working and thus compensate for any ad-

verse effects of the life-expectancy coefficient.

3.4 Financing

Financing rules have evolved in connection with benefit
rules. However, these reforms have taken place slightly
differently. Moreover, financing rules differ markedly across

the pension systems.

3.4.1 Private sector employees

Financing on private sector employee pensions was based on
partial funding from the beginning. Formally almost all old age
pension accruals were prefunded until 1997, however in prac-
tice funding rate was rather modest. Number of aspects were
not taken into account in funding. 69

From the stat till early 1990s loans to employers were the
main investment vehicle. Under interest rate control and high
inflation real return on these loans was negative or modest at
best. During the 1990s because of the deep depression demand
for loans from employers declined. The state of Finland became

the most important borrower. There was only a small solvency

69) For example, costs arising from index adjustments to accrued pensions nor
pensions in payment are not prefunded. Neither were gains from final
salary rule to individuals with increasing wage profiles. Moreover, costs
created by disability and unemployment pensions were only partially
funded.



capital and therefore no possibility take investment risks.

The 1997 financing reform enabled changed investment
rules:

A technical discount rate was lowered from 5 to 3 per cent.
Accrued funded pensions were cut so as to maintain the pres-
ent value of funded pensions intact. This increased reliance to
PAYG financing.

Lower discount rate would have implied higher funded
contribution. Rather than increase the contribution rate, it was
decided to decrease funded accrual rate to 0,5 %. That is 1,5
per cent accrual rate remained, but only 0,5 % accrual was pre-
funded (still index adjustments etc. remained PAYG).

Solvency capital of pension providers were increased. This
enabled more risk bearing investments.

In 2007 more stock investments were enabled by making the
pension liability more flexible. Liability would increase or de-
crease depending on the returns of stock investments. The tim-
ing of this financing reform was somewhat unfortunate. The
2008 finance crisis hit badly Finnish pension institutions. They
had to sell stock in the midst of the crisis. To prevent further
damage, private sector pension providers were bailed out by
quick changes in the legislation.

During 2010s flexibility of pension liability with respect to
stock returns was further increased. Currently 20 % of required

return on pension liability is tied to realised stock return.
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Currently required return on liability is based on average sol-
vency (80 % weight) and average stock return (20 % weight) of
pension providers. However, there is a minimum return of 3 %
stemming from the discount rate.

As the Covidl9 crisis hit the stock market, it seemed for a
moment, that yet another bailout would be needed. However,
markets did recover, and no legislative action was required.

There are two interlinked factors which a private sector pen-
sion provider must take into account while making asset allo-
cation decisions. First, solvency must be maintained
continuously. Second, required rate of the return depends on
the return other (rivalry providers) are achieving. Therefore,
one pension provider takes risks if it decides to allocate assets

differently than others.

3.4.2 Public sector employees

The local government pension system was fully PAYG until
the end of 1980s. In 1988 Keva (local government pension in-
stitution) started prefunding. Currently Keva has more assets
relative to pension expenditure than private sector employee
pension system.

Keva has great discretion over its investment policy. Despite
this discretion investment allocations of Keva do not differ very
much from those of private sector pension providers.

State Pension fund (VER) is less independent investor than



Keva. Still there are two major similarities. Assets held by VER
are a buffer fund and VER does not have any solvency rules. In
practice funding in VER is somewhat conditional on state
finances. The state can adjust outflows from VER relatively

flexibly. The state is responsible for paying the pensions.

2H 13-2) Pension assets, accrued pensions and funding ratio as of
31.12.2017. Accrued pensions are discounted by 2,5 per cent
real rate till 2028 and by 3,5 per cent real rate thereafter

. All
Private Local sarninas—
sector governmen State 9
related
employees ts "
pensions
Assets (€ billion) 126,2 19,6 52,3 202,3
Accrued pensions (€ billion) 414,2 94,6 137,3 714,5
Funding ratio (%) 30,5 20,7 38,1 28,3

A& Tikanmiki et al 2019

3.5 Towards the 2017 pension reform

It was gradually observed that the employment rates of per-
sons around 60 years increased markedly. However, 63 years
seemed to become a new normal retirement age. This implied
that benefit levels and labour supply would decline in the long
run more than anticipated. Furthermore, the 2008 financial
crisis hit Finnish economy badly. A rough eight per cent GDP
collapse with very sluggish recovery was seen. The sustain-

ability cap of the general public sector increased markedly.
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In 2009, prime minister Matti Vanhanen (Centre Party) pro-
posed increasing the retirement age to 65 years. This proposal
met strong opposition from labour unions. A long negotiation
process started. Finally, in 2014, the labour market organ-
isations reached an agreement which was also accepted by the
Government. The aims of the reform were to extend working
careers by 1.5 years and to reduce the sustainability cap by 1
percentage point relative to GDP. This would be achieved by
increasing the retirement age.

During the negotiation process, a number of studies evaluat-
ing the effects of the 2005 reform were published. Probably the
most comprehensive one was Uusitalo and Nivalainen (2013).
According to it the employment effects of the 2005 reform were
modest. Early withdrawal from the labour market reduced
somewhat but, old-age retirement around age 63 increased as a
result of the reform.

The 2017 pension reform was preceded by an international
evaluation of the Finnish pension system published in 2013.
Professors Nicholas Barr and Keith Ambachtsheer were in
charge of the evaluation.

Barr summarises the strengths as follows:

The system involves all interested parties and is run
consensually.

The system is unified: though the earnings-related pensions

of workers in private firms are private and competing, they op-



erate within a unified national framework.

The system constrains workers’ choices, both over how much
to save and over pension provider.

The system is compatible with labour mobility because the
pension systems of workers in the private, public and munici-
pal systems are all basically the same.

Adequacy: the system scores well for most people.

Coverage is high because (a) the national pension and guar-
antee pension are based on residence, (b) employment rates in
Finland are high for both men and women, and (c) the earn-
ings-related pension system covers almost all earnings.

Barr finds two major problems, if the present system remains
unchanged:

Diminishing adequacy: if nothing changes, people will retire
at 63 with a lower and lower earnings-related pension via the
longevity factor.

Declining sustainability: contributions could rise as life ex-
pectancy increases; but contributions are already fairly high by
international standards, so the scope for increase is limited

As we will see the 2017 pension reform addressed both
problems. However, they are not solved. In particular plum-
meting fertility creates new sustainability problems Barr did not
envision.

Ambachtsheer focused on institutional structure and

governance. He expressed doubts if the decentralized and com-



B2 471

petitive model is the most efficient. Economies of the scale are
lost and competition tends to create herd behaviour in asset al-
location decisions. Furthermore, the relatively high weight of

domestic investments was questioned.

3.4 The 2017 pension reform

The most important change of the 2017 pension reform was
to increase the old-age pension retirement age. It will rise
gradually by three months per year until 2027. This increase
started from the 1955 birth cohort. As of the 1965 birth cohort,
the retirement age for old-age pension will be linked to the life
expectancy. The retirement age will rise so that the ratio be-
tween the theoretical working life (time from age 18 to the
old-age retirement age) and the life expectancy at the retire-
ment age will remain stable.

The calculation of the life-expectancy coefficient will change
when the retirement age is linked to life expectancy. The life
expectancy coefficient will cut the benefit levels less. The idea
is that the capital value of the pension will remain independent
of life expectancy. However, when the retirement age rises, the
life expectancy coefficient need not cut benefits as much as the
pre-2017 legislation implied. In other words, there will be no
double counting of longer life expectancy.

Accrual rules were also changed. The starting age of accrual,

which comes with the requirement to pay a pension con-



tribution, was lowered to 17 years. The accrual rate of 1.9 per
cent for persons aged 53-62 was lowered to 1.7 per cent. This
will be further lowered to 1.5 per cent in 2025. Before 2017, the
accrual rate for persons aged 63-67 was 4.5 per cent, but there
was no separate increment for deferred retirement. This
“super” accrual rate was replaced by the regular 1.5-per cent
accrual rate and an increment for deferred retirement of 0.4
per cent per each deferred month.

The part-time pension was replaced by a partial early
old-age pension. The former was essentially a subsidy for re-
duced working hours. The latter includes an actuarial reduction
for early retirement (0.4% per month). There are no limitations
to the amount of work that can be done while drawing a partial
old-age pension.

The years-of-service pension as a new benefit type was
introduced. This pension may be granted to an applicant who
has turned 63 years and whose working life, spanning at least
38 years, has mainly involved strenuous work. So far, the role
of this benefit has been, in practice, zero.

The Finnish Centre for Pensions projected that the reform
would reduce expenditure and contributions relative to wages
somewhat (table 3.1). Most importantly, the projected con-
tribution rate after the reform seemed to be relatively stable.
Also, monthly pensions were projected to increase somewhat.

In fact, the projections implied that pension expenditure would
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increase because of the reform but the wage bill would in-

crease even more, resulting in lower contribution rates.

(&H 13-3) Projected effects of the 2017 pension reform

Pre-refom projection 2020 2025 2040 2060 2080
Contribution rate, % 25.4 25.9 24.7 25 26.2
Expenditure relative to wage bill, % | 28.1 28.7 27.4 28.4 29.6
Effect of the reform
Contribution rate, % -1.0 -1.5 -0.3 -0.6 -1.3
Expenditure relative to wage bill, % | 0.0 -0.8 -1.3 -0.7 0.1

Z}&: Reipas and Sankala 2015

Intergenerational effects of the reform were explicitly taken
into account in the reform proses. In fact, this was one rela-
tively important aspect of the reform. Figure 3.1 shows cohort
specific effect of the reform on the life-time pension benefits
and contributions. These effects are expressed as per cent of
life-time earnings. The cohorts born from 1960s to 1980s faced
modest reduction in their pension benefits. Younger cohorts
gained in terms of pension benefits. Those born in 1970s and

later gained in terms of pension contributions.



(&8 13-16) Projected effects of the 2017 pension reform by birth year,

reform effects as a per cent of present value of life-time
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A gradual process of pension reforms from 1990s have
changed Finnish earnings-related pension system in number of
aspects. Basic idea of earnings-related and partially funded
(but mostly PAYG) has remained. Early retirement is now less
common and old-age pensions are less generous. The role of
prefunding has increased, in particular public sector buffer
funds were created. All this has made system more robust in a
face of ageing society. However, it is virtually impossible to
know total effect of these reforms. Figure 3.x shows how pres-
ent law projections of earnings-related pension expenditures

relative to wage sum has evolved under the last three decades.
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With great confidence one can claim that the current earn-
ings-related pension scheme is much more robust than the one

prevailed in the beginning of 1990s.

(&8 13-17) Earnings-related pension expenditures relative to the wage
sum, realised figures and  long—term projections from
selected years (P 1990 — P 2019)

45

40

35

30

25

20

15

10

5

o
1962 1972 1982 1992 2002 2012 2022 2032 2042 2052 2062

Realised eeee P1990 e= = =P 1999 P 2009 == . P 2019

A} Finnish Centre for Pensions

3.5 Current discussions

3.5.1 Effects of the 2017 pension reform

It is still too early to access rigorously the effects of the 2017
pension reform. However, it seems that increasing the formal
retirement age works as it was supposed: older persons tend to
postpone their retirement and lengthen their working lives. The

expected effective retirement age has increased in line with



pre-reform assumptions. It was assumed that the expected ef-
fective retirement age would increase to 62 years by 2020
(Reipas and Sankala 2015). The actual number was 61.9 years
(figure 3.4).70)

Though the effective retirement age has increased markedly
from mid 1990s the life expectancy has increased more. From
1996 male life expectancy has increased by 6.0 years while the
effective retirement age has increased by 3.8 vyears.
Corresponding numbers for females are 4.1 years and 2.5 years
respectively. Employment rates of elderly have increased mark-

edly as well (figure 3.x).

(I8 13-18) Employment rates 1990-2020, by age
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70) https://www.etk.fi/en/research-statistics-and-projections/statistics/effective-re
tirement-age/
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(&8 13-19) Expected effective retirement age 1996-2020 by gender
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3.5.2 Plummeting fertility

Because of decreasing fertility, population prospects wors-
ened during the last decade. In 2010, the total fertility rate
(TFR) was 1.86. By 2019, it had plummeted to 1.35. When the
2017 pension reform was prepared, no attention was paid to
decreasing fertility. With hindsight, a slight decrease was ob-
servable at that time. But while the 2017 reform was prepared,
the population forecast by Statistics Finland from 2012 was
applied. Therefore, the latest population data taken into ac-
count was from 2011.

The long-term prospect of the Finnish work force was stable

in the 2012 population forecast but not any more in the 2018



population forecast (Figure 3.x). The new population forecast
implied an ever-shrinking labour force. In the 2070s, the pop-
ulation in the age bracket 15-64 would decline from 3.5 to 3.0
million. This implies that expenditure relative to wage bill
would increase from 30 to approximately 35 per cent.

In other words, when the 2017 reform was agreed on, it
seemed that the workforce would be roughly constant in the
long run. The reformed system, together with this population
prospect, implied that the pension system was on a stable path.
However, right after the 2017 reform became effective, the
population prospect had turned dim.

In chapter 4 few scenarios will be presented which highlight

the effects of the future fertility rate on pension financing.

I8 13-20) Population aged 15-64 in Statistics Finland’s population
forecasts 2012 and 2018

million persons

3,6

= h"\

3,4

3,3

3,2

Bl

3,0

2,9
~ O o w o o v 0 =& s ~ O M O O o 0 9 5 I~ O
o ~— — — — o™ ™~ ™~ o [ay] o =T =T = =I un u u W (7o} D {
o o oo oo oo oo o o0 0 00000 0 00 OO0 0O
(o I o o Y N o N . I o N i N NN o Y N O o N o A o Y IR I o O o N o Y o |

— Realised Forecast 2018 Forecast 2012

4= Statistics Finland



2= 479

3.5.3 Evaluation report by prof. Torben Andersen
A report “Pension adequacy and sustainability: An evaluation
of the Finnish pension system® by professor Torben M.

Andersen was published in the autumn of 2021.

According to Andersen report, the system is well-functioning,
and the outcomes stand strong in international comparison.
The key strengths of the system are as follows:

(1) From a citizen’s perspective the pension system has a rel-
atively simple defined benefit structure and portability of pen-
sion entitlements across jobs.

(2) Pension adequacy assessed in terms of both poverty alle-
viation and replacement rates is currently on par with or better
than most other countries.

(3) Automatic adjustment mechanisms linked to longevity
play a crucial role for the financial viability of the system, and

therefore its resilience.

The key challenges are the following:

(1) The financial viability of the system is challenged in the
medium to long run. Built-in adjustment mechanisms are not
strong enough to ensure a balance between contributions and
pension expenditures.

(2) The regulatory framework for pension providers invest-

ment policies is not clearly aligned to the properties of the



pension system.

(3) The projected real value of pensions increase across all
groups. However, there is a widening gap between pensioners
and those active in the labour market and, in the long run, a
tendency towards widening inequality within the group of
pensioners.

Andersen points out that a financing problem is likely to
arise according to the projections. Neglecting this issue in-
creases the likelihood that large changes will be needed at
some point in the future. This creates uncertainty and has in-
tergenerational distributional consequences. It is therefore im-
portant to formulate a reform strategy. Andersen sees two al-
ternative strategies. One is to increase contribution rates to al-
low for more pre-funding. Another is to further strengthen ad-
justment mechanisms to minimize the need for discrete inter-

ventions in the future.

3.5.4 Automatic adjustment mechanisms

A CEO of Finnish Centre for Pensions Jukka Rantala (2019)71D
proposed that new automatic adjustment mechanisms should
be seriously studied. According to Rantala it would be a prob-
lem from the intergenerational fairness point of view if pension
contributions and future pension accruals were only margins of

adjustment. Furthermore, uncertainty surrounding future poli-

71) https://www.etk.fi/blogit/uudet-elakelaskelmat-antavat-aihetta-pohdintaan/
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cies would erode the credibility of the pension system. There
were two reasons this was a significant statement. First, Rantala
has a long and distinguished record in the pension system.
Second, policy statements given by him are rare.

Professor Andersen (above) in essence repeated the argument
stated by Rantala. Financing problems are likely to create un-
necessary uncertainty and adjustments may be unfair for
younger generations.

Automatic adjustment mechanisms are under discussions
currently. However, preparations are by no means intense. This
is the probably because there is no immediate pressure to do

anything. It remains to be seen if new stabilizers will emerge.

3.5.5 Investment rules

The private sector employee scheme applies 3 percent nomi-
nal discount rate when calculating old-age pension con-
tribution and pension liability. This level was introduced in
1997 (see above). At that time long term market rates were
higher than 3 percent. That is, in 1997 the minimum interest
rate required from the pension insurers was easily reached by
investing assets to long term bonds. There is no more this mar-
gin of safety. On the contrary, the discount rate is far too high
relative to the market rates.

An obvious solution to high discount rate would have been

lowering it. This was done in 1997. However, this solution



wasn't chosen. It was decided to maintain 3 per cent discount
rate but make the return requirement more flexible.

Should solvency of the pension provider decrease enough,
the required return on pension assets could be less than 3
percent. A change in law enabling this, is now under prepara-
tion in the ministry of social affairs and health.72) Right now,
this is not very likely short run outcome as the solvency of the
pension providers is record strong. However, financial crisis in
2008 and corona crisis in March 2020 revealed that the sol-

vency may decline very rapidly.

3.5.6 An attempted merge of the private sector and local gov-
ernment employee schemes

As explained above earnings-related pension system consists
of numerous separate pension schemes. Benefit rules in these
schemes are roughly identical but financing is separate. This
separate financing creates some practical frictions. It also cre-
ates extra uncertainty to financing. Should employment pat-
terns between separate schemes change, loosing schemes
would find difficulties in PAYG financing.

There was a serious attempt to merge two largest earn-
ings-related schemes, that is private sector employee scheme

and the local government scheme. Interest parties involved in

72) Risku et. al. (2020) studies various alternatives to financing rules, including
lower discount rate or more flexible discount rate.
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the proses were unable to find an acceptable solution and con-

sequently this attempt failed in the autumn 2021.

4 Future prospects

4.1 Fertility

The fertility rate affects long term prospects of
PAYG-pensions. If a decline in the fertility rate is observed, it
can easily be overlooked. Ensuing problems are not immediate
and one can assume (or hope) that the situation changes to
better by itself. However, prolonged low fertility changes pop-
ulation structure. Returning to a young population is difficult.

In the following we will demonstrate the effects of the fertil-
ity by three scenarios. In each of the scenarios the total fertility
rates (TFR) will be a constant:

* In the baseline projection, TFR is 1.45.

* In the projection with low birth rates, TFR is 1.20.

* In the projection with high birth rates, TFR is 1.70.

The baseline projection is based on statistics Finland 2018
population projection. By historical standards TFR is relatively
low in the base line projection (figure 4.1). However, it is bit
higher than the current level. A trend seems to suggest rather
declining fertility than increasing. This is the case internation-

ally as well. For example. urbanisation seems to be connected



to declining fertility rates.

(&8 13-21) The total fertility rate in Finland 1960-2020.
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The birth rate will not affect pension expenditure in a sig-
nificant way until the 2060s. It will, however, affect the financ-
ing base of pensions already as of the late 2030s when those
born in 2019 start to enter working life. The impact will grow
gradually over several decades and be fully realised in the
2100s.

The number of working-age people declines in the long run
in all fertility projections. Currently the population aged 15— 64
years numbers 3.4 million. In the baseline projection, the num-
ber goes down to 2.7 million by 2085 (see figure 3.5). In the low
TFR projection, the population aged 1564 years numbers 2.3
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million persons at year-end 2085, and in the high TFR projec-
tion, 3.2 million.

In the low TFR projection, the wage sum is 7.5 per cent lower
than in the baseline projection by 2065. By 2085, it is 15.4 per
cent lower. In the high TFR projection the wage sum is 7.6 per
cent higher than in the baseline projection by 2065, and 16.6
per cent higher by 2085.

(B3 13-22) Pension expenditure relative to wage bill, private sector
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Lower or higher wage sum affects directly to pension ex-
penditures relative to the wage bill. In the base line projection
pension expenditures are 37 per cent relative to the wage bill
(private sector employees, TyEL). In the low TFR projection it is
43 per cent and in the high TFR projection it is 32 per cent.

It is important to note that prefunding dampens the effects of
fertility on the contribution rate. In 2085 the effect of the low
fertility rate is 6.1 percentage points when we look ex-
penditures relative to wage bill. The effect is 4.1 percentage
points to the contribution rate. (Figures 4.2 and 4.3)

It would be possible to further dampen the effects of the fer-

tility rate on the contribution rate just by increasing funding
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ratio. In a fully funded system, there is no direct link between
the contribution rate and the fertility rate. However, full (or al-
most full) funding would require very high contribution rates in
the first place. But there is another way to proceed. The level
of prefunding could be conditional on the relative number of
young. Risku et. al. (2020) studies an application of this idea.

Consider the relative number of the working age population
() and that of the children () in year i (. If this ratio goes up, it
tells that one should be prefunding more in order to smooth
contributions in the longer term. In fact, precisely in this case
the nation is investing less to its own offspring. Financial assets
could be a substitute to less children in terms of pension
financing.

Let us fix a starting year, say 2022. Now we could simply ad-
just the volume of the prefunding by the if the fraction

Given this rule, nothing happens to prefunding in 2022. But
after 2022 the volume of prefunding increases automatically if
the relative number of children declines.

However, since nothing happens during the first year of the
reform and thereafter all changes are only gradual, the effects
of this policy are likely to be relatively modest. Of course, the
effects of this policy depend on the population structure.

Figure 4.4 demonstrates the effect of this policy to the pri-
vate sector contribution rate in Finland. First this rule would

imply higher contribution rates. However, later on it would al-



low lower contribution rates than the present law. The projec-
tion presented in Figure 4.4 is based on 1.35 TFR. If one as-
sumed lower TFR the effects of this policy would be more pro-
nounced and vice versa. Even though this technique by itself
wouldn’'t change much, as a part of a larger reform packet it

might be one way to automate adjustments to older society.

(E0" 13-24) Private sector pension contribution rate under present law

and under age structure related prefunding
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4.2 Migration

Higher immigration could help to counteract adverse effects
of population ageing. Net migration has been around 15 000
per year in Finland lately. This can be compared to number of

births (55 000 in 2020). As far as Finnish earnings-related pen-
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sions are considered immigration is likely to be beneficial. If a
person works he/she first contributes to the system and only
later receives benefits. If a person outside the labour force is
not connected to the earnings-related pension system.

However, when considering wider public sector finances the
above does not hold. A person contributing little to public sec-
tor and benefitting from public transfers and services is likely
not to strengthen public sector in the short nor in the long term.

On the other hand, the public sector sustainability is not all
that matters in economic terms, when immigration is
considered. It may be the case that employees are needed in
certain jobs (consider for example care workers in an ageing
society) and value added to economy as whole might be pos-
itive though public sector effect was negative.

Migration is much wider issue than that of pension financing

and careful policy analysis should take this into the account.

4.3 Mortality

The 2005 pension reform introduced the life expectancy co-
efficient (see chapter 3). The idea of this coefficient was to fix
the capital value of old age pension even if mortality declines.
Insured could counteract the effects of the life expectancy co-
efficient by postponing their retirement. Hence the window of
flexible retirement was introduced between ages 63 and 68

years.



(18 13-25) Life-expectancy at birth by gender 1972-2020
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It turned out that this was a half success. Starting pensions
were adjusted by the coefficient. This benefit reduction has
been widely accepted by the public.73 However, no signs of
later old age retirement were observed. In the longer term, la-
bour supply and pension levels were at risk. Hence in the 2017
the mechanism was adjusted. Both the retirement age and pen-
sion level will be linked to the life expectancy.

It is noteworthy that without automatic adjustment to longer

life expectancy Finnish earnings-related pension system would

73) The earnings-related pension index giving 20 % weight to earnings growth
and 80 % weight to price changes has been almost continuously under
popular criticism. The criticism is that the weight on earnings growth
should be higher.
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be financially unsustainable. This is the case at least if roughly
current mortality trend continues. Earnings-related pension ex-
penditure relative to the wage bill would increase continuously
from already high level of good 30 percent to reach almost 47 per
cent by 2085. Instead our present law projection indicates that
expenditures relative to wage bill reach 37 per cent by 2085.74
The current system most likely needs reforms to be sustain-
able in the long term. Without automatic adjustments to the
longer life expectancy a reform would be certain sooner or
later. From generational point of view, it was more equitable

that the life expectancy coefficient was decided 20 years ago.

(E™ 13-26) Earnings-related pension expenditure relative to wage bill, all

earnings—related pension laws
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74) This projection is based on Statistics Finland population projection like
other projections in this paper. It assumes that the observed declining
mortality trend will continue.



[TO BE ADDED. Discuss benefit projections. For the life-ex-
pectancy coefficient implies lower relative benefits.]

So far mortality decline has been relatively stable in Finland
(figure 4.5). This is the case despite of the Covid19 pandemic.
The life-expectancy coefficient and the retirement age are
based on past five-year moving average. Small year by year
changes in the mortality rate are in practice irrelevant.
However, the adjustment mechanism is not suitable if we would
face a strong transient change in the mortality rate or the mor-
tality trend would change in fundamental way. Past data would

be inappropriate in these scenarios.
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