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Abstract

A study on building up old-age income security based
on current status with focus on connections between

income support schemes

In order to deal effectively with aging population, this study
aims to provide measures of developing old-age income security
system based on the examination of current status of multi-pillar
old-age income security system and survey on preparation for
aging. In particular, the study focuses on analyzing the difference
in perception and preparation for old-age income by income and

age.

The study also examines the ways to satisfy the needs of the
upcoming "Homo Hundred" such as extending the retirement in
line with increasing life expectancy; encouraging the elderly to
continue working in part-time with partial pension; and
strengthening the life planning service of preparation for aging at

each stage of the life cycle.

To help the working poor prepare for aging, the study suggests

providing the matching fund in National Pensions and estimates
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the related cost. The study also considers adopting the temporary
policy measure for 7.3 million baby boomers, who were born
between 1955 and 1963. To resolve the issue of gaps in coverage
in old-age income security system, the study suggests improving

the pension linkages.

In the appendix, with collaboration with foreign researchers, the
study examines the pension reforms in three advanced welfare
states in Scandinavia (Sweden, Finland and Norway) to bring
social consensus about the desirable direction of pension reform in

National Pensions and Basic Old Age Pension in Korea.
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(5= 1] Evaluation of the old—age pension
reforms in the Nordicsé3)

1. Introduction

During the last decades demographic and economic pressures
have put pension reform on the political agenda around the globe.
Scandinavian countries make no exception in this respect. Swedish
pension reform at the end of the 1990s has gained a large
international reputation as an innovative reform for how to adjust
pension system to population ageing in a sustainable way.
Swedish model is well known and key features of the Swedish
pension system have been copied by a number of countries.

Nowadays, Finland and Norway share many similarities in their
pension reforms with Sweden and in preparation for ageing
society. They have made the largest pension reforms since
establishment of the schemes. Finland established its reform in

2005 and Norway followed these paths in 2011. Strengthening the

63) This paper is written by Ismo (Finnish Centre for Pensions), Mika (Finnish
Centre for Pensions), and Kasimir (National Institute for Health and Welfare).
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incentives for work and stabilizing pension expenditure as well as
contribution levels have been the main principles when countries
have renewed their pension schemes.

The reforms brought a closer connection between life time
earnings and the pension. Likewise by increasing flexibility and
rewarding for later retirement people are encouraged to work
longer. One of the main factors for increasing the sustainability of
the pension system is the establishment of the life expectancy
based pension adjustment. The idea of the automatic stabilizer is
to adjust the level of the old age pension to reflect the changes
in the longevity.

Long-term pension projections indicate that Nordic countries
have successfully managed to cap the increase in the pension
expenditure. Though, due to ageing population and especially in
Finland the baby-boomers’ effect increases the pension expenditure
from the current level. The purpose of this paper is to describe
and evaluate the Nordic countries’ pension systems through
comparison of pension projection models and projection results.
The models used for the projection of pension expenditure are
developed for country-specific purposes. In Finland, like in most
of the EU-countries®4), the projection model is based on a

semi-aggregated simulation approach, whereas Sweden and

64) See e.g. European Commission(2007). Pensions Schemes and Projection Models
in EU-25 Member States. The Economic  Policy = Committee and
Directorate-General for Economic and Financial affairs. Number 35. November
2007.
http://ec.europa.eu/economy_finance/publications/publication_summary10175 en.htm



Norway apply a dynamic micro simulation model, based on
individual data.

This paper primarily reviews the public pension schemes and
the pension models used for the projections in Norway, Finland
and Sweden. Denmark and Iceland are not included in this
review. This is due to institutional differences in pension
projection settings which reflect the differences in the structure of
the pension system. In both countries the statutory pension is only
based on residence based flat-rate pension and the earnings-related
pension is organized through decentralized occupational pension
contracts. Thus, no single model or comprehensive models for
describing the system are available.

A clear difference to Finland, Norway and Sweden exist.
Finnish projection model incorporates all the several pension acts
and is very comprehensive due to the coverage of the
earnings-related pension system, e.g. no pension or income ceiling
exist in employees’ earnings-related pension system. In contrast to
Norway and Sweden, where the earnings ceiling exists and
supplementary compulsory occupational pensions play an important
role but are not covered by projection models. Otherwise, the
statutory pension in all these three counties is based on the
earnings related pension, covering all the employees and
self-employed people, which is supplemented by residence based
national or guaranteed pension. Thus, the pension projections are
more comprehensive and centralized in these three Nordic

countries than in Denmark and Iceland. Though, differences in
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pension models can be found.

The paper is structured as follows. First we give a description
of the structure of the pension schemes in the Nordics. Then, we
take a look in more detail to the pension models, assumptions
behind the models as well as the main differences between them.
Finally, we will present results of the country-specific projections

and end with the conclusions.

2. Structure of the Nordic old-age pension system

In the description of the structure of the pension system we
concentrate on old-age pensions and our main focus is on the
reformed earnings-related pension scheme®S). All the Nordics have
a residence based minimum or basic pension. One common
feature of the Nordic pension reform is that universal basic
pension is replaced with a targeted minimum pension guarantee
that is financed separately out of the general state budget. The
guaranteed or national pension shall contribute to ensuring a

pension for people with little or no pensionable earnings. A 40

65) In Finland the earnings-related pension is calculated according to reformed rules
since 2005. In Norway persons born in 1953 or earlier will earn their pension
entitlements according to the old rules. People born between1954-1962 will earn
their pension entitlements partly from the old scheme and partly from the new
scheme. People born in 1963 or later will earn their pensions according to the
new scheme. Flexible retirement from the age of 62 was introduced for all new
pensioners since 2011 and the new indexation of the old age pension has applied
to all old age pensioners since 2011. In Sweden the transition rules affect
persons born from 1938 up to 1954. Those born in 1954 or later will earn their
pensions entirely according the reformed old-age pension scheme. The new
indexation has been applied to all old age pensioners.



years residence period is required to receive a full pension. It is
tested against earnings-related pensions. Only public or statutory
pensions are taken into account, thus the benefit guarantee does
not constitute a negative incentive against private and voluntary
efforts to save for retirement.

Minimum pension is price-indexed in Finland and Sweden. In
Norway the level of the guaranteed pension will be adjusted by
the growth in wages, but then adjusted by the annual annuity
factor. In the long term population projections from Statistics
Norway life expectancy at 67 is assumed to increase by about 0.5
per cent a year. According to the projections the guaranteed
pension will be adjusted by wage growth, but will then be
reduced by a factor of about 0.5 per cent a year due to the life

expectancy adjustment (Christensen et al. 2009).

2.1 NDC-model-a guiding principle

The pension reforms have strengthened the link between
contributions and benefit. All the three countries have given up
the elements of a final salary system and after the reforms
earnings related pensions are based on life-time earnings. This
includes incomes from employment, as well as sickness benefit,
parental benefit, unemployment benefit and other social welfare
benefits as well as taking care of children. In Sweden and
Norway old-age pension reform has signified a shift from a

defined benefit (DB) system to a defined-contribution (DC) system
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with a fixed contribution. In contrast to Finland where the pension
accrues on DB principle, though in the end it does not
fundamentally differ from the NDC-model that has been
established in the Sweden and Norway. A more detailed
description about the NDC-model and differences to the traditional
PAYG DB-model can be found from Holzmann and Palmer
(2006).

The Swedish old-age pension entitlement is 18.5% of the
annual pensionable income up to the pension ceiling,
approximately 3,700 Euros per month (average wage level). Out
of this 16 percentage points goes to PAYG and DC
earnings-related pension (i.e. NDC income pension) and 2.5 p.p.
to fully funded DC premium pension. In Norway the individuals
will each year increase their pension entitlements corresponding to
18.1% of their pensionable income, up to a ceiling 5,600 Euros
per month. The ceiling on pension earnings is approximately 115
per cent of an average wage.

In Finland, pension accrues at 1.5% of annual income (without
any ceiling) for the aged 18~52; 1.9% for the aged 53~62 and
4.5% for those who have reached the age of 63 up to age of 68.

2.1.1 Flexible retirement age

All the countries have also introduced a window of flexible

retirement age with a life-expectancy adjustment as part of the

old-age reforms. In Sweden the earnings-related old-age pension



(both the income pension and the premium pension) can be drawn
from the age of 61 upwards based on the principle of actuarial
neutrality. The residence based guaranteed pension cannot be
taken early, and the retirement age is 65. The principle of
neutrality implies that each individual carries the full costs
associated with the timing of retirement. The total amount must
be great enough so as not to trigger the guarantee at age 65.
Individuals can take pension as a full or only a share (25%, 50%
or 75%) of their pension whilst continuing to work.

In Norway retirement age is flexible between ages 62 and 75
on an actuarial basis. Individuals who choose to retire early at
age 62 will face a reduction in yearly benefits of about 30%
compared to the situation when retiring at age 67. By postponing
retirement to 70 (instead of 67) the gain is approximately 25%
(West Pedersen 2009). It is possible to draw a full or partial old
age pension as long as the pension from age 67 exceeds the level
of the guaranteed pension. Wide range of options to draw a
partial (20%, 40%, 50%, 60% or 80%) pension is available. The
guarantee pension alone can be drawn only from the age of 67.
For people that receive both earnings-related pension and some
guarantee pension it is possible to retire from the age of 62 in
the new system, but both elements will be actuarially adjusted
depending on the age of retirement (Christensen et al. 2009).

In Finland the retirement age is flexible between the ages 62
and 68. Both residence-based national pension and earnings-related

pension can be drawn from the age of 62, though pension will
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then be reduced. If the earnings-related old-age pension is taken
early i.e. before the age of 63, the pension will be reduced by
0.6% per month (i.e. maximum of 7.2% for a year). On the other
hand, if the earnings-related pension is deferred it will be
increased by 0.4% per month after the age of 68. In national
pension these adjustments are vice versa and the adjustments are
made from the age of 65. Like in many countries with DB
schemes these adjustments fall short of actuarial neutrality (see
e.g. Queisser and Whitehouse 2006). In addition, an automatic
stabilizer so called life-expectancy coefficient adjusts the level of
the old age pension to reflect the changes in the longevity, i.e. it
will cut the pension at the time of retirement if the life
expectancy increases, but a person can compensate the cutting by
working longer and retiring later. Thus, future pensioner cohorts
carry the full costs of increases in longevity which actually is a
typical and an important feature of the NDC-model. Although, in
Sweden and Norway owing to the interest rate of 1.6 percent and
0.75 (see indexation for further information), the annuity divisor is
less than life expectancy, and the initial pension is higher than it
would have been otherwise. In Norway there is less likelihood of
a negative trend in purchasing power for pensioners and the

starting level of pension is lower than in Sweden.



2.1.2 Indexation of the earnings-related pension scheme

A crucial difference between the countries is that in
NDC-model adjustments are made on the benefit side of the
system, whereas in the Finnish DB-model the option is to raise
the contribution rate to address financial imbalances in the system.

In the Swedish NDC-model in order to guarantee the long-term
financial stability of the system a complementary mechanism, the
so called automatic balancing mechanism is applied if the finances
appear insufficient. Producing an actuarial balance sheet is a
practice that has been carried out in Sweden since 2001. The
balance mechanism is based on the concept of ‘balance ratio” -
a ratio of assets to liabilities. When the ratio is below 1
(liabilities exceed assets), it will act like a brake: it will slow
down the indexation of notional pension accounts as well as of
pension benefits (balance index). In such situations pensions in the
PAYG system is reduced. Any surpluses arising after balancing
has been activated are used directly to increase indexation to the
extent possible and thus to restore the value of pensions.

The balancing ensures that the system’s expenditure in the long
term does not exceed its income. Each year an accounting report
is compiled on the assets and liabilities of the income pension
system and how these are changing. This annual reporting makes
it possible to monitor the trend in the economic and demographic
factors that impact on the financial position of the system and the

size of pension. The main data for the period 2001~2010 are
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shown in Table 1-1 below. For the first time, the balance ratio
was calculated in 2008 at less than 1.0000 and “the brake” was
activated affecting the indexation in 2010. This was due to the
financial crisis and because of the sudden collapse of the value of
the buffer funds. For smoothing the effect to the pensions the
value of the funds for the calculation of balance ratio has been
evaluated on the basis of three year average since 2008. At the
end of 2010, assets were 1.40 percent higher than the pension
liability. Though, due to adjustments made in the calculation, the
balance ratio of the system is 1.0024 and will raise indexation

only by 0.24 percent for 2012 (Pensionsmyndigheten 2011).

(Table 1-1) Ten-Year Review of the financial balance of the Swedish

old-age pension scheme(billions of SEK)

2010 | 2009 | 2008 | 2007 | 2006 | 2005 | 2004 | 2003 | 2002 | 2001
Buffer fun
uffer fund, 810 | 811 | 821
mean value
Buffer fund 895 827 707 898 858 769 046 571 488 565
Contribution
6575 | 6362 | 6477 | 6116 | 5945 5721 5607 | 5465 | 5301 5046
asset
Total assets 7469 | 7189 | 7184 | 7014 | 6803 6490 | 6253 | 6042 | 5789 | 5611
Pension
7367 | 7512 | 7428 | 6996 | 6703 60461 6244 | 5984 | 5729 | 5432
liability
Result 103 2323 -243 18 100 28 9 58 60 179
Balanceratio* 10024 | 09549 | 09826 | 1.0026 | 1.0149 | 1.0044 | 1.0014 | 1.0097 | 1.0105 1.03
Financial
a, ,Ca 1.0140 | 09570 | 09672
position

Note: The balance ratio according to the previous definition (through 2007), that is, it is calculated
solely on the basis of the market value of the buffer funds as of December 31 of the respective
year.

Source: Pensionsmyndigheten 2011

Otherwise, NDC-pension is calculated annually with the change



in income index less 1.6 percentage points (an imputed real rate
of return), the interest that has already been credited in the
annuity divisor when the pension amount is calculated at the time
of retirement. The indexation method is known as adjustment
indexation. Basically, negative real indexation will occur any time
the real growth is lower than 1.6%. Adjustment indexation is not
used for pension entitlements which are indexed in line with the
income index.

Similarly, in Norway a fixed factor of 0.75 percentage points is
reduced from general wage level development®®). However, the
benefit indexation formula gives neither reference to the economic
position (e.g. number of employed persons) nor the demographics
of the system. The same argument stands for Finland as well,
where the pension rights are index linked with 80% weight on
wages and 20% on consumer prices during working years and
benefits respectively with 20% and 80% weights after retirement.

In the Swedish premium pension system changes in the value
of fund shares result in direct changes in the system assets of
pension savers. At the retirement indexation depends on the
product (fund or conventional insurance) the insured chooses to

take.

2.2 The financial structure of the reformed systems

In Sweden the DC old-age pension is self-financing and

66) The pension entitlements are each year adjusted in line with average wages.
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autonomous in relation to the central government budget. Old-age
pension fund assets (AP-funds) were approximately 40% of GDP
in 2010. However, disability pensions or benefitsé7) and survivor
pensions are part of the government budget. The insured pays an
individual pension contribution to the national public pension of
7% of her/his earnings and any benefits received from the social
insurance and/or unemployment insurance schemes up to the
ceiling. For each employee, employers pay a pension contribution
of 10.21% of that individual’s earnings. The employers’
contribution is levied on the whole wage. The employer
contribution levied for the share of the wage which exceeds the
earnings ceiling is transferred to government funds, and it
therefore can be seen as a particular form of taxation that is
unrelated to the pension system.

The total old-age pension contribution is thus 17.21%, whereas
the pension credit and the pension contribution are 18.5% of the
pension base. The reason for the difference is that the individual
pension contribution of 7 % is not included in the pension base;
i.e. the contribution base is reduced by the individual pension
contribution when pension credit is calculated (0.1721/0.93 =
0.185) (Pensionsmyndigheten 2011).

The Norwegian reformed pension system has many features in
common with the Swedish system, but not with regard to

financing: the pensions are part of the government budget.

67) Disability pensions/benefits (activity compensation and sickness compensation) are
part of the sickness insurance.



Another big difference to the Swedish system is that the 18.1%
accrual rate does not correspond to an earmarked contribution to
the pension system. The new system is, as before, fully integrated
in the general state budget. In addition, even though the State
Petroleum Fund has been renamed ‘The State Pension Fund” since
2006, it is operated independently of the pension system by a rule
linked to the balance of the general state budget. The size of the
fund was  approximately 120% of GDP in 2010
(Finansdepartementet). The expenditures of the Norwegian public
pension scheme are financed on PAYG-principle.

Finnish  pensions are principally financed by pension
contributions and partly by tax revenue (seamen, self-employed
and farmers includes state’s share). The main act, employees’
pension act (TyEL) is self-financing, i.e. it is covered by
contributions and fund revenues. The Finnish earnings-related
system has collected funds (80% in relation to GDP in 2010)
since the beginning of the scheme to smoothen the contribution
increases due to population ageing in the future. Funding is
collective but based on individual pension rights. Individual
pension benefits do not depend on the existence or yield of funds.
Funds only affect contributions. The average TyEL-pension
contribution rate in 2011 is approximately 22% of wages, of
which the employee’s share is 4.7 p.p. if the employee is under
53 years of age and 6.0 p.p. if the employee is aged 53 and
over. The employees pay part of the higher accrual rates starting

from the age of 53 by themselves.
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[£°= 2] Pension reform in Norwayé8)

The pension system of Norway is expected to face substantial
challenges in the coming decades due to ageing population. When
the public old age pension scheme was established in 1967, there
were about 4 people in the labour force for each old age and
disability pensioner and the ratio was reduced to 2.7 in 2008.
Without reform in the pension system, the ratio is expected to
decline further to 1.8 in 2050 according to Statistics Norway.

The process of reforming the pension system in Norway started
in 2001, when Prime Minister Stoltenberg’s first government
appointed the Pension Commission with representatives from the
political parties. The Commission presented its conclusions in a
report from 2004. The ensuing work on pension reform resulted
in two settlements in the Parliament in 2005 and 2007. The
settlements implied that a broad majority in the Parliament
supported a pension reform along the lines suggested by the
Pension Commission, but with some adjustments. The settlements
were followed up by a White Paper in 2009 where the new
system and transitional rules were presented in more detail, and
the new system was approved by the Parliament in the spring of
20009.

One part of the reform is a new model for accumulating

pension entitlements which will be introduced gradually for

68) This paper is written by Ole Christian Lien (Norwegian Labour and Welfare
Service).



cohorts born after 1954 and fully for cohorts born after 1963.
Other parts are the introduction of life expectancy adjustment of
pensions, flexible retirement from the age of 62, and new rules
for indexation of pensions which have been introduced from 2011.

In the reformed system of public old age pension, there are two
types of pensions; income pension and guarantee pension. Income
pension entitlements are accumulated through income from work
or through other types of pension earning between the ages of 13
and 75. Every year individuals increase their pension entitlements
corresponding to 18.1 per cent of their pensionable income, up to
a ceiling of 7.1 times the basic amount (measurement unit, 1
basic amount= NOK74,721 in 2010). Also, the pension
entitlements are adjusted in line with wage growth every year.

At the time of retirement the annual pension is calculated by
dividing the accumulated pension entitlements by an annuity
divisor mainly reflecting remaining life expectancy. The annual
pension will increase the longer retirement is postponed both as a
result of higher pension entitlements and a lower annuity divisor.
As life expectancy at retirement increases, new cohorts will have
to remain in the labour force a little longer in order to achieve
the same replacement rate as earlier cohorts.

The old age pension may be drawn wholly or partially from
the age of 62 and work and pension can be freely combined
without an earnings test. If one continues to work after having
started to draw a pension, pension earnings will continue. Pension

entitlements in the accumulation phase are indexed to wage
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growth. Previously earned pension entitlements consequently retain
their value relative to the average wage in society. After
retirement the pension is indexed to wages, but subtracted a fixed
factor of 0.75 per cent a year.

Guarantee pension is a basic safety net in the new system
ensuring an acceptable minimum pension level for people with
little or no pension earnings. The guarantee pension will be at the
same level as our current minimum pension and in 2010 the
minimum pension was 2 basic amounts for single and 1.85 basic
amounts for married pensioners. 40 years of residence period is
required to receive a full guarantee pension. The guarantee
pension will be income-tested by 80 per cent of the income
pension, implying that people with a low income pension will
receive a total pension above the minimum level.

The income pension is linear with annual income up to the
ceiling. Those with no or low pension entitlements will in
addition receive a guarantee pension. The minimum pension
applies only to those with no pension entitlements at all, and the
pension will exceed the minimum level even for those with very
modest pension entitlements. The guarantee pension will apply up
to quite high wage levels - up to about 70 per cent of average
wage.

Until 2010 the retirement age was fixed at 67 years in the
public old age pension scheme. It was possible to postpone
retirement until the age of 70, but most people retired with an

old age pension at the age of 67. From 2011 flexible retirement



was introduced for the age group 62-75 years in the public old
age pension scheme based on actuarial neutrality. An upper age
limit of 75 was set to avoid very large differences in annual
pensions paid out. The limitis harmonized with the new age limit
for earning of income pension.

Life expectancy adjustment of the pension for new pensioners
was also introduced in 2011. The annuity factors are determined
for each cohort, based mainly on remaining life expectancy. The
factors are determined when the cohorts are 61 years, and will
not be adjusted later. Each cohort receives a separate annuity
factor from the age of 62 until the age of 75. Life expectancy
adjustment will lower pensions at a given retirement age if life
expectancy continues to increase. Given mortality projections from
Statistics Norway, future generations must postpone retirement by
about one year for every ten cohorts in order to fully compensate
for this effect.

The level of the minimum/guaranteed pension is adjusted by the
growth in wages, but then adjusted by the changes in the annual
annuity factor at 67 years. In the long term population projections
from Statistics Norway life expectancy at 67 is assumed to
increase by about 0.5 per cent a year. According to the
projections the guaranteed pension will be adjusted by wage
growth, but will then be reduced by a factor of about 0.5 per
cent a year due to the life expectancy adjustment.

The indexation of the minimum pension from 2011 is lower

than it has been historically in Norway, but it will usually be
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higher than price indexation. In the long-term projections of
pension expenditures it has often been assumed annual real wage
growth of 1.5 percent, and the guarantee pension could then be
expected to grow by about 1 percent a year in real terms.
Employees in Norway have supplementary pensions through the
company they work in. Supplementary pensions were made
mandatory by law in 2006. Reasons to make the system
mandatory were to ensure that all workers should have some
pension income in addition to the public pension system, and to
contribute to a more equal distribution of supplementary pensions.
There is huge variation among supplementary pension schemes
concerning benefits levels, duration of benefits, indexation and
whether the schemes are defined benefit or defined contribution.
Before the reform supplementary pension could, with some
exceptions, not be drawn before the age of 67. As a part of the
reform the minimum retirement age is reduced to 62 from 2011.
Although the retirement age in the public old age pension
scheme was 67 years until 2010, collectively agreed early
retirement scheme(AFP) made it possible to retire between 62 and
66 years for about 70-80 per cent of wage earners. All employees
in the public sector and about 60 per cent of employees in the
private sector are covered by an AFP agreement. The annual
benefit level was independent of the retirement age and of about
the same size as the public old age pension. The AFP schemes in
the private sector were reformed for new pensioners from 2011

and on. The new AFP is paid out as an addition to the public



old age pension (typically an addition of slightly above 20 per
cent) for the entire remaining lifetime. It is also adjusted for
remaining life expectancy at the age of retirement, in the same
way as for the public old age pension. Furthermore, it can also
be combined with work income without an earnings test.

In the public sector no agreement on a similar reform was
reached, and AFP still remains a pension that is paid out from 62
to 66 years. It cannot be combined with the public old age
pension. For people that combine work and public sector AFP,
the AFP pension will be reduced proportionally. The incentives to
work after the age of 62 for public sector employees are therefore
weaker than for other employees. On the other hand public sector
workers may at least in some cases receive a higher pension at
the age of 62 than private sector workers. Also public sector
pensions will be adjusted for life expectancy from the age of 67,
and they are also indexed in the same way as public old age
pensions from 2011.

In the long run, when people have been contributing to the
supplementary pension for their total working career, public old
age pension will constitute about two thirds of the initial total
pension. AFP and supplementary pension will both constitute
about one sixth. This is when it is assumed a duration of
payments from the supplementary pension of 10 years, whereas
the AFP pension is paid out for the entire lifetime. The present
value of the lifetime AFP pension will therefore be higher than

for the mandatory supplementary pension at the minimum level in
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these examples.

Replacement rates without the pension reform were fairly
similar for all cohorts and retirement ages. After the pension
reform the replacement rates will be highly dependent on
retirement age, due to the adjustment of pensions in accordance
with remaining life expectancy. Increasing life expectancy will
lead to lower old age pensions at a given retirement age, but in
the examples this effect will be counteracted by increasing
supplementary pensions due to longer contribution periods.

The reform is expected to lead to a strong improvement in
economic incentives to continue working and postpone retirement
compared to the current system. Postponing retirement one year
will typically increase the annual old age pension with about 7.5
per cent. About % of this effect is caused by the actuarial
adjustment and about %4 by the accumulation of additional pension
entitlements. These incentives only apply to a part of the
population, however, since about 40 per cent of Norwegian retire
on disability pension at some point during their working career
before the age of 67. This group is mainly unaffected by the
economic incentives of the reform.

With the new system the contribution rate interpreted as the tax
rate sufficient to finance the future old age pension expenditures
may be limited to grow to 16.6 per cent in 2050 compared to
10.3 in 2008. The life expectancy adjustment is the main
tightening element of the new system. Lower indexing of pension

benefits than wage growth after the age of retiremental so reduces



future old age pension expenditures, while a more generous model
for earnings of entitlements works in the opposite direction.
Pension expenditures will however continue to increase in relative
terms in the coming decades, partly due to the effect of the
“baby-boom” generation reaching retirement.

The new model for accrual of pension entitlements implies a
closer connection between former labor incomes and pension
benefits. However, a means tested guarantee pension equal to the
level of the minimum pension in the present system, and a ceiling
on annual income for accrual of pension entitlements are two
important distributional elements. By comparing distributional
effects without taking adjustments for increasing life expectancy
and lower indexing of benefits into account, persons with high

incomes and long working careers seem to gain from the reform.
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(52 3] Flexible retirement — Part—time
pension in the Nordic countriesé?)

1. Sweden

Sweden had a special part-time old-age pension scheme between
1976 and 2001. The impetus for this pension came from
organized labour. Proposed at the 1973 Congress of the
Metalworkers, then the largest union affiliated with the Swedish
Confederation of Trade Unions, it was viewed more as a social
reform than as a labour market reform. The aim was to provide a
bridge between work and full-time retirement and to ease the
abrupt shock of retirement after a lifetime of work. In 1974, a
Parliamentary Commission was established to investigate the
matter further. By 1975, legislation was enacted. The partial
pension became effective in 1976, at the same time that the
normal pensionable age was reduced from 67 to 65.

Subsidized part-time pension, which was introduced in 1976,
was economically very attractive. The part-time pension system
became very popular in a short time. Many applied for and
received a part-time pension. The ease of finding part-time work
resulted from a general rise in part-time employment during the
1970’s and from the recession in Sweden during the late 1970’s.

Many firms, especially those in the commodity manufacturing

69) This paper is written by Mikko Sankala, Mika Vidlund and Ismo Risku (Finnish
Centre for Pensions).



sector, used the partial retirement of their older workers as a
means of reducing employment in times of economic hardship
(Packard 1982).

The most important steps in the development of the part-time
pension system are presented in Table 5. Part-time pension was
available to those between the ages 60 and 65 (in 1994 changed
to 61-65). To qualify, workers had to reduce the hours worked,
for example, working part-time every day or full-time every
second day, week or month. The partial pensioner must work no
less than 17 and no more than 35 hours per week on average.
The partial pension then replaced between 55 and 65 per cent of
the lost income from the reduction of hours (up to a maximum,
i.e. earnings ceiling). A take-up of such a pension did not reduce
the old age pension taken out at 65.

The self-employed, not originally covered by the part-time
pension, have been included since 1980. However, they were less
likely than employees to collect it. One reason was that they were
subject to more stringent rules (Ginsburg 1985; Packard 1982).

Part-time pension became very popular with a high take-up rate
and was criticized for being too expensive. As a part of the
decision on the old age pension scheme in 1994, the partial
pension scheme was made less generous, and the scheme was
totally abolished from year 2001 (Wadensjo 2006). The number of
early part-time pensioners in 1980 was close to 70 000 (peak)
declining to approximately 51,000 in 1994 (which was a year

with high unemployment in Sweden) and crashing down to only
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2,700 in 1999. After the abolition of the part-time pension the
partial benefits from sickness insurance increased clearly
(Hietaniemi & Takala 2008).

In 2003 a new special part-time pension scheme based on the
occupational agreement was introduced for state employees in
2003 and in 2007 for those employed by local government.
Employees 61 years and older can apply for a part-time pension
up to the age of 65 (see e.g. Lachowska et al).

Under the current general statutory pension scheme pensions are
claimable from age 61 on a partial basis. Workers older than 61
are entitled to draw 100%, 75%, 50% or 25% of the full pension.
Annuity amounts are calculated using actuarial principles so that
those who retire or take part of their pension early receive lower
pensions. With partial retirement the individual can continue to
work and accumulate additional notional capital from contributions
on earnings, and hence, enhance the value of a recalculated

pension upon full retirement.



(Table 3-1) The development of the Swedish part-time pension

scheme

Date Event

The part-time pension system started
- possible to get a part-time pension from 60 years of age
Possible for self-employed to get a part-time pension;
working
January 1, 1981 | The replacement rate decreased to 50 per cent
July 1, 1987 The replacement rate increased to 65 per cent
Several types of restrictions
- the minimum age increased to 61 years

July 1, 1976

January 1, 1980

July 1, 1994

January 1, 1999 | The special payroll fee was discontinued
December 31, | Last day for the start of a new part-time pension
2000
Source: Wadensjo(2006).

Wadensjo (2006) analyses the Swedish part-time pension
scheme and its consequences for participation and labour supply
with the conclusion that the positive effect of increased
participation clearly outweighs the negative effect of full-time
workers reducing their hours to part-time, so that the total effect

of the partial pension programme on labour supply is positive.

2. Denmark

The Danish system introduced part-time pension in 1987 and it
applied to workers aged 60-66. A part-time pension was
proportional to the reduction in working time. Although the
Danish scheme was modelled after the Swedish model, it was
much less popular among the elderly. Less than 1% of the aged

60-66 have used this opportunity (Statistics Denmark). Delsen
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(1996) has argued that this was due mainly to the unfavourable
labour market at the time of its introduction— a severe recession,
with pressure on older workers to take full rather than partial
early retirement. In Denmark part-time pension is being phased
out as it was abolished in 2007. Those born after 1.1.1959 are
not able to have part-time pension.

A far more attractive option has existed since 1979, a voluntary
early-retirement pension, which is a voluntary retirement scheme
for members of an unemployment fund, aged 60-64 years. The
generosity of this scheme (and disability pension scheme with
socioeconomic factors) was such that lowering the state pension
retirement age from 67 to 65 in 2004 was anticipated to reduce
overall government costs, because reducing the state pension
retirement age restricts access to the more generous early
retirement payments (Herbertsson et al. 2000). In 1999, a number
of changes of the voluntary early-retirement pension were
introduced to make it more financially advantageous to postpone
transfer to voluntary early retirement until the age of 62 years.

Financial incentives created did not ease the pressure for early
retirement reform, and recently as part of the Welfare Agreements
in 2006 and 2011, the age of early-retirement pension will be
gradually raised by two years, i.e. the age threshold is gradually
raised from 60 to 62 years in the period 2014-2017 and further
up to 64 by 2023. The threshold for public old-age pension age
is gradually raised as well, from 65 to 67 years in the period

2019-2022. Also as part of the Welfare Agreement in 2006 there



was an introduction of a demographic adjustment so that increases
in longevity are translated into retirement ages. Adjustment will
take effect starting in 2027 for the early-retirement scheme and

2030 for the old-age pension.

3. Norway

The Norwegian partial pension withdrawal resembles the
Swedish model; both have flexibility in determining the age and
extent of retirement. However, it used to differ considerably as
originally the Norwegian plan encouraged to partial retirement not
prior but after attaining normal retirement age.

Until 1973, the general pensionable age in Norway was 70,
when it was lowered to 67. Only some occupations had lower
pensionable ages; for example, seafarers, 60; fishermen, 62 and
forestry workers, 63. No other statutory early retirement option
existed. However, in 1988 in the middle of a serious economic
downturn, social partners together with government agreed on
voluntary early retirement (so-called AFP) for employees covered
by wage agreement of the Norwegian Confederation of Trade
Unions (LO) and employer organization (NHO). The scheme
initially allowed the covered employees to withdraw at age 65
with benefits calculated as an ordinary old-age benefit in the
National Insurance scheme, i.e. with no reduction. Part-time
retirement has also been possible under AFP. During the 1990s

the earliest age of retirement was lowered in several steps to
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reach the age of 62 in 1998 (West Pedersen 2011).

Recent (2011) pension reform lowered retirement age and it
became flexible between the ages 62 and 75. Partial pension
possibilities were also introduced. Insured between 62 and 75 may
now take 0%, 20%, 40%, 60%, 80%, or their entire old-age
pension without this having negative impact on incentives to work
(no earnings test). According to latest statistics 84% of early
leavers (aged 62-66) take out their total old-age pension (NAV,
September 2011). Before the 2011 reform, the only option for
partial pension existed for persons between 67 and 70 and they
were able to take 0, %, Y2 , %, or all of their old-age pension.
However, according to the earnings test pension plus earnings
could not total more than 80 percent of previous earnings.

Alongside the old-age pension reform the AFP scheme that
used to offer a heavily subsidised early retirement option, has for
employees in the private sector been completely transformed into
a kind of (additional) occupational pension scheme paying
life-long benefits as a supplement to National Insurance benefits.
Benefits from the new private sector AFP-scheme can be drawn
from age 62 on flexible and neutral terms just like the National
Insurance benefits. Also AFP benefits can be drawn alongside
full-time or part-time work. However, the new flexible system
does not apply to public sector employees who make up between

a 1/4 and a 1/3 of the entire workforce (West Pedersen 2011).
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