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BELGIUM

Highlights

e The poverty risk of people aged 65 or over has decreased by 5 percentage points (p.p.)
over the last 10 years. The strengthening of social corrections such as the minimum
pension and means-tested pension is likely to have contributed to this decline. However,
the high share of retirees just above the poverty line means many remain vulnerable.

e The employment rate in the 55-64 age group has increased, reflecting reforms in the
early retirement scheme. Nonetheless, employment rates in this age group remain low
compared with the EU'.

e Single women face a higher poverty risk within the pension system. While women are
the main beneficiaries of derived rights and social corrections, these corrections remain
insufficient to compensate for the differences between men’s and women’s careers.
Recent reforms have improved pension security for the self-employed, though they
remain a vulnerable group.

e While some steps have been taken to align the rules in the different statutory schemes,
risks of inequalities persist. Further measures to protect mixed careers have been called
for.

1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

The Belgian pension system strongly relies on statutory pension schemes, supported by
occupational and personal pension schemes.

Statutory pensions work on a pay-as-you-go (PAYQG) basis and are financed through a
combination of social security contributions and general taxes. They consist of three separate
statutory pension schemes respectively covering employees, civil servants and the self-
employed. These statutory pension schemes consist of a contribution-based old-age pension,
as well as a number of derived rights including a survivor’s pension. In the fourth quarter of
2017, 89.3 % of men and 80.9 % of women aged 65 or older were registered as a pension
recipient.> A means-tested pension scheme tops incomes below EUR 1154.41 per month
(gross amount for a single person in 2020) up to that amount under certain conditions.® In
2018, 4.9 % of pension recipients received this means-tested pension top-up.*

I'EU and EU-27 refer to the current 27 Member States of the European Union.

2 Datawarehouse Arbeidsmarkt en Sociale Bescherming [Data Warehouse Labour Market and Social Protection], 2020.
https://www.ksz-bcss.fgov.be/nl/dwh

3 Federale Pensioendienst [Federal Pension Service], 2020. https://www.sfpd.fgov.be/nl/recht-op-pensioen/igo

4 Coene, I., ‘Armoede en sociale uitsluiting ontcijferd', in J. Coene, P. Raeymaeckers, B. Hubeau, S. Marchal, R. Remmen
and A. Van Haarlem (eds.), Armoede en Sociale Uitsluiting: Jaarboek 2019, Acco, Leuven, 2020, pp. 361-441.
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The statutory pension schemes for employees and the self-employed are part of social
security. Social security is funded through contributions, with supplementary funding from
general taxation. Civil servants’ old-age pensions are considered as a form of deferred
compensation and are thus paid from general taxes, though civil servants do pay contributions
to finance their survivor’s pensions.’

The pensionable age in the statutory pension system is currently 65 for men and women.
Early retirement is possible at age 60 after a career of at least 44 years (including pension
credits®), at age 61 after a career of 43 years, or at age 63 after a career of 42 years. The
pension benefit is accrued in every year worked; so, in principle, shorter careers lead to a
proportionally lower pension. There is no formal maximum number of career years, though
45 years is considered as the target. People are neither penalised for early retirement nor
awarded a bonus for deferral of pension uptake, but old-age pensions can be combined with
work earnings without limitation after a career of 45 years or once the pensionable age is
reached.’

For employees, gross effective wages and notional wages (in the case of pension credits) in a
career year are summed and capped if exceeding the maximum, which was set at
EUR 58,446.94 for 2019. The yearly gross wage is indexed to the evolution in consumer
prices until the time of retirement, subsequently divided by 45 and then multiplied by 60 %
('individual rate', corresponding to an annual accrual of 1.3 %), or 75 % in cases where the
pensioner has a dependent spouse (‘family rate'). The yearly old-age pension is the sum of
this calculation for every career year. Notwithstanding some similar principles (career length,
revenue revalorisations, and more), the pension calculation is different for the self-employed
(a correction coefficient is applied), and is based on net business revenue. The pension of
statutory civil servants is calculated in a different way. Their pension is based on the average
wage of the last 10 career years. For every year worked as a civil servant, they build up 1/60™
of that amount (for some categories of civil servants, a different denominator applies). Civil
servants’ pensions cannot exceed 75 % of the average wage of the last 10 career years and
could not be higher than EUR 6801.90 per month (gross) in 2020.

There is no requirement for minimum contributions, calculation basis or duration of
employment in order to be entitled to pension benefits in any of the schemes: people build up
a pension entitlement from the first day of work. The pensions of employees and the self-
employed are indexed to consumer prices; adjustments for increases in welfare payments
occur in a non-systematic way. Civil servants’ pensions follow public sector wage

development, known as 'perequation’

5 Federale Overheidsdienst (FOD) Sociale Zekerheid [Federal Public Service Social Security], 2020.
https://www.socialsecurity.be/citizen/nl/over-de-sociale-zekerheid/de-financiering-van-de-sociale-zekerheid/financiering-
van-de-3-stelsels

% Pension credits are pension entitlements given for periods in which a person was not in paid employment.

7 Federale Pensioendienst, 2020. https://www.sfpd.fgov.be/nl/pensioenleeftijd/wanneer and
https://www.sfpd.fgov.be/nl/pensioenbedrag/bijverdienen

8 Federale Pensioendienst, 2020. https://www.sfpd.fgov.be/nl/pensioenbedrag/berekening/verschillende-soorten-
pensioenen/werknemers, https://www.sfpd.fgov.be/nl/pensioenbedrag/berekening/verschillende-soorten-
pensioenen/ambtenaren, https://www.sfpd.feov.be/nl/pensioenbedrag/berekening/maximumpensioen,
https://financien.belgium.be/sites/default/files/downloads/700-schalen-20200101.pdf,
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A number of social corrections reduce the impact of employment and earnings on pensions.
Pension credits are given for certain periods of non-employment (‘assimilated periods'),
including unemployment, sickness and invalidity, and periods of care leave for which people
receive an allowance. It is also possible to build up a pension for other periods of non-
employment (e.g. studying) through paying voluntary contributions. Finally, a minimum
entitlement per career year and the so-called guaranteed minimum pension (EUR 1291.69
gross per month in 2020, on the condition of a 45-year career) improve the pensions of
people with low incomes and in some types of part-time employment.’

There are also minimum pensions in the statutory pension system: a pensioner with at least
30 career years as an employee or self-employed worker has a right to a minimum retirement
pension if this minimum pension is higher than the earnings-related pension. For individuals
with incomplete careers (e.g. 30 years), the full minimum pension is not granted but only a
fraction that is proportionate to the duration of the career (e.g. 30/45ths of the full minimum
pension amount). If a pensioner with a minimum retirement pension dies, and the spouse is
entitled to a survivor’s pension, the spouse will benefit from the minimum survivor’s
pension.

In addition, a minimum calculation basis (the so-called 'minimum right per year'
(minimumrecht per loopbaanjaar/droit minimum par année de carriere)) is applied to
employees in the statutory pension scheme: a pensioner with at least 15 career years as an
employee can potentially benefit from the calculation of the pension entitlement on a
minimum basis per career year. If the wage generating pension rights in a certain year is
lower than a predetermined minimum amount, the pension is calculated based on the
minimum amount instead of on the actual earned wage. To ensure that an individual with too
high a pension is excluded from the minimum right, there is also a maximum pension ceiling:
if the total pension is above this ceiling, no additional minimum rights are granted.

A survivor’s pension can be granted to people over the age of 47.5 years when their spouse
dies. In principle it equals the deceased spouse’s pension at the individual rate, though it can
only be cumulated with other incomes (including own old-age pension) to a limited extent.
People under the age threshold can receive a transition benefit of one year, or two years in the
case of dependent children. In cases of divorce, the spouse of a (former) employee or self-
employed person may be entitled to a divorce pension. For every year of marriage, people
build up a pension calculated on 62.5 % of the then-spouse’s wage, if own pension
entitlements for that year remain below the amount so calculated. The ex-spouse’s pension is
not affected.!”

https://statbel.fgov.be/nl/themas/consumptieprijsindex/gezondheidsindex and
https://www.sfpd.fgov.be/nl/kenniscentrum/perequatie

9 Federale Pensioendienst, 2020. https://www.sfpd.fgov.be/nl/pensioenbedrag/berekening/verschillende-soorten-
pensioenen/werknemers/lonen, https://www.sfpd.fgov.be/nl/loopbaan/jaren and
https://www.sfpd.fgov.be/nl/pensioenbedrag/berekening/gewaarborgd-minimum-pensioen

10 Federale Pensioendienst, 2020. https:/www.sfpd.fgov.be/nl/recht-op-pensioen/overlevingspensioen
https://www.sfpd.feov.be/nl/pensioenbedrag/berekening/verschillende-soorten-pensioenen/overlevingspensioen,

https://www.sfpd.fgov.be/nl/recht-op-pensioen/overgangsuitkering and
https://www.sfpd.fgov.be/nl/pensioenbedrag/berekening/verschillende-soorten-pensioenen/gescheiden
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Occupational pension schemes are funded and organised at the company or sectoral level.
Employers and — less frequently — employees pay contributions into a pension fund or to an
insurance company. Since 2019, it is also possible for an individual employee to make an
agreement with an insurance company or pension fund and save up to EUR 1600 per year (in
2019) or up to 3 % of gross wages, rendering a tax deduction of 30 % of contributions paid.
The organiser of a pension (company or sector) is legally obliged to guarantee a certain
interest rate, though since 2016 this minimum has been 1.75 %, down from 3.25-3.75 %
before 2016. The self-employed can pay into an occupational pension for up to 8.17 % of net
business revenue; contributions are fully deductible from taxes as a business expense. On top
of that, the self-employed with a formal company structure can accumulate an additional
occupational pension through an 'individual pension commitment', and since 2018 a similar
option also exists for the self-employed without a formal company structure (the pension
agreement for the self-employed).

For both employees and the self-employed, contributions into an occupational pension
scheme should not be higher than the amount needed to reach an 80 % gross replacement
rate, statutory and occupational pension combined. The pay-out of occupational pensions has
been linked to receiving a statutory pension since 2016. At the start of 2019, 75 % of
employees and the self-employed had an occupational pension.'!

There are two types of personal pension schemes where take up is legally prohibited before
the legal retirement age: personal pension schemes and individual long-term saving
schemes.!? In 2020, people can choose to pay up to EUR 990 per year into a personal pension
scheme and receive a 30 % tax deduction, or EUR 1270 with a 25 % tax deduction.
Premiums for individual life insurance schemes attracted a 30 % tax deduction for up to
EUR 2390 per year in 2020. Taking money out of a personal pension is possible without
penalty from the age of 60, although life insurance is usually paid out at the age of 65."
Around 3 million Belgians paid into a personal pension scheme or individual life insurance
scheme in 2018, which corresponds to less than half of the population aged 20-64.'* Other
similar personal savings provisions, including long-term ones, are also used.

2  REFORM TRENDS

Over recent decades, a number of measures have been taken to delay retirement, starting with
the raising of pensionable ages for women from 60 to 65 between 1997 and 2009, thereby
equalising it with that of men. Since then, the eligibility criteria for early retirement have

' Financial Services and Markets Authority, 2020. https://www.fsma.be/nl/fag/wat-het-vrij-aanvullend-pensioen-voor-
werknemers, https://www.fsma.be/nl/fag/wat-de-wettelijke-rendementsgarantie,
https://www.fsma.be/nl/fag/werkgeversbijdragen, https://www.fsma.be/nl/faq/wanneer-kan-ik-mijn-aanvullend-pensioen-
opvragen-0 and https://www.fsma.be/nl/news/de-tweede-pensioenpijler-beeld-overzicht-2019

12 There are also other similar products (more ‘traditional’ life insurances) without tax advantages.

13 Wikifin, 2020. https://www.wikifin.be/nl/themas/pensioenen/pensioensparen/fiscaliteit

https://www.wikifin.be/nl/themas/sparen-en-beleggen/spaarcenten-denk-ook-aan-langetermijnsparen,

https://www.wikifin.be/nl/themas/pensioenen/pensioensparen/fiscaliteit and https://www.wikifin.be/nl/themas/sparen-en-
beleggen/spaarcenten-denk-ook-aan-langetermijnsparen

14 Assuralia, 2019. https://www.assuralia.be/nl/home/19-perscorner/persberichten/925-1-5-miljoen-belgen-doen-aan-
pensioensparen-via-een-verzekering



https://www.fsma.be/nl/faq/wat-het-vrij-aanvullend-pensioen-voor-werknemers
https://www.fsma.be/nl/faq/wat-het-vrij-aanvullend-pensioen-voor-werknemers
https://www.fsma.be/nl/faq/wat-de-wettelijke-rendementsgarantie
https://www.fsma.be/nl/faq/werkgeversbijdragen
https://www.fsma.be/nl/faq/werkgeversbijdragen
https://www.fsma.be/nl/faq/wanneer-kan-ik-mijn-aanvullend-pensioen-opvragen-0
https://www.fsma.be/nl/faq/wanneer-kan-ik-mijn-aanvullend-pensioen-opvragen-0
https://www.fsma.be/nl/news/de-tweede-pensioenpijler-beeld-overzicht-2019
https://www.wikifin.be/nl/themas/pensioenen/pensioensparen/fiscaliteit
https://www.wikifin.be/nl/themas/sparen-en-beleggen/spaarcenten-denk-ook-aan-langetermijnsparen
https://www.wikifin.be/nl/themas/pensioenen/pensioensparen/fiscaliteit
https://www.wikifin.be/nl/themas/pensioenen/pensioensparen/fiscaliteit
https://www.wikifin.be/nl/themas/sparen-en-beleggen/spaarcenten-denk-ook-aan-langetermijnsparen
https://www.wikifin.be/nl/themas/sparen-en-beleggen/spaarcenten-denk-ook-aan-langetermijnsparen
https://www.assuralia.be/nl/home/19-perscorner/persberichten/925-1-5-miljoen-belgen-doen-aan-pensioensparen-via-een-verzekering
https://www.assuralia.be/nl/home/19-perscorner/persberichten/925-1-5-miljoen-belgen-doen-aan-pensioensparen-via-een-verzekering

been tightened over recent years.'® For cohorts born before 1956 it was possible to retire after
37 career years, or from the age of 62 after 32 career years. For cohorts born before 1958,
early retirement was possible at 61 after 43 career years, at 62 after 42 career years and at 63
after 41 career years. For cohorts born since 1958, the criteria are now as specified in the
previous section. Furthermore, the pensionable age, currently 65, will increase to 66 in 2025
and 67 in 2030. The eligibility age for survivor’s pensions is steadily being increased from 45
years in 2015 to 50 years in 2025, in steps of six months per year. In 2019, the maximum
career length taken into account for the pensions of employees and the self-employed (‘career
unity') was largely abolished. Whereas in the past the benefit calculation was based strictly on
the wages earned during the 45 years before retirement, this is now based on the earnings of
14,040 days (corresponding to 45 working years), which can be worked over more than 45
calendar years.

In addition, social corrections have recently undergone reforms. Over recent years there has
been an effort to gradually increase the level of means-tested and minimum pension
benefits,'® particularly in cases of a full career. At the same time, other social corrections
have been rolled back. The maximum ceiling at which earnings are capped for pension
calculation has been increased. Over the period 2012-2017, pension credits were reduced for
people in unemployment. For periods of unemployment longer than one year, pension build-
up has been based on the minimum wage instead of the previous wage after one year of
unemployment for people under age 50 since 2017. The same is the case for periods of
unemployment with employer supplement.!”

A third series of reforms are related to the harmonisation of the three statutory pension
schemes. In 2017, the minimum pension for the self-employed markedly increased when it
was equalised with that of employees. The role of study years in pension build-up was
equalised over the three statutory pension schemes in the same year. Before, study years were
only taken into account in the pension build-up of civil servants, free of charge. This was
abolished and now in all three public pension schemes it is possible to pay contributions for
study years after the sixth grade of secondary education for which people have received a
diploma.

Recent supplementary pension reforms include the introduction of the possibility for
employees to join an occupational pension scheme at their own initiative, and of the 25 % tax
deduction for personal pensions in 2018. Furthermore, the pension agreement for the self-
employed was introduced, allowing self-employed people without a formal company
structure to accumulate an additional occupational pension.

15 https://www.etaamb.be/fi/loi-du-10-aout-2015_n2015022279.html

16 https://www.etaamb.be/fi/arrete-royal-du-21-juillet-2017_n2017040444.html.

17 This concerns an unemployment scheme in which people receive a payment from their previous employer on top of the
unemployment benefit. Though technically an unemployment scheme, it was effectively used as an early retirement scheme
before (commonly known as ‘bridge pension'). Access to the scheme has since been restricted.
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3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

The income position of people over age 65 has improved compared with that of working-age
people since 2008. The median equivalised disposable income of people aged 65 or over
grew from 72 % to 77 %!'® of that of those aged 18-64. Also, the aggregate replacement ratio
increased over the same 10-year period by 4 p.p. to reach almost 50 % in 2019. However,
Belgium still scored well below the EU average on both indicators in 2019 (respectively
91 % and 58 %), and the increases found in Belgium over the last 10 years are comparable to
those for the EU as a whole over the same period. It should be noted, however, that the
significantly lower taxation of pension income, compared with wages, means that gross
replacement rates are lower than net replacement rates in Belgium. '’

With the highest-income quintile among people aged 65 or over receiving an income around
three times higher than the lowest-income one, Belgium has a low level of income inequality
among older people compared with the EU. Income inequality in this age group is also lower
than among people under 65, where the ratio is close to 4:1. Inequality appears to be
relatively stable over time. While the statutory pension scheme is in principle earnings-
related, the lower level of inequality among pensioners shows the moderating effect of social
corrections, including minimum and means-tested pensions, the capping of earnings in the
pension calculation and pension credits. However, a methodological issue may be at play:
due to the high share of occupational pensions paid out as lump sums, the EU-SILC
(European Union statistics on income and living conditions) underestimates pensions,
particularly among higher earners who are more likely to have access to these schemes
(Peeters et al., 2014).

In 2019, 16.5 % of people aged 65 or over were at risk of poverty or social exclusion
(AROPE) in Belgium. The number is about 3 p.p. higher for those aged 75 or over, which
could be related to the pensions of employees and the self-employed not being systematically
adapted to wage development.?’ The AROPE rate is over 2 p.p. higher for women than it is
for men, but the gender difference is markedly lower than for the EU as a whole. With a 5
p.p. drop over a 10-year period, the reduction in the AROPE rate among older people has
been markedly sharper in Belgium than in the EU. The Belgian improvement in the AROPE
rate is largely due to a reduction in the at-risk-of-poverty (AROP) rate among older people,
which fell from 21.2 % in 2008 to 15.7 % in 2019, reaching a level comparable to that of the
total population. The Study Commission on Ageing, moreover, estimates that only 9 % of
older people were at risk of poverty in 2016 after taking home ownership into account,
compared with 16.5 % in the rest of the population.?! It should be noted, however, that both

18 The numbers in this section come from the statistical annex (see Section 5), unless stated otherwise.

19 Peeters, H., Verschraegen, G. and Debels, A., ‘Commensuration and policy comparison: how the use of standardized
indicators affects the rankings of pension systems’, Journal of European Social Policy, Vol. 24, No 1, 2014, pp. 19-38.

20 Commissie Pensioenhervorming 2020-2040 [Pension Reform Commission 2020-2040], Een Sterk en Betrouwbaar Sociaal
Contract: Voorstellen van de Commissie Pensioenhervorming 2020-2040 voor een structurele hervorming van de
pensioenstelsels, FOD Sociale Zekerheid, Brussels, 2014, Attachment 2.1, p. 38.

2! Studiecommissie voor de Vergrijzing [Study Commission on Ageing], Jaarlijks Verslag, Hoge Raad van Financién,
Brussels, 2019, p. 54.



the AROP and AROPE rates showed a slight increase as of 2017, particularly for women.
The evolution over the coming years will reveal whether this is mere noise in the data or
whether there is indeed an increase in poverty risk. But since women are the main
beneficiaries of social corrections (see below and Section 3.4), this could be related to recent
reforms in pension credits.

The gradual increases in the minimum pension and means-tested benefits for pensioners are a
likely reason for the reduction in the AROP rate among older people (Studiecommissie voor
de Vergrijzing, 2019, pp. 48-50); such increases managed to lift some low-income pensioners
closer to or just over the AROP threshold. This picture is confirmed by the relatively low
intensity of poverty visible in the low level of severe material deprivation (1.6 %) and the
relative median AROP gap (11.5 %) among people aged 65 or over. In addition, the
alternative AROP rates, calculated at 50 % and 70 % of median income, show a high
concentration around the AROP threshold: 6.4 % of Belgians aged 65 or over have an income
below 50 % of median income, and more than a third (34.4 %) have an income below 70 %
of median income.

Based on supplementary data, we can identify some social groups that are particularly
vulnerable to economic hardship in old age. Single people in general have a higher AROP
rate than couples, respectively 20.4 % and 15.7 % in 2018, and single women are more
vulnerable to economic hardship than men.?* However, deeper analysis shows that divorced
women in particular face an elevated risk of poverty: in 2008, only 1 % of widows and 4 % of
married women aged 65 or over received a means-tested pension benefit, compared with
16 % of non-married women and almost a quarter (23 %) of divorced women.?* Despite
minimum benefits having improved significantly since 2008, this shows a more structural
incapacity of the pension system to deal with certain life courses: the system supports people
who have been outside the labour market for years as long as they are within the bounds of
the male breadwinner model (old-age pension at family rate; relatively generous survivor’s
pension), but not those falling outside these bounds. These data also show that the divorce
pension is very insufficient to guarantee a basic standard of living.

Gender inequality in retirement is shrinking rapidly. The gender gap in pension income
dropped by about a third between 2010 and 2019, with a remaining gap of 33.4 % in 2019. In
addition, the gender gap in non-coverage rate shrank by a quarter in that period, with pension
coverage in the 65-79 age group now being 7 p.p. lower for women than for men. This is
undoubtedly the consequence of increased female labour market participation among younger
cohorts and a relatively smaller gender wage gap (Studiecommissie voor de Vergrijzing,
2019, pp. 47-48), but women also benefit more from certain social corrections. A larger share
of women’s careers consists of periods of pension credits. While on average 30 % career
years were 'assimilated periods' among recently retired male employees in 2013, this was

22 Eurostat, 2020. https://ec.europa.eu/eurostat

23 De Tavernier, W., ‘Belgen en hun pensioen. Langer werken of bijklussen: een noodzaak?', Geron, Vol. 22, No 1, 2020.
24 Peeters, H. and De Tavernier, W., ‘Lifecourses, pensions and poverty among elderly women in Belgium: interactions
between family history, work history and pension regulations’, Ageing & Society, Vol. 35, No 6, 2015, pp. 1171-1199.
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37 % among women.>> Nevertheless, women are more likely than men to receive a minimum
pension: despite fewer women than men having the required career length to qualify, around
1 in 5 women received a minimum pension in 2013 compared with 1 in 20 men (Commissie
Pensioenhervorming 2020-2040, 2014, Attachment 3.1, p. 16). Women are also more likely
to receive means-tested benefits: 6.9 % of women and 4.6 % of men aged 65 or over received
such a benefit in 2011.2°

Around 10.9 % of people aged 65 or over spent at least 40 % of their disposable income on
housing in 2019, and this rate was 5 p.p. higher for women than for men. Both healthy life
years and life expectancy at age 65 increased respectively by 0.3 and one year between 2008
and 2019 for women, compared with respectively 0.1 and 1.3 years for men. On average,
people aged 65 could expect to live over 20 more years in 2019, of which a bit less half
without moderate or severe health problems.

The sustainability indicators show that Belgium still lags behind in terms of employment in
the 55-64 age group, with only just over a half in employment in 2019. While the
employment rate is still lower among women (47.0 %) than among men (57.3 %) in this age
group, the gender gap has markedly decreased since 2010: the employment rate among
women aged 54-64 increased by 20.7 p.p., compared with 14.5 p.p. among men. The
improvement is probably related to restrictions on early retirement, though this cannot fully
explain the sharper increase among women since 2010, as they have been subject to the same
retirement regulations as men since 2009. Hence, the data reflect the increasing labour market
participation of women, including in the late career.

In 2016, pension spending on old age, early retirement and the unemployment with
supplement and survivor's pensions as a percentage of GDP was at 12.6 %, only slightly
higher than the EU average of 12.4 %. Following the EU ageing reports’ projections,
however, while a 1 p.p. increase in pension spending is expected for the EU as a whole by
2059, the increase is almost double for Belgium at 1.8 p.p. The data from the Belgian Study
Commission on Ageing (Commissie Pensioenhervorming 2020-2040, 2014) provide a more
detailed picture. It expects an increase in pension spending from 10.7 % of GDP in 2018 to
13.0 % in 2040, after which the cost will decrease again to 12.5 % of GDP by 2070. The
increase results from a demographic shift: while the population aged 18-66 would increase by
4.5 % over the 55-year period, the population aged 67 and over is expected to grow by 60 %,
resulting in an expected increase in the old-age dependency ratio of 53 %. The decrease after
2040 would be the consequence of a lower level of growth in the old-age dependency ratio in
combination with pension benefits not being indexed to wage growth (Studiecommissie voor
de Vergrijzing, 2019, pp. 26-27, pp. 34-35). Finally, the demographic old-age dependency
ratio (32.2 %) was below the EU average (32.2 %) in 2019, though the economic old-age
dependency ratio, also taking into account activity status, was virtually on the EU average at

25 Peeters, H. and Van Camp, G., Het Belang en de Samenstelling van Gelijkgestelde Periodes in de Drie Pensioenstelsels:
Een stand van zaken [The Importance and Composition of Assimilated Periods in the Three Pension Schemes: A state of
affairs], Federaal Planbureau, Brussels, 2016.

26 Berghman, M.J., Donvil, N. and Peeters, H., ‘Sociale bijstand als indicator van armoede bij ouderen. Opname van de IGO
naar geslacht, gezinssituatie, herkomst en pensioenstelsel’, Belgisch Tijdschrift voor Sociale Zekerheid, Vol. 58, No 2, 2016,
pp- 189-215.



42.9 %. Hence, there were around 2.4 people of active age contributing per inactive older
person.

3.2 Future adequacy

Theoretical replacement rate projections indicate that pensions after a standard 40-year career
would maintain their level. Credits will continue attenuating the impact of short non-working
periods for unemployment, childcare and family care. Also, the different replacement rates
between high- and low-earners will continue making pensions more equal than work income.

The Belgian Study Commission on Ageing (Commissie Pensioenhervorming 2020-2040,
2014) expects a continuing reduction in the poverty risk of older people until 2070 due to
increased employment, particularly among women, and the current growth path in minimum
and means-tested pensions (until 2030), in particular for single people. At the same time, the
commission warns that the increasing number of non-married women, a group with higher
poverty risk, could slow down this decrease. The same factors are also expected to contribute

to a further decline in inequality among pensioners (Studiecommissie voor de Vergrijzing,
2019, pp. 45-52).

Recent reforms in social correction mechanisms within the pension system have increased the
importance of employment in reaching an adequate pension. The reduction of pension credits
for spells of unemployment longer than one year and for periods of unemployment with
employer supplement will result in lower pensions for vulnerable groups. The targeting of
improvements in the minimum pension towards people with full careers could leave many,
and in particular women, excluded from these measures intended to improve the economic
position of older people.

In 2014, the Commission on Pension Reform 2020-2040 (consisting of academics) delivered
a report with proposals for a renewed pension system (Studiecommissie voor de Vergrijzing,
2019). These proposals were used to design the pension reforms in Belgium, but not all
elements of the report were translated into reforms, as the previous government did not
manage to fulfil its ambition, or get a full agreement on some ideas and topics (such as the
definitions of arduous professions, the introduction of a part-time pension, and a points-based
pension system).

Discussions are ongoing in several areas. A number of topics are likely to be the subject of
reforms in the coming years and have been put forward by the government or social parties.
Several parties on both sides of the political spectrum have proposed further increases in the
minimum pension in the coming years; these differ not only in terms of generosity, but also
eligibility criteria. Some harmonisation between the three statutory pension schemes (e.g.
regarding the minimum pension) is likely to be the subject of pension policy debates in the
coming years. An ongoing parliamentary debate concerns future social security funding, and
academics are also invited to participate. Also, no decision has been made on phasing out
preferential fractions in the pension calculation for certain categories of public sector workers,
although these have been discussed.

These initiatives are likely to inspire future debates on reforming the pension system and its
financing.



3.3 Challenges for future adequacy

Providing adequate income protection for single people, and in particular single women, in a
system that was fundamentally based on the historical 'male single-earner model', is and
remains a challenge for the Belgian pension system, especially when the numbers of single
people are expected to rise further. In several cases, career requirements to enjoy full
minimum pension protection may still be unattainable, and derived rights are not necessarily
sufficient to protect divorced women or widows, etc.

Recent reforms have been designed to improve the pensions of the self-employed. While this
is a positive development, it will not be sufficient to bring these pensions up to the level of
those of employees. The more limited access to pension credits for periods of non-
employment also contributes to the pensions of the self-employed lagging behind those of
employees.

Particularly at a time when careers are increasingly non-linear and people increasingly move
between the statutes of employee, civil servant and self-employed, having three separate
pension schemes, each with their own social corrections and rules about minimum pensions,
seems untenable in the longer term.

As in many countries, the emergence of precarious atypical employment statutes (such as
more temporary and interim employment, platform work, and flexi-jobs — with limited
contributions to social security resulting in lower pension build-up) is a concern for the
pension system. In the short run, they could reduce the contribution basis for a PAYG
pension system, endangering financial sustainability if these forms of work were to replace
regular employment to a large extent.?’ In the long run, they could also lead to adequacy
challenges for the individuals concerned, due to the smaller calculation basis of their pensions.

Since 2015, the flexi-job scheme has allowed employees who already work 80 % in regular
employment to also take a so-called 'flexi-job' in the bar and restaurant sector. Under this
flexi-job statute, a worker builds up social entitlements, including a pension, without paying
social contributions or income tax. In 2018, this scheme was extended to pensioners and
allowed flexi-jobs in a wider range of sectors. Concerning demanding or arduous occupations
that would qualify for earlier retirement in the public sector, there was an agreement between
the government and public sector trade unions in May 2018. This still needs to be
implemented: the government decided to wait for an agreement between social partners in the
private sector.

In Belgium there is a widespread practice of requesting that occupational and personal
pensions are paid as a lump sum. Such payments do not protect against the longevity risk, and
if this gained importance within the pension system, poverty among older people could
increase.

27 Rekenhof [Court of Audit], Impact Horecaplan 2015: Flexi-jobs, gelegenheidswerk en bruto-netto-overuren, Rekenhof,
Brussels, 2019.



3.4 Solidarity mechanisms

The merit of the Belgian pension system seems to be particularly in poverty reduction, while
replacement rates remain rather low. Even if it is a contribution-based scheme, which in
theory prioritises the maintenance of a standard of living after retirement over a reduction of
poverty, a complex system of social corrections has been put in place over the years,
especially aimed at the lowest pensions.

The situation is rather different for civil servants, whose pension system is much more geared
towards the maintenance of a standard of living. Compared with that of employees, the
pension system for civil servants has a higher replacement rate after a full career (75 % vs
60 %), a pension calculated on the wage of the last 10 years instead of all career years, and a
pension that follows wage development rather than just price indexation. When also taking
into account employees’ occupational pensions, civil servants’ pensions are comparable to
employees’ pensions in the highest income quintile, but are more generous than employees’
pensions in the other four quintiles.?® Moreover, the pension scheme for civil servants also
distinguishes itself in terms of early retirement: between 2014 and 2018, 61 % of employees
and 75 % of the self-employed were 65 or older when they first took up their old-age pension,
compared with only 16 % of civil servants. (Federale Pensioendienst, 2020) In sum, there is
still much room for further harmonisation between these three statutory pension schemes. Up
to the present, no decision has been made on phasing out preferential fractions in the pension
calculation for certain categories of public sector workers, although this has been discussed.

The least adequate pension scheme is that of the self-employed, and efforts have been made
to improve it in recent years. The equalisation of the minimum pension for the self-employed
with that of employees is an important step in increasing the adequacy of the scheme.
However, while pension credits are extremely important in the pension build-up of
employees, they barely are for the self-employed. For instance, assimilated periods account
for 30 % of male employees’ careers in pension calculation and 37 % of female employees’.
Among the self-employed, however, these percentages were respectively 3 % for men and 5 %
for women in 2013 (Peeters and Van Camp, 2016), as they only include periods of illness and
designated care activities.?’

In terms of gender, women are the most numerous beneficiaries of social corrections. For
different types of reasons, they benefit more from minimum and means-tested pensions, as
well as from pension credits. These instruments play a vital role in reducing the gender
pension gap. This also counts for derived rights. The rules generally allow a widow without a
personal old-age pension to retain 80 % of the previous household income, but a widow of a
dual-earner family in which both partners had equal pensions would retain only 55 % of the
previous household income. As women’s pensions increase, the income loss resulting from
losing a partner will increase. This risks providing insufficient incentives for women’s
careers.

28 Berghman, J. and Peeters, H., ‘De drie pijlers van het Belgische pensioenlandschap. Overzicht en uitdagingen’, Belgisch
Tijdschrift voor Sociale Zekerheid, 54 (1), 201, pp. 5-54.

29 FOD Sociale Zekerheid, 2020. https://www.socialsecurity.be/citizen/nl/pensioen/je-pensioen-als-zelfstandige/perioden-
van-inactiviteit.
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4 OPPORTUNITIES TO ADDRESS CHALLENGES

Raising the employment rates among older people is essential to ensuring the adequacy and

financial sustainability of Belgium’s pension systems. However, increasing the effective
retirement age should also consider that not all workers are equal, and could make exceptions
for arduous and hazardous jobs.

With regards to safeguarding or insuring the adequacy of the pension system, the
Commission on Pension Reform 2020*! put forward several proposals, as follows.

1.

A points-based pension, which takes into account career length and corrects for arduous
or hazardous occupations.

Higher and more transparent minimum benefits. Current regulations are very complex.
Conditions such as long careers would limit coverage.

Further harmonisation of the three statutory pension systems, which would result in better
income protection for people with a mixed career.

The role of the family in the pension system should be revisited to improve protection of
single people and in particular divorced women, for instance by pooling the couple’s
pension rights and splitting them equally in cases of divorce.

With regards to the longevity risk, allowing the pay-out of supplementary pensions as a
lump sum can subject pensioners to the risk of outliving their savings.



5 BACKGROUND STATISTICS

.. 2019 Change 2008-2019
5.1. Relative income
Total Men Women | Total Men Women
Relative median income ratio (65+) 0.78 0.8 0.76 0.04 0.05 0.02
Income quintile share ratio (S80/S20), 65+ 334 352 3.16 0.23 0.34 0.09
Relative income quintile share ratio (S80/S20), 65+ - 0-64 -0.31 -0.16 -0.43
Aggregate Replacement Ratio (ARR) % 46 49 44 1 5 -3
5.2. Poverty and material deprivation 2019 Change 2008-2019
Total Men Women | Total Men Women
At-risk-of-poverty or social exclusion (AROPE), 65+ (%) 16.5 15.4 17.4 -6.4 -5.9 -6.7
At-risk-of-poverty rate (AROP), 65+ (%) 157 146 16.5 -5.5 -5.5 -5.5
Severe material deprivation (SMD), 65+ (%) 1.6 1.2 1.8 -1.6 -1 2.1
At-risk-of-poverty or social exclusion (AROPE), 75+ (%) 19.6 209 18.7 -5.8 -2.3 -8.1
At-risk-of-poverty rate (AROP), 75+ (%) 19 207 17.8 -4.7 -1.5 -6.9
Severe material deprivation (SMD), 75+ (%) 1.2 0.4 1.7 2.2 -1.2 -2.8
Relative median at-risk-of-poverty gap, 65+ (%) 11.5 12.4 10.8 -2.6 -3 -2.5
At-risk-of-poverty rate (AROP), 65+: 50 % threshold (%) 6.4 6.1 6.6 2.4 -3.2 -1.7
At-risk-of-poverty rate (AROP), 65+: 70 % threshold (%) 344 314 36.9 -4.4 -4.3 -4.3
Material and social deprivation, age 65+ V) 7 5.7 8 -0.2 -0.2 -0.1
5.3. Gender difference 2019 Change 2008-2019
Gender gap in pension income (65-79) (%)@ 33.4 3.1
Gender gap in non-coverage rate (W-M in p.p.) (65-79) 7 -11.5
5.4. Housing and health situation 2019 Change 2008-2019
Total Men Women | Total Men Women
Housing cost overburden rate, 65+ (%) 10.9 8.2 13 -8.8 -9.6 -8.1
Self-reported unmet need for medical exam 65+ (%) 1.8 1.6 2 1.4 1.1 1.6
Healthy life years at age 65 (years) @ 10.6  10.5 10.7 0.2 0.1 0.3
Life expectancy at age 65 203  18.6 219 1 1.3 1
5.5 Sustainability and context 2019 Change 2008-2019
Total Men Women | Total Men Women
Employment rate, age group 55-64 (%) 52.1 57.3 47 17.6 14.5 20.7
Pension expenditure as % of GDP (ESSPROS) ¥ 12.8 2
Retirement duration from first pension (years) 218 204 23.0 0.2 -0.1 0.2
Retirement duration from end employment (years) 21.5 19.8 23.2
Eurostat and AWG projections 2019 2059
Old-age dependency ratio (20-64) (%) 322 282 36.3 51.6 47.0 56.4
Economic old-age dependency ratio (20-64) (%) © 429 359 50.7 69.7
Gross public pensions as % of GDP®© 12.2 15.2
Benefit ratio (%)© 45.0 435
Coverage ratio (% of pop aged 65+)© 135.0 118.2
Gross pension ratio high / low earner 1.9 1.9 1.8 1.8

@ change since 2014, not 2008

? data refer to 2010, not 2008

@ break in time series for 2019
“@ESPROSS data refer to 2018

) Change is since 2016, not 2010
@ 2060 instead of 2059




. Net (%) Gross (%)
5.6 Theoretical Replacement Rates
2019 2059 2019 2059
Men  Women Men Women Men  Women Men Women
Average earning (100%)

Base case: 40 years up to the SPA 75.5 75.5 74.7 74.7 52.6 52.6 50.3 50.3
Increased SPA: from age 25 to SPA 75.5 75.5 76.5 76.5 52.6 52.6 52.1 52.1
AWG career length case
Old base case: 40 years up to age 65 75.5 75.5 52.6 52.6
Longer career: 42 years to SPA 76.5 76.5 52.1 52.1
Shorter career: 38 years to SPA 73.9 73.9 48.4 48.4
Deferred exit: 42 years to SPA +2 71.5 71.5 52.8 52.8
Earlier exit: 38 years to SPA -2
Career break — unemployment: 3 years 75.5 75.5 73.8 73.8 52.5 52.5 49.6 49.6
Career break due to child care: 3 years 75.5 75.5 73.9 73.9 52.6 52.6 49.7 49.7
Career break care to family dependant: 3 years 74.5 74.5 73.5 73.5 51.8 51.8 49.3 49.3
Short career (20 year career) 54.5 54.5 52.6 52.6 34.0 34.0 332 332
Work 35y, disabled 5 years prior to SPA 72.7 72.7 48.7 48.7
Early entry in the LM: from age 20 to SPA 80.8 80.8 56.5 56.5
Index: 10 years after retirement @ SPA 69.7 69.7 449 449
Extended part-time period for childcare 73.6 73.6 49.4 49.4
Survivor — full career 94.1 91.1 64.2 63.9
Survivor — short career 95.5 84.2 59.6 58.8
Survivor ratio 1* 0.62 0.61 0.61 0.64
Survivor ratio 2* 0.73 0.66 0.76 0.63

Low earnings (66%)
Base case: 40 years up to the SPA 80.2 80.2 863 86.3 | 58.2 582 633 63.3
AWG career length case
Old base case: 40 years up to age 65 80.2 80.2 58.2 58.2
Career break — unemployment: 3 years 80.2 80.2 854 854 | 58.2 582 62.6 62.6
Career break due to child care: 3 years 80.2 80.2 855 85.5 | 58.2 582 627 62.7
Short career (20 year career) 69.8 69.8 67.9 679 | 50.7 50.7 498 49.8
Early entry in the LM: from age 20 to SPA 89.8 89.8 68.3 68.3

High earnings (100->200%)

Base case: 40 years up to the SPA 56.6 56.6 572 572 | 364 364 36.2 36.2

*Survivor ratio 1: man base case, woman base case

*Survivor ratio 2: man base case, woman short career case




BULGARIA

Highlights

The Bulgarian pension system has been undergoing significant reform since 2015, including
an increase in the pensionable age and the qualifying period, and changes of rules on
participation in the statutory funded scheme.

Most indicators related to poverty and social exclusion display significant and persistent
gaps between men and women, not reduced by the pension system.

The sustainability of the pension system has improved due to implemented reforms
stimulating longer careers. However, the state of the statutory funded pension schemes
remains a concern.

The adequacy of the pension system remains a challenge. Reducing high private costs in
Bulgarian healthcare, especially for older people, is of key importance to the wellbeing of
pensioners in ways that are of no less importance than the adequacy of pensions.

1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

Since 1999 the Bulgarian pension system has developed from a fully unfunded model with
only state social security to a mixed model including funded private pension schemes.
Currently, the Bulgarian pension system has three types of schemes:

1. a statutory pension insurance scheme, functioning on the basis of the pay-as-you-go
principle (first pillar);

2. statutory funded pension insurance with universal pension funds (auto-enrolment with
opt-out) for those born after 31 December 1959 and with mandatory professional pension
funds for people working in arduous conditions (second pillar); and

3. supplementary pension schemes (third pillar), comprising voluntary personal and
occupational schemes.

The statutory pension insurance scheme is managed by National Social Security Institute
(NSSI). The statutory funded pension schemes and the supplementary pension schemes are
administered by licensed joint-stock companies, called pension insurance companies (PICs),
which are supervised by an independent Financial Supervision Commission reporting to the
National Assembly.

The statutory pensionable age in 2020 was 64 years and 3 months for men, and 61 years and
6 months for women. The statutory pensionable age is set to grow each year by one month for
men, and by two months to 2029, and thereafter by three months, for women, until reaching




65 years for both genders: for men in 2029 and for women in 2037. After 2037 the retirement
age for both genders should increase in line with the change in life expectancy, on the basis
of implementing legislation to be adopted. The required insurance record, which stood at 38
years and 10 months for men and 35 years and 10 months for women in 2020, is also set to
increase by two months per year, until reaching 40 years for men and 37 years for women in
2027. In 2020, insured people who did not meet the qualifying conditions might still be
eligible for an old-age pension at the age of 66 years and 6 months (both men and women)
with the completion of at least 15 years of actual insurance. This eligibility age for an old-age
pension with an incomplete career is set to grow each year by two months until reaching 67
years for both genders in 2023.

Retirement can be deferred without any upper age limit. The right to a pension, once
acquired, cannot be lost. Each additional year of service is multiplied by a higher weighting
factor of 4 %, which serves as an incentive to defer retirement. In the funded pension
insurance scheme, contracts are based on the accumulated amounts on individual accounts,
technical interest rates and biometric tables®® approved by the regulatory body.

The statutory pension scheme provides entitlements related to old age and disability and
survivor’s pensions. The statutory pension scheme also includes non-contributory pensions
financed by the state budget, including old-age pensions for those aged 70 who have not
accrued sufficient social insurance contributions and have low incomes.

Participation in the statutory pension scheme is mandatory for all economically active people,
including the employed, the self-employed, civil servants, judges, prosecutors, investigators,
military and police officials, and farmers. Bulgaria chose not to make the statutory funded
pension scheme voluntary for any parts of the workforce, so there is a clear cut-off point
between those who must participate and those who are not eligible to do so. Participation in
the statutory funded pension scheme was restricted on the basis of age cohorts: for those born
after 1959, participation was mandatory, whereas those born before could not join. Since
2015, people can opt out of the statutory funded pension scheme. The contribution rate for
old-age pension insurance in 2019 was 19.8 % for those born before 1960 and 14.8 % for
those born after 1959,3! split between employees and employers using a ratio 44:56. The
contribution rate for people who have decided to switch to the first-pillar scheme only is
19.8 %.

In 2018, there were 2,790,200 active contributors to the mandatory statutory pension scheme
managed by the NSSI. According to the Annual Statistical Directory of the NSSI for 2018,
this comprised 66.42 % of the working-age population, marking a slight increase from
65.43 % in 2017. The number of people contributing to the state social security each year
depends mainly on the size of the labour force and the employment rate plus minor
adjustments. In the last quarter of 2018 the employment rate of the population aged 16-64
was 67.7 %. Of those insured in 2018, 91 % were insured by employers, while 9 % were self-
insured. The unemployment rate of 5.2 % in 2018, which was the lowest in at least 10 years,

30 Biometric tables show life expectancy at all ages, which feeds into the calculation of life-long pensions and of the
financial reserves that pension funds are required to keep.
31 People born after 1959 participate in statutory funded pension schemes, where the contribution rate is 5 %.
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also contributed to high participation rates in the social security system. The dependency
ratio®? (the number of pensioners per 100 insured people) had dropped in 2018 to 77.5 %,
following a stable downward trend from 80.4 % in 2013.

Expenditure on pensions in 2018 represented 7.9 % of GDP, following a decreasing trend
from 9.7 % in 2014. Currently transfers from the government for covering the deficit
represent approximately a third of the whole revenue of the NSSI. Similar transfers have been
made each year for more than a decade, so in reality Bulgaria has a social security system
with mixed revenue — from social security contributions and taxes.

In 2018, the NSSI paid pension benefits to 2.163 million pensioners on average per month
compared with 2.173 million in 2017. These figures exceed the population of pensionable age
by 25 % because they incorporate all forms of early retirement, disability and survivor’s
pensions.

The statutory funded pension schemes and the supplementary pension schemes are privately
operated and provide additional retirement income.

The contribution rate to the statutory funded schemes remained 5 % in the 2017-2020 period:
2.2 % paid by the employee and 2.8 % paid by the employer. Only people born after 1959
can participate in the statutory funded pension schemes. For people working under arduous
and hazardous conditions who participate in professional pension funds the contribution rates
remain 7 % or 12 %, depending on the actual profession. For those opting out of the statutory
funded pension schemes, these contributions are channelled back into the public statutory
pension scheme. The total number of members* of PICs operating the statutory funded and
supplementary pension schemes at the end of the second quarter of 2019 was 4,712,456, of
which 80 % were insured in universal pension funds (statutory funded pension schemes), 6 %
were insured in professional pension funds (statutory funded pension schemes), and 14 %
were members of voluntary pension funds (supplementary pension schemes).** In 2018,
supplementary pension funds® had 4,669,768 members. In the first half of 2019, 66,815 new
people joined private pension funds, of which 53,119 joined the statutory funded pension
schemes with mandatory participation, while 13,696 joined the voluntary supplementary
pension schemes. The first cohort of women is expected to start drawing annuities in 2021
and the first cohorts of men about two years later, depending on changes to the pensionable
age.

32 This indicator is different from the old-age dependency ratio published by the NSI/Eurostat, which is defined as the ‘ratio
of the number of persons aged 65 and more per 100 persons aged 15-64 years calculated in percentage’,
https://www.nsi.bg/en/content/6723/projected-age-dependency-ratio-districts-and-sex-until-2080. The ratio between those
who actually pay social security contributions in a given year and those who receive pensions in the same year is directly
relevant to the ability of the statutory unfunded pension scheme to cover its expenditures. This is the reason why the
Bulgarian NSSI uses this indicator.

33 The supervisory body publishing the data on supplementary pension funds run by PICs uses the term ‘member’, warning
that the same person could participate in more than one supplementary pension fund.

34 The coverage of funded pension schemes is based on the total number of asset-holders, i.e. everyone who has ever
contributed to the scheme. In contrast, the pay-as-you-go pension scheme only counts active contributors in the given year:
hence the coverage rate appears lower.

35 This item from the terminology used by the regulatory body, which reflects Bulgarian legislation, comprises the statutory
funded pension schemes (universal and occupational) and the voluntary pension schemes (occupational and personal). All
these schemes are called ‘supplementary’ by the regulatory body and distinguished according to mandatory or voluntary
participation.
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Pension insurance in the supplementary voluntary pension funds is carried out on a fully
funded principle on the basis of defined contributions. Contributions can be monthly, of
another periodicity or one-off. Participation in the voluntary pension funds operating
supplementary pension schemes is stimulated by tax relief. The tax base is reduced by up to
10 % if the amount is paid as personal pension contributions. The employers may also
contribute up to BGN 60 (EUR 31) monthly per worker and the amount is deducted from
their tax base.

As of 2020 in Bulgaria, there were nine private pension fund operators, which manage both
universal pension funds and professional pension funds. Data published by the Financial
Supervision Commission show that, in 2019, the interest of insured people in statutory
funded pension schemes with mandatory participation remained very low. Only about 12 %
of insured people in universal and professional pension funds exercised their right to choose a
pension fund. The remaining 88 % did not show any preference and were assigned to a fund
by administrative procedure. Looking back at the performance of the funded pension schemes
in Bulgaria and their current size, it is not immediately evident how they will contribute in
any significant way to social security in old age. The costs for pre-funding look excessively
high compared with accumulated assets.

According to the social security code, pensions are indexed yearly from 1 July — applying,
with equal weight, the increase in the average insurable income and the inflation index (CPI)
in the previous year (the so-called 'Swiss rule'). Pensions were increased by 2.4 % in 2017, by
3.8 % in 2018 and by 5.7 % in 2019 by recalculating them according to the changes in the
accrual rate, which was being increased during this period (see Section 2). In 2020, pensions
were indexed by 6.7 %.

A large number of workers in hazardous jobs, as well as military servants and civil servants
of the Ministry of Internal Affairs and other special agencies, teachers and ballet dancers are
eligible for early retirement under special rules. Retirement ages for women and men under
the statutory funded system are the same as in the public system. There is only one additional
option mentioned in the social security code, namely that the payment of pension can start
five years before retirement, but only in cases where the accumulated amount allows monthly
payments that are not less than the statutory minimum pension.

The self-employed in Bulgaria pay social security contributions for old-age pensions at the
same rate and following the same rules as employees. The statutory pensionable age and
other retirement rules are the same for employees and the self-employed. The risk for the
self-employed comes mainly from the specifics of their occupation and skills. If demand for
their skills is unstable, they may experience career breaks resulting in lower pensions.

In Bulgaria the most commonly used term for platform work is 'freelancer' and the most
common types of freelancers meeting the definition of a platform work are those in creative
and online industries, such as IT specialists or programmers.*® Legally freelancers are most
often treated as self-employed, and the payment of social security contributions follows the
same rules as for the self-employed. In Bulgaria larger tasks requiring higher skills are

36 de Groen, W.P., Kilhoffer, Z. and Lenaerts, K., Employment and Working Conditions of Selected Types of Platform Work,
Eurofound, 2018.
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predominant among platform workers (de Groen, 2018). This is a sign that most of the
freelancers doing platform work should not face any risks related to pensions if they report
their full income and pay their social security contributions. It seems that platform workers in
Bulgaria generally do not fall into the category of the vulnerable self-employed.

2  REFORM TRENDS

From the beginning of 2017, indexation has been applied in a way which favours length of
contribution over age. This measure was meant to reward longer participation in the labour
market. In the period between 2017 and 2019, the accrual rate was increased from 1.1 % to
1.2 %.37 The plan was to increase this parameter until reaching 1.5 %, at which point the
Swiss rule of indexation would be restored.

However, amendments to the social security code came into force with the Law on the
Budget for State Social Security for 2019, suspending further increases in the accrual rate,
which was previously envisaged as part of the pension reform. Two reasons were given by
the government to justify the suspension: first, along with putting in place incentives for
working longer the reform also increased state expenditure on social security; and the second
reason was to not increase further the gap between previously granted and newly granted
pensions. During the period of raising the accrual rate (2017-2019), the new value was
applied to newly granted pensions and pensions in payment. The latter were recalculated with
the new accrual rate instead of indexation.

From 2019 a change was introduced to the way the individual pension coefficient is
calculated. Before 2019 a person had to choose three consecutive years from the 15 years
before 1997. These three years were used for the calculation of the individual coefficient of
the claimant together with the total period after 1996 for which social security contributions
were paid. Starting from 2019 only the period after 2000 was to be taken into account. The
coefficient for each year is calculated as the ratio of the average monthly contributory income
of the claimant and the national average contributory income.

The minimum contributory pension was gradually increased in line with the general
indexation, reaching BGN 219 (EUR 112) per month in January 2020. An ad hoc increase
was applied as of 1 July 2020, raising the minimum pension to BGN 250 (EUR 128).

In the period 2017-2019 the government pursued a policy of rapid increases in the minimum
wage. As a result, the average monthly insurable income grew rather fast, driven by increases
in the minimum wage, increases in the minimum insurable income in different sectors of the
economy and in the maximum insurable income, as well as by increased wages of teachers
and employees in the public sector. The average monthly insurable income affects the size of
newly granted pensions. All measures were decided by the government after tripartite
consultations.

Since the beginning of 2018, the amount of social security contributions for the pension fund
managed by the NSSI has increased by 1 percentage point (p.p.), of which 0.56 is paid by the
insurer and 0.44 by the insured person.

371n 2019 it was decided to temporarily discontinue the implementation of this reform.
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A person taking care of a disabled relative with permanently reduced working capacity is
entitled to pension credits, provided that the caregiver is not insured and does not receive a
pension. As of 1 January 2020, the scope of this provision was expanded to include all types
and degrees of disability (previously only caregivers looking after a person with a 90 %
reduction in working capacity were covered).

In 2019 and 2020 the government continued to allocate funds for pension supplements.
Supplements for Easter and Christmas usually given to pensioners receiving pensions below
the official poverty line depend on a discretionary decision made each year by the
government but they have become a tradition and are routinely expected by low-earning

pensioners.>®

3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

Bulgarian data display an important pattern related to pension adequacy. Poverty and social
exclusion generally increase with age, while gender gaps emerge among pensioners that do
not exist in the working-age population.

The aggregate replacement ratio remained low in 2019 at 37 %, with a significant difference
between genders (49 % for men vs 36 % for women). This represents a significant loss of
income and welfare, especially considering women’s earnings are already lower. It has
remained practically unchanged since 2008, pointing to deep structural issues.

The income quintile ratio (S80:S20) of older people (aged 65 or over) in 2019 was 4.92 (5.15
for men and 4.64 for women). The ratio remains quite low compared with income inequality
among those aged 18-64 which, in 2018, was 8.37 — one of the highest in the whole of the
EUY.

In 2019 the at-risk-of-poverty-or-social-exclusion (AROPE) rate for those aged 65 or over
was 47.1 % (39.1 % for men vs 52.5 % for women) increasing with age to 54.2 % among
people aged 75 or over (41.1 % for men vs 61.8 % for women). A dramatic decrease in this
indicator has been observed since 2008 but it also involves methodological issues related to
severe material deprivation, so intertemporal comparison is not very reliable.

The at-risk-poverty (AROP) rate among pensioners is much higher, and a significant gender
gap appears that does not seem to exist in the working-age population. In 2019, the AROP
rate for those aged 65 or over was 34.6 % (27.2 % for men and 39.5 % for women) compared
with 17.5 % (17.8 % among men and 17.2 % for women) among the working-age population
(16-64). The AROP rate also increases with age, reaching 41.1 % among people aged 75 or
over (29.2 % for men against 48 % for women).*’ In the two age cohorts (65+ and 75+), the
AROP rate showed a sharp increase in one year. As this indicator is derived from the

38 These supplements are even included in the calculations of the current replacement ratios in the Actuarial Report 2019 of
the NSSI, though not in the future projections.

3 EU and EU-27 refer to the current 27 Member States of the European Union.

401n 2019 the AROP threshold set at 60 % of the national median was adopted by the Bulgarian government as an official
poverty line.
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equivalised disposable income in a household, the primary reason for this very large gender
gap is that, at this age, many older people, particularly women, are left alone without their
spouses, thus becoming single-person households. So, in this age cohort, when most people
are no longer able to do additional work, the pension gap has a particularly strong effect in
driving poverty rates for women higher. The gender gap in pension income (at ages 65-79) in
2019 was quite large — women’s pensions were 21.3 % lower than men’s — but still below the
EU average gap of 29.7 % (2018), while the gap in coverage was insignificant. These data
show that while the specific work-life trajectories of women do not significantly affect their
chances to qualify for a pension, the adequacy of their income from pensions is strongly
negatively affected.

The relative median AROP gap (for those aged 65 and over) in 2019 was 19.4; that is, the
typical person in this age group living below the AROP threshold had an income which was
19.4 % lower. In 2019, the threshold for a single person was EUR 211 per month. A poor
single person aged 65 or more then had an average income of just EUR 170 per month,
EUR 41 below the threshold.

In 2019, the severe material deprivation (SMD) rate for those aged 65 or over was 29.1 %
(24.1 % for men and 32.5 % for women). For those aged 75 or over, the SMD rate was larger
(32.9 %); the gap between men and women widens with age (the SMD rate in 2019 was 24.5
% for men and 37.7 % for women).

In 2019, the material and social deprivation (MSD) rate for people aged 65 or more was
49.8 % (42.9 % for men vs 57.9 % for women). The gender gap is quite large, as is the case
with other indicators reflecting various deprivations. In principle, differences in income
should be mitigated to some extent at household level, but are conditional on many other
factors. As with monetary poverty, survivorship affects the deprivation risk of older women
in particular.

In 2019, life expectancy at 65 was 14.2 years for men and 18.0 years for women. This was
the shortest life expectancy at 65 in the EU for both genders. Women had gained an
additional year of life expectancy since 2008 while men had gained half a year. There is more
parity between the sexes in healthy life years expected at the age of 65 — 9.2 years for men
and 10.4 years for women. Self-reported unmet need for medical examination is small —
4.5 %, without major differences between men and women — indicating that reasons for low
life expectancy should be sought in the quality of medical care and the overall quality of life
rather than in access to healthcare. By law, the basic package covered by health insurance in
Bulgaria is available to retired people at no additional cost. Health insurance for retired
people is covered by the state, so they do not have to pay health contributions. But Bulgaria
has very high private costs for healthcare, especially for medicines. The difference between
life expectancy and the healthy life years expected at 65 indicate that, on average, at the end
of their lives, men would spend about four years in need of serious medical care while the
figure for women is around seven and a half years.

Housing costs weigh heavily on people aged 65 and over, especially women. Housing
allowances in Bulgaria are negligible in scope and amount. One of the few groups that can
benefit are people aged 70 and over accommodated in social housing; but, according to the
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report of the Agency for Social Assistance in 2018, a mere 147 people were supported by
housing allowances in the whole country.*!

In 2019, the economic old-age dependency ratio was 35.7 % (28.3 % for men vs 43.1 % for
women). The gap reflects the much higher share of inactive women aged 65 or over, while
total employment of working-age women is not much lower than total employment of men.

Pensioners who are in need of long-term care, defined in this context as a need for permanent
assistance by a personal assistant or carer, are entitled to a cash supplement paid by the NSSI.
The supplement is defined in the social security code and does not depend on the amount of
the pension. The supplement is a fixed amount equal to 75 % of the social pension for old
age,* which in 2019 was BGN 133 (EUR 68), so the supplement was BGN 100 (EUR 51).

Bulgaria does not use any special reference incomes for older people. The official poverty
line is applied in some discretionary decisions on pension supplements, while the social
pension is linked to the guaranteed minimum income (GMI). Special coefficients apply to
means tests for older people in procedures for granting some allowances but these decisions
are not based on any official rules or guidelines.

3.2 Future adequacy

In the base case, the net theoretical replacement rates (TRRs) are expected to slightly
decrease by 2059 in comparison with 2019. Future TRR projections show no difference
between the replacement rates for average- and low-earners, indicating that pensions (and
taxation) may have little influence on reducing inequality.

Most career breaks of three years are projected to have a limited impact on replacement rates,
except the unemployment break for men; in this case, the retiree would only be entitled to a
benefit from the statutory funded scheme.* Deferring exit by two years would lead to a
substantial increase in the TRR, raising it by 9.2 p.p. for those retiring in 2059. This reflects
the policy to stimulate deferred retirement by increasing the accrual rate for employment after
pension age.

A major challenge for Bulgaria will be to address the existing and future gender gaps in most
indicators of poverty, material deprivation and overall social exclusion.

3.3 Challenges for future adequacy

Life expectancy for women is much higher at the age of 65 and also seems to have increased
faster in the period 2008-2019. At the same time, the expected life years in good health for
both sexes differed only slightly at the age of 65 (by less than one year). This means that
women are much more likely to spend the end of their lives in poor health, without their
partners, and often in single-person households. This calls for combined measures for
increasing lifetime tenure, which has been addressed in the reform currently implemented by

41 Annual Report of the Agency for Social Assistance 2018.

42 National Social Security Institute. https://www.nssi.bg/pensions/grantpensions/424-pntd

43 The career would be too short for a man to qualify for the pay-as-you-go pension at the standard pensionable age of 65,
although it would be granted once he turns 67. A woman, however, would qualify for a pay-as-you-go pension at 65 after a
37-year career.
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the government, by gradually equalising the statutory pensionable age for men and women.
However, issues of high private costs in healthcare and the very underdeveloped long-term
care system will have to be addressed as well. The increasing accrual rate, which is also part
of the implemented reform, favours longer and uninterrupted careers. This poses risks for
women, for the self-employed and for people working under non-standard arrangements who
are more likely to experience various breaks in tenure as well as for people doing informal
work.

Life-long learning remains very limited in Bulgaria. As a result, older workers lose touch
with technological developments and innovation in the field of communications, IT, and
access to e-services. Reduced employability and an increased risk of unemployment in pre-
retirement age can lead to significant loss of income from pensions.

Shocks that simultaneously affect public revenue and the performance of investment
portfolios of funded pension schemes became quite common in the first two decades of the
21st century. Such shocks are likely to reduce the balancing effect on the adequacy of
pensions from having a pension system with a variety of schemes.** Against this background,
the performance of supplementary-funded pension schemes remains poor, while operational
costs are high.

3.4 Solidarity mechanisms

There are no direct data on the average size of the pension received by different groups, with
the exception of pensions for people with disabilities and pensions given to people who have
worked in arduous and hazardous jobs, including the police and military.

We can give theoretic examples and draw some conclusions based on the pension formula
applied in Bulgaria and some empirical information about the distribution of values of the
terms included in the formula.*’

The final 12 months before the pension is granted play an important role in calculating the
amount of the pension received. People who retire just after a year in which the economy has
been depressed will get a smaller pension. The size of the pensions is also strongly dependent
on the amount of contributions due to the application of a personal coefficient (PC), which
represents a ratio between the personal insurable income and the average insurable income
over the periods the person paid social security contributions. In 2018, the average PC for
men receiving pensions was 1.551 while for women it was 1.120. The difference was smaller
among those receiving disability pensions (1.008 for men vs 0.829 for women). The third
element is the length of tenure in years, which is transformed into percentages by multiplying
it with the fourth term, giving the percentage for each year of tenure (PYT). The PYT was
1 % up to 2009, and then grew to 1.1 %. In 2019, the PYT was 1.2 %. To give an example, a
person retiring in January 2019 who had paid social security contributions for 40 years at
exactly the average insurance income would get a pension equal to 48 % of the average

4 Christoff, L., (He)adexeamnocm na nencuume ¢ Bvaeapus (Mzoanue 2018 I') [Pension (In)adequacy in Bulgaria (2018
Edition)] (SSRN Scholarly Paper ID 3150489), Social Science Research Network, 2018.
https://doi.org/10.2139/ssrn.3150489

4 The analysis is based on information from the Actuarial Report 2019 and other statistical sources published by the NSSI.
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insurable income for 2018; that is, they would start with a replacement ratio of 48 %. The
average monthly insurable income for 2018 was 890 BGN (EUR 455), so the pension of this
specific person would equal 427 BGN (EUR 218) — slightly above the average contributory
pension, which in 2018 was 399 BGN (EUR 204), but way below the minimum wage (510
BGN or EUR 261 in 2018). A tenure difference of 5.4 years,*® which was the average
difference between the total length of service of retired women (33.4 years) and men (38.8
years) in 2018, would cost that person a lost potential pension income equal to 692 BGN
(EUR 354) per year: an amount that can eliminate deprivation on at least two and possibly
three items on the material deprivation list; in Bulgaria half of that amount could buy, for
example, a set of decent clothes and a pair of new shoes. The NSSI does not publish separate
information on the tenure of the self-employed because, by law, they are part of the main
category of employed people (social security contributors). Separate information is published
for members of cooperatives, who have a very short duration of tenure (31.4 years in 2018).

In some years the government has applied a higher discretionary rate of increase to the
minimum pension than to other pensions. This measure was applied to the indexation in July
2020 as well.

The social old-age pension is the main non-contributory old-age benefit provided to people
who did not meet the conditions for granting an old-age pension based on social security
contributions. Eligible people should be aged 70 or more and meet a means test based on the
GMI. The size of the social old-age pension is determined each year by the Council of
Ministers. Usually the overall indexation rate is applied, but this is not guaranteed in law; the
decision is discretionary. In 2018 the size of the social old-age pension was BGN 125.58
(EUR 64.21) per month, in 2019 it was raised to BGN 132.74 (EUR 67.87), and in 2020 it
amounted to BGN 141.63 (EUR 72.42).

4 OPPORTUNITIES TO ADDRESS CHALLENGES

The incentives to work longer should carefully consider the impact on those, mostly women,
who cannot work longer (e.g. because they provide family care), and further compensatory
mechanisms should be designed.

Abrupt policy reversals, such as introducing a higher accrual rate and discontinuing it after
three years, may create insecurity and unpredictability; consistency in policies can help
citizens plan for retirement.

The automatic pension indexation rule has worked well to protect the adequacy of pensions in
the years when it was applied. It would be good in terms of predictability and trust in the
pension system to apply this rule consistently, even in periods of crisis and when other
reforms are implemented.

There is evidence of low interest among funded pension scheme participants to choose a
scheme and follow its performance. Restoring trust should involve strengthening the legal

46 This difference concerns normal jobs. The difference in tenure between men and women for hazardous and arduous jobs
exceeds six years.
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protection of savers to avoid the repetition of, in the assessment of World Bank and IMF,
'previous bad conduct'.
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It is important to carry out a further review of fees and costs, which are not related to
investment performance and have been criticised as excessively high.

It is important to define the rules for the pay-out of supplementary funded pensions, which is
expected to start in the second half of 2021.

29



5 BACKGROUND STATISTICS

.. 2019 Change 2008-2019
5.1. Relative income
Total Men  Women Total Men Women
Relative median income ratio (65+) 0.67 0.74 0.63 0.01 0.05 -0.01
Income quintile share ratio (S80/S20), 65+ 4.92 5.15 4.64 0.9 1.41 0.53
Relative income quintile share ratio (S80/S20), 65+ - 0-64 -3.82 393 -3.74
Aggregate Replacement Ratio (ARR) % 37 42 35 3 5 -1
5.2. Poverty and material deprivation 2019 Change 2008-2019
Total Men  Women Total Men Women
At-risk-of-poverty or social exclusion (AROPE), 65+ (%) 47.1 39.1 52.5 -18.4 -24.6 -143
At-risk-of-poverty rate (AROP), 65+ (%) 34.6 27.2 39.5 0.8 0.4 0.9
Severe material deprivation (SMD), 65+ (%) 29.1 24.1 325 -31.9 -354 -29.5
At-risk-of-poverty or social exclusion (AROPE), 75+ (%) 54.2 41.1 61.8 -16.9 -27.4 -10.8
At-risk-of-poverty rate (AROP), 75+ (%) 41.1 29.2 48 0.7 -0.4 0.9
Severe material deprivation (SMD), 75+ (%) 329 24.5 37.7 -33.1 -394 -29.7
Relative median at-risk-of-poverty gap, 65+ (%) 20.7 19.8 21 2.5 53 0.8
At-risk-of-poverty rate (AROP), 65+: 50 % threshold (%) 20.8 15.2 24.6 2.5 33 1.9
At-risk-of-poverty rate (AROP), 65+: 70 % threshold (%) 473 39.8 523 -0.3 -2.8 1.3
Material and social deprivation, age 65+ V) 49.8 43.1 54.2 -13.1 -14 -12.7
5.3. Gender difference 2019 Change 2008-2019
Gender gap in pension income (65-79) (%) @ 21.3 -114
Gender gap in non-coverage rate (W-M in p.p.) (65-79) -1.9 -0.1
5.4. Housing and health situation 2019 Change 20082019
Total Men  Women Total Men Women
Housing cost overburden rate, 65+ (%) 25.8 19.4 30.1 9.1 4.6 12
Self-reported unmet need for medical exam 65+ (%) 3.7 3.5 3.8 -23 -18.8 -25.8
Healthy life years at age 65 (years) 9.9 9.2 10.4 0.8 0.4 1.0
Life expectancy at age 65 16.2 14.2 18 0.9 0.6 1.2
5.5 Sustainability and context 2019 Change 2008-2019
Total Men  Women Total Men Women
Employment rate, age group 55-64 (%) 64.4 69.2 59.9 18.4 13.4 222
Pension expenditure as % of GDP (ESSPROS) ¥ 7.9 0.9
Retirement duration from first pension (years) 17.6 15.2 20.0 -0.2 -0.2 -0.2
Retirement duration from end employment (years) 17.0 14.5 19.4
Eurostat and AWG projections 2019 2059
Old-age dependency ratio (20-64) (%) 35.7 28.3 43.1 66.7 57.8 76.1
Economic old-age dependency ratio (20-64) (%) © 44.6 325 58.5 83.9
Gross public pensions as % of GDP® 8.3 9.8
Benefit ratio (%) 26.7 23.3
Coverage ratio (% of pop aged 65+)©) 143.2 106.2
Gross pension ratio high / low earner 2.7 2.7 2.2 2.2

@ change since 2014, not 2008

? data refer to 2010, not 2008
@ESPROSS data refer to 2018

“ Change is since 2016, not 2010
) 2060 instead of 2059
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5.6 Theoretical Replacement Rates

Average earning (100%)

Net (%)

2019

Men ‘Women

2059

Men ‘Women

Gross (%)

2019

Men Women

2059

Men Women

Base case: 40 years up to the SPA 61.9 619 59.0 59.0 | 48.0 48.0 458 45.8
Increased SPA: from age 25 to SPA 60.6 56.2  59.0 59.0 | 47.0 43.6 458 45.8
AWG career length case 66.4 65.6 615 564 | 51.6 509 477 43.7
Old base case: 40 years up to age 65 64.9 78.0 59.0 59.0 | 50.3 60.5 458 45.8
Longer career: 42 years to SPA 62.0 62.0 48.1 48.1
Shorter career: 38 years to SPA 12.1 56.0 9.4 43.4
Deferred exit: 42 years to SPA +2 68.2 68.2 529 52.9
Earlier exit: 38 years to SPA -2

Career break — unemployment: 3 years 58.8 588 119 55.8 | 45.6 45.6 9.2 433
Career break due to child care: 3 years 61.9 619 583 58.3 | 48.0 48.0 453 453
Career break care to family dependant: 3 years 61.9 619 578 57.8 | 48.0 48.0 449 44.9
Short career (20 year career) 6.1 6.1 4.7 4.7
Work 35y, disabled 5 years prior to SPA 53.6 53.6 41.6 41.6
Early entry in the LM: from age 20 to SPA 66.5 66.5 51.6 51.6
Index: 10 years after retirement @ SPA 52.5 52.5 40.7 40.7
Extended part-time period for childcare 479 47.9 37.2 37.2
Survivor — full career 78.2 84.0 60.7 65.1
Survivor — short career 30.9 41.9 24.0 325
Survivor ratio 1* 0.63 0.71 0.63 0.71
Survivor ratio 2* 0.50 0.64 0.50 0.64
Low earnings (66%)

Base case: 40 years up to the SPA 61.9 619 59.0 59.0 | 48.0 48.0 458 45.8
AWG career length case 66.4 656 61.5 564 | 51.6 509 47.7 43.7
Old base case: 40 years up to age 65 64.9 78.0 59.0 59.0 | 50.3 60.5 458 45.8
Career break — unemployment: 3 years 58.8 588 119 55.8 | 45.6 45.6 9.2 433
Career break due to child care: 3 years 61.9 619 583 58.3 | 48.0 48.0 453 453
Short career (20 year career) 6.1 6.1 4.7 4.7
Early entry in the LM: from age 20 to SPA 64.5 64.5 50.1 50.1
High earnings (100->200%)

Base case: 40 years up to the SPA 54.7 54.7 43.0 43.0 | 42.5 425 333 333

*Survivor ratio 1: man base case, woman base case

*Survivor ratio 2: man base case, woman short career case
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CZECH REPUBLIC

Highlights

e The Czech pension system has a significant redistributive function and is effective at
protecting the older population against poverty and social exclusion; however, this ability
has decreased over the last five years due to a drop in pensioners’ relative income as a
result of strong economic growth.

e Simulations by the Ministry of Labour and Social Affairs indicate that pension
expenditures will rise by 4.5-6.0 percentage points (p.p.) of GDP by 2050, with a
relatively stable revenue from social security over time. Despite this increase in
expenditure, the at-risk-of-poverty (AROP) rate of old-age pensioners (aged 65 or more)
will worsen by 5-9 p.p.

e Recent economic growth has increased the revenue of the pension system, making the
need for reforming its long-term financial sustainability less obvious in the short term.
Thus, reforms designed to improve fiscal sustainability will need to be all the more
urgent and far-reaching in the near future.

e The government should reflect on how to improve the personal pension scheme, since it
may play an important role in the provision of the income-related component of the old-
age security system and may absorb part of the costs related to early retirement normally
borne by the statutory pension scheme. A possible way forward would be to better
involve employers in diversifying the income of future retirees.

1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

The Czech pension system is currently based on a statutory pension scheme and a
supplementary personal pension scheme. The statutory pension scheme (defined-benefit, pay-
as-you-go — PAYGQG) is operated by the state and plays a dominant role (representing more
than 90 % of old-age pensioners’ income). The statutory funded pension scheme (defined-
contribution, fully funded), was launched at the beginning of 2013 (as a voluntary partial opt-
out from the statutory pension scheme) and closed at the end of 2015. The supplementary
saving schemes include a personal pension scheme (the most prominent product, defined-
contribution, fully funded) and other forms of individual security for old age consisting of
products offered by commercial insurance companies. Even though the supplementary
pension schemes cover more than 50 % of the population aged 0-65, they represent less than
1 % of current old-age pensioners’ income. Only the personal pension scheme is described
and discussed in this report, since it is the main supplementary pension product in the Czech
Republic.

32




The statutory defined-benefit, PAYG pension scheme (the first pillar*’) is based on
compulsory pension insurance. This scheme is universal and compulsory for employees and
self-employed people, and also allows restricted voluntary participation for some categories
of economically inactive people. The contributory principle is utilised only to a limited extent
due to the application of the principle of income solidarity. The pension consists of two
elements: a universal basic amount (flat-rate), which is equal to 10 % of the national average
wage, and an individual earnings-related component. The latter is based on the length of the
insurance period — there is an accrual rate of 1.5 % of the reduced personal calculation basis
for each year of insurance. The personal calculation basis is reduced in accordance with
defined thresholds. Up to 44 % of the average wage, 100 % of the reference income is
considered; and between 100 and 400 % of the average wage, only 26 % is considered.
Generally, pensions in payment are indexed on an annual basis (by the consumer or pensioner
price index plus 50 % of real wage growth rate; see Section 2 on reform trends for exceptions
and recent developments). The universal basic component, together with the indexation
method, result in the situation where higher pensions are indexed at a slightly lower rate than
lower pensions. Only pensions above a threshold (36 times the monthly national minimum
wage) are subject to personal income taxation (this applies to less than 1 % of pensioners).

The pensionable age was 63 years and 8 months for men and for women without children in
2020 (it was lower by up to four years for women, depending on the number of children
raised). The pensionable age has been increasing since 1996, with the pace of increase
modified several times over the years. The last measure was adopted in June 2017 and came
into effect from 2018. It links the pensionable age to life expectancy; however, this link is not
automatic. According to the approved law, the pensionable age is set to rise to 65 in 2030.
Starting in 2019, the assessment of life expectancy developments will take place every five
years, but should only affect people currently younger than 55 (for more on this process, see
Section 2 on reform trends).

The contribution rate is 28 % and is split between employees (6.5 %) and employers
(21.5 %). Pension system expenditure rose from 7.7 % to 8.5 % of GDP between 2008 and
2017. Nonetheless, the Czech Republic spends less on pensions than the average for EU*
countries (12.4 % of GDP for EU). However, the Czech Fiscal Council (see CFC 20192)*
pointed out that, after accounting for the different demographic structures of EU countries,
the different pension taxation schemes and the different replacement rates, the amount of
pension expenditure in the Czech Republic would not differ from the EU average. Pension
expenditure growth (as a percentage of GDP) is thus mainly fuelled by growth in the
economic old-age dependency ratio in the Czech Republic. And this growth is driven by

47 The Czech pension system stakeholders (e.g. Ministry of Labour and Social Affairs and Ministry of Finance) still use the
three-pillar terminology for naming individual parts of the pension system. The statutory defined-benefit, PAYG pension
scheme is named the first pillar; the closed statutory funded pension scheme is still called the second pillar; and the
voluntary personal funded pension scheme is referred to as the third pillar. For details see:

MLSA (Ministry of Labour and Social Affairs CR), ‘Ministryné Malacova ptedstavila tfi varianty dichodové reformy’
[Minister Malacova presented three variants of the pension reform], 2020a. https://bit.ly/3g68LVF

MF (Ministry of Finance), Soukromé penzijni systémy. [Private pension systems], 2020. https://bit.ly/2WIzHD9

CFC (The Czech Fiscal Council), Three Versions of Pension System Reform: All plan to split the first pillar, 2020.
https://bit.ly/3cNrmDH

4 BU and EU-27 refer to the current 27 Member States of the European Union.

49 CFC, International Comparison of Public Expenditure on the Pension System, 2019a. https:/bit.ly/2JIsP1i
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improved life expectancy at the age of 65. The Czech Fiscal Council has forecast that ‘the
share of people aged 65+ in the total population is currently 19 % and will increase to 30 %
over the next 50 years. Given current revenue and expenditure policies, this will lead to a
significant increase in pension and health and long-term care expenditure’.>® Between 2009
and 2017, the pension system was in deficit; in 2018 the balance was restored (a cumulative
deficit of approximately EUR 9.4 billion, equal to 4.8 % of GDP, over 10 years) and in 2019
there was a surplus.®' There is no special treatment of arduous jobs within the statutory
pension scheme, with an exception for approximately 4000 miners who can reduce their
pensionable age by 10 years.

This scheme allows for a flexible retirement option with actuarial adjustment (early or
deferred retirement). The early-retirement penalty depends on how prematurely the old-age
pension is drawn. The proportion of early old-age pensions reached 37.9 % of newly granted
pensions in 2013, but only 30-32 % in 2015-2018. Deferred old-age pensions represented
only 1 % of newly granted pensions>” since there is no restriction in terms of receiving an
old-age pension and continuing to work (with the exception of early-retirement pensions),
despite the fact that the bonus for people who carry on working past regular pensionable age
is higher for those who do not simultaneously draw a pension. The working pensioner can
periodically apply for an increase in the earnings-related component of the pension.

In the Czech Republic, non-standard forms of employment mainly include self-employment
and, to a lesser extent, fixed-term contracts, part-time work and marginal categories of
occasional work contracts (agreement to perform work and agreement to complete a job).
Self-employment may, to some extent, function as a substitute for the other non-standard
forms of work since it reduces social insurance obligations and tax duties when compared
with standard forms of employment. The statutory pension scheme is, in principle, uniform
for employees, self-employed people and other non-standard labour categories. Social
insurance coverage of occasional work contracts is subject to income thresholds. These
contracts are, however, only marginal: they are typically concluded in parallel with another
employment contract. There are no statistics on the coverage of platform workers in the
Czech Republic.

The personal pension scheme (the third pillar) is voluntary, a defined-contribution, fully
funded scheme with a direct state contribution. In addition to the state contribution, the
government also provides tax incentives for private saving. The system is administered by
pension companies, which offer a conservative or a dynamic pension plan. The participation
rate is over 70 % of the economically active population and most participants are enrolled in
the conservative pension plan.> The annual rate of return on the plan is low and has

S0 CFC, Report on the Long-Term Sustainability of Public Finances, 2019b. https:/bit.ly/2wIB28E

3! For more details, see Jahoda, R., Maly, 1. and Sirovatka, T., ESPN Thematic Report on Financing social protection —
Czech Republic, European Social Policy Network (ESPN), Brussels, European Commission, 2019.

32 CSSA (Czech Social Security Administration), Statistickd Rocenka z Oblasti Diichodového Pojisténi za Rok 2008-2018
[Statistical Yearbook on Pension Insurance for 2008-2018], 2019. https:/bit.ly/2JTY38k

33 The client chooses the pension strategy at the time of concluding the contract or at any time after that (once a year free of
charge). Approximately every second participant with a contract signed after 2013 (about 25 % of all participants) chooses a
conservative pension plan. Participants with older contracts (currently about 75 % of all participants) remain in conservative
funds (the default option) or can actively switch their pension plan to a newer one where they can decide upon pension
strategy.
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oscillated around the rate of inflation in recent years. The rate of return on the dynamic
pension plan closely follows the development of international capital markets. >*
Contributions to the system can be made by participants themselves and by their employers.
Pension companies managed funds worth 8.6 % of GDP in 2019 (7.6 % of GDP in 2015).
Since 2013, participant contributions of up to CZK 1000 (EUR 40) per month are matched by
a state contribution, using a degressive formula. A monthly participant contribution of
between CZK 1000 and CZK 3000 (EUR 40-120) is exempt from income tax. Roughly 24 %
of participants received a contribution from their employer in 2019 (20 % in 2015). Employer
contributions of up to a certain ceiling are exempt from employee income tax and social
security contributions. Internal estimates by the Ministry of Finance>® suggest that total
public support reached CZK 19 billion/EUR 0.76 billion in 2018 (0.35% of GDP).
Vidovi¢ova et al. argue that the average participant contribution level is low and cannot be
expected to significantly compensate for the drop in earnings on retirement.’® The average
contribution to the personal pension scheme was only 8.1 % of the average contribution to the
statutory pension scheme in 2015. This percentage even dropped to 7.8 % by 2019. It is
possible to claim benefits from this scheme up to five years before reaching pensionable age
(which under certain conditions cancels the reduction of the statutory pension due to early
retirement). The benefits can be claimed while the pensioner stays economically active. It is
envisaged that this measure will mainly decrease the risk of poverty of people performing
arduous jobs in cases where they lose their job just a few years before pensionable age. This
scheme has not been used much; only 4455 individuals received this benefit in the fourth
quarter of 2019 (1125 in Q4 2018).

2  REFORM TRENDS

According to the Law of June 2017, the pensionable age should reflect changes in life
expectancy; a regular assessment should take place every five years (see Section 1). The
government could decide to increase the pensionable age to over 65 years (with 65 years to
be reached in 2030) on the basis of a report prepared by the Czech Statistical Office in
October 2018.%” This report states that the relative time spent in retirement will exceed the
statutory ceiling of 25 % of the life span after 2033. Therefore, the government is not forced
to adjust the pensionable age for the next 10 years. The law even obliges the government to
react only when the projected share of life in retirement exceeds 26 % (25 % is a general
recommendation; the government has to react when the share goes beyond the 24-26 %
range), which will not take place until 2045 (MLSA, 2019b).5® The wording of the law

3* APF CR (The Association of Pension Funds of the Czech Republic), Ekonomické Ukazatele Penzijnich Spolecnosti a
Jejich Fondii za Rok 2019 — ctvrtletné [Economic Indicators of Pension Companies and their Funds for 2019 — Quarterly],
2020. https://bit.ly/2V10ealU

35 MLSA, ZvySeni Efektivity III. Pilife [Increasing the Efficiency of the Third Pillar], 2019a. https:/bit.1y/2XiuyCv

6 Vidovi¢ova, L., Jahoda, R., Vyhlidal, J., Kofrofi, P. and Godarova, J., Pijjmovd Chudoba a Materidini Deprivace Seniorii:
Subjektivni a objektivni pohledy [Income Poverty and Material Deprivation in Old Age: Subjective and objective dimensions
of this phenomenon], 2015. https://bit.ly/2UQS58dN

57.CZS0 (Czech Statistical Office), Zprdva o Ocekdavaném Vyvoji Umrtnosti, Plodnosti a Migrace v Ceské Republice
[Report on the Expected Development of Mortality, Fertility and Migration Rates in the Czech Republic], 2018.
https://bit.ly/2QRdAJZW

8 MLSA, Zprdva o Stavu Diichodového Systému Ceské Republiky a o Jeho Predpokladaném Vyvoji se Zietelem na
Demografickou Situaci Ceské Republiky a na Ocekdvany Populacni a Ekonomicky Vyvoj [Report on the State and Expected
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weakens the fiscal sustainability of the pension system compared with the previous version of
the bill. The law does not include any automatic mechanism for changing the pensionable age;
therefore, the future pension system will be exposed to ad hoc political decisions on
pensionable age increases every five years, adding potential instability. In comparison with
the previous legal regulation, which allowed for an increase in the pensionable age beyond 65
years, the legal fixing of the pensionable age at 65 years weakens the fiscal sustainability of
the pension system.

In 2018, the parliament agreed that the universal basic amount of pension would increase
from 9 % to 10 % of the average wage from 2019. The average pension thus increased by
CZK 900 (approximately EUR 36) monthly in January 2019. This corresponds to a 7.3 % rise
in the average pension — the greatest increase so far and, at the same time, almost equivalent
to the cumulative average change in pensions between 2015 and 2018. The extent of
pensioners' monetary poverty depends on their age (see Section 3.1). Therefore, the
parliament passed a law in 2018 that has increased pensions for people aged over 85 by CZK
1000 (EUR 40) per month and for people over 100 years by CZK 2000 (EUR 80) per month
since 2019. This measure has affected approximately 200,000 Czech pensioners (8.2 % of all
old-age pensioners). Pensions were also markedly increased in January 2020. The universal
basic amount of pension rose by CZK 220 (EUR 9) monthly (10 % of the yearly average
wage increase), and the earnings-related component increased by 5.2 % (CZK 529/EUR 21
for an average pensioner) according to statutory rules. In order to repeat the average monthly
pension increase by CZK 900 (EUR 36), the government further decided to increase each
pension by an extra CZK 151 (EUR 6). The reason the government proceeded to accelerate
the increase was the fact that the average replacement rate had previously decreased from
42.3 % (2013) to 37.9 % (2018) due to rapid wage developments. Both increases have a
greater impact on pensioners with below-average pensions, where the universal basic amount
of pension represents a bigger proportion compared with pensioners with above-average
pensions. The adopted measure has weakened the financial sustainability of the pension
system in the medium term.

In January 2019, the Ministry of Labour and Social Affairs set up a Commission for Fair
Pensions. The commission is composed of experts and political representatives. Its aim is to
discuss measures to improve the fairness of the pension system and ensure its financial
sustainability. The measures discussed so far cover the following four areas: fairer pensions
for carers; an earlier retirement possibility for workers in arduous and hazardous jobs; a
simpler and fairer benefit formula under the statutory pension scheme; and improved settings
of the supplementary personal pension scheme.

The ‘fairer pension for carers’ is specifically designed to reduce the gender gap in pensions
and is, in general, targeted at people who take on the long-term care of dependent family
members. The introduction of a ‘fictive assessment income’ was proposed as an appropriate
measure. If the carer’s qualifying income for future pension benefit is below the fictive
income, the pension benefit should be calculated on the fictive income. This problem

Developments of the Czech Republic's Pension System in View of the Demographic Situation of the Czech Republic and
Population and Economic Projections], 2019b. https://bit.ly/3arDQPo
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particularly affects women who face the largest drop in incomes when they return to the
labour market after parental leave.

With the exception of miners, there is currently no specific retirement scheme for the group
of workers in arduous or hazardous jobs (WAHJ). As regards pensions for WAHJ, the
commission is considering redefining the scope of this group based on the existing
categorisation of jobs according to the risk factors related. In the case of a narrow definition,
this group would include less than 0.3 % of the labour force; a broad definition would affect
about approximately 8 % of the labour force. The option under discussion assumes that the
pensionable age of these people would be one year lower for every 10 years in a demanding
profession. The commission has not yet reached agreement on the scope and financing of
measures.

There is a consensus among members of the commission on the need for simplification of the
benefit formula of the statutory pension scheme. The commission discussed several options
which included both a budget-neutral technical solution and options accentuating a fairer
form of pension benefit (budgetary expansive options). The essence of all these solutions lies
in internal restructuring of the current statutory pension scheme; two pillars will be created
within the scheme, called the ‘pillar 0 and the ‘pillar 1°. Organisation into two pillars would
clarify the current situation where pensions already consist of a universal basic amount (flat-
rate) and an individual earnings-related component. Pillar 0 would provide the basic pension
to all older people, with the amount higher than today (the discussed options range between
25 and 30 % of the national average wage, compared with the current 10 % of the average
wage). This amount should better reflect the minimum cost of living of pensioners and would
be indexed based on wage growth. Conversely, pillar 1 would be fully earnings-related, with
none of the income reductions that are in place today. The benefit would be indexed based on
inflation. Discussions on the weight of individual parameters are ongoing. However, it is
already clear that the proposal would improve the situation of groups of people with lower
incomes (generally women, self-employed people, and pensioners over 75 years of age).

The reform proposals discussed within the Commission for Fair Pensions would lead to fairer
pensions at the cost of worsening the long-term financial sustainability of the system. For this
reason, the Ministry of Labour and Social Affairs currently has no mandate from the
government to elaborate on the discussed changes. Until the governmental parties reach an
agreement (particularly over the question of the acceptable costs of increased equity of the
system in relation to its long-term financial sustainability), the commission’s proposals will
remain an inventory of problems affecting the pension system and possible solutions.

The commission also discussed possible changes to the supplementary pension scheme.
These should consist in increasing the profitability of the system (by easing the fee policy and
introducing a low-fee state fund), increasing participation by employers (participation should
be part of collective bargaining) and incentives to increase the level of participant
contributions (by means of valorising state support and linking it to economic development).
However, this scheme falls within the competence of the Ministry of Finance, which has
stated that it is not considering further adjustments to the system at the moment.
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3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

Several factors contributed to changes in pension adequacy during the period under review.
The development of average pensions is influenced mainly by the number of newly granted
pensions and also by the way in which pensions already being paid are indexed.

While overall the AROP rate deteriorated markedly between 2008 and 2019, it also saw a
remarkable turnaround within this same period. Between 2008 and 2013, the AROP rate
decreased, as retirees enjoyed an increase in the relative pension value. In the period 2013-
2018, the Czech Republic experienced economic recovery but, at the same time, restricted
pension indexation. The relative median income ratio illustrates this development. While it
improved from 79 % to 85 % during 2008-2013, it deteriorated markedly from 85 % to 74 %
during 2013-2018. The aggregate replacement ratio shows a similar development (54 % in
2008, improving to 56 % in 2013, then worsening to 47 % in 2019). After 2017 the system of
indexation was changed and some protective measures were prepared (see Section 2). These
measures will not have the power to reverse the deteriorating income position of pensioner
households, as wages rose rapidly in 2018 and 2019. However, it will help to at least partially
slow down this deterioration.

The last factor behind the deterioration of the relative income position of pensioner
households is improving life expectancy. Due to pensionable age increases, between 2008
and 2019 the time spent in retirement decreased by 2.3 years for men and 3.0 years for
women. In 2008, 36,800 pensions were paid out to people aged 85 or over. In 2018, it was
already 63,700 pensions. Pension indexation over a long period causes a gradual diminution
of an individual’s pension relative to the value of newly granted pensions.

It may be concluded that although pensions grew faster than inflation during the whole period
under review, their growth was below that of income from economic activity. This is the
main reason why pensioners found themselves in income poverty more often in 2019 than in
2008. On the other hand, although indicators of relative poverty deteriorated between 2008
and 2019, such absolute poverty indicators as severe material deprivation, material and social
deprivation, unmet healthcare needs and housing cost overburden witnessed an improvement
in the situation of older households. This stemmed from a faster growth in average income
than in price levels (see Section 5, ‘Statistical background’).

AROP rates are much higher for women. They live longer than men, which means that their
pensions grow more slowly than wages for a longer period of time. The household
composition also has a substantial impact on AROP values. In the case of both men and
women aged 65 or over living with their partner, the AROP rate slightly deteriorated from
2% to 3% (1.5 % to 4.0 %) between 2008 and 2018. However, the AROP rate for both men
and women aged 65 or over living alone saw a significant increase over this period (from
7.9 % to 17.4 % for men and from 15.4 % to 32.6 % for women). That said, higher age does
not always mean an increase in income poverty. For example, the AROP rate for single men
(aged 75 or over) was 15.0 %, but 18.9 % for younger single men (65-74) in 2018. In the case
of single women, the AROP rate was almost the same for all age categories in 2018. An
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unproven hypothesis underlying this observation is that this may be influenced by
socioeconomic inequalities in life expectancy. The OECD states that life expectancy in
OECD countries varies by socioeconomic status as measured, for instance, by education
level: ‘Socioeconomic inequalities are particularly striking among men in the Czech
Republic, where the life expectancy gap between men with lower and higher education levels
is over ten years.”>® Men with higher education, who live longer, have higher pensions at the
same time.

The rapidly increasing poverty of women was thus affected by two counter-factors in the
period under review. First, the already discussed decline in the pension value relative to the
income of the rest of society, which can also be demonstrated by a deterioration in the
aggregate replacement ratio or the relative median income ratio. Second, the shift towards
couple cohabitation due to the increasing life expectancy of men is an undisputed trend
(37.6 % of women aged 65 or over lived with their partner in 2008, compared with 44.3 % in
2018), which in turn prevented an even greater increase in poverty among women (for more
information on the gender gap in pensions, see Section 3.3 on solidarity mechanisms).

There is universal free access to long-term care (LTC) health services for any resident. The
level of a cap on drug co-payments is age-based (a reduced cap for the population aged 65-
70, and even a greater reduction for people aged over 70). There is a set of cash allowances
for people in need. The share of the population aged 65 or over receiving LTC cash benefits
was 12.1 % in 2016. The largest cash benefit is personal care allowance. Eligibility for the
allowance is based on an assessment of needs and family circumstances. The allowance is
scaled into four levels, according to the recipient’s degree of dependency on support.
Pensions do not influence the allowance (either eligibility or amount). The recipients of
benefits in kind are required to make a contribution to help cover the costs of board (up to a
limit of CZK 170/EUR 7) and lodging (up to the limit of CZK 210/EUR 8) in residential
social services.

3.2 Future adequacy

As regards future adequacy, theoretical replacement rates (TRRs) for similar careers are
projected to remain broadly stable between 2019 and 2059. The net TRR for low earnings is
17.2 p.p. higher than for average earnings, reflecting the progressivity in the pension and tax
systems. Care-related career breaks for three years would not lead to any loss of pension
rights, while an unemployment break would trigger a moderate loss of 3.3 p.p.

The age of retirement, though, can have a significant impact on pension income. Retiring two
years before or after the standard pensionable age would result, respectively, in a 9.1 p.p.
lower or 9.6 p.p. higher net TRR compared with the base case (a 40-year career concluding at
standard pensionable age). There is a question as to how future developments in career length
will affect replacement rates. According to the ‘Ageing Working Group career length’
scenario, the net TRR would deteriorate by 3.4 p.p. for men and 8.8 p.p. for women between
2019 and 2059.

% OECD, Health at a Glance 2019, OECD Indicators, OECD Publishing, Paris, 2019, p. 68.
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3.3 Challenges for future adequacy

Future adequacy is expected to deteriorate despite expectations that pension expenditure will
rise in the coming years as a consequence of population ageing. This statement is conditional
on no substantial reforms of pension system financing and no promotion of complementary
schemes being prepared in these years. Simulations by the Ministry of Labour and Social
Affairs®® indicate that pension expenditures will rise by 4.5-6.0 p.p. of GDP by 2050, with a
relatively stable revenue from social security over time. The figures come from the dynamic
microsimulation pension model, which the ministry has been using and improving since 2011.
Despite the increase in expenditure, the MLSA expects the AROP rate of old-age pensioners
(aged 65 or over) to worsen to 19-23 %. There is no single driving factor behind the
suggested development. Based on possible explanations proposed by the MLSA and other
sources, the following factors and interpretation may be provided.

1. Study periods and unemployment periods will no longer be fully considered as periods of
insurance (legislated in several steps between 1996 and 2011). Since these non-
contributory periods have been reduced only for new labour market entrants, the MLSA!
expects the impact of this change will not occur until after 2040.

2. The impact of (mandatory) full employment from (the communist era) before 1989 on
pension calculation is disappearing. Over time, individuals who spent a substantial part of
their active lives after 1989 (when employment is no longer forced by the threat of
imprisonment) are retiring. Their insurance records report gaps, which has a direct impact
on their newly awarded pensions. This applies more to women whose income from
economic activity is, in some families, replaced by unpaid care, which is at the same time
not considered to be an insured period (e.g. care for family with children aged over 4).

3. A large proportion (approximately 17 %) of the workforce pursue self-employment in the
Czech Republic. Due to the tax laws, these people pay on average lower pension
insurance contributions than employees. The self-employed thus generate higher net
incomes during their economic activity, which is, however, counterbalanced by lower
pension benefits granted.®?

4. On the other hand, the Czech Republic has the second-highest employment rate in the EU
(79.9 % in 2018). At the same time, a low share of the labour force worked under part-
time contracts (6.2 % compared with 17.8 % in EU) or temporary contracts (6.9 %
compared with 12.3 in EU) in 2018. There are no significant differences either in terms of
gender (values for women are always far below EU values) or in terms of different age
categories (e.g. 55-64). These factors have a positive effect on future entitlement and
pension levels. Most people are eligible for an old-age pension and pension
differentiation is rather low: see the S80:S20 income quintile ratio of older people (aged
65 or over) in Section 5 ‘Background statistics’.

%0 MLSA, TFi Varianty Nastaveni Reformovaného Diichodového Systému [Three Options for Setting up a Reformed Pension
System], 2019c. https://bit.1y/2V9eqjS

81 MLSA, Actuarial Report on Pension Insurance 2012, 2012, pp. 102-103. https:/bit.ly/2zTx6gw

%2 MLSA, Architektura Nového Diichodového Systému [Architecture of the New Pension System], 2020b.
https:/bit.ly/3bMfxw4
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5. The negative effect of a 20 % gender pay gap is mitigated by a solidarity mechanism
within the pension system. Equally, the impact of increasing wage differentiation is
compensated for (see Section 3.3). However, these compensations are only partial. For
example, a newly awarded pension of the ninth decile was 51.8 % higher than that of the
first decile in 2001; however, this difference was already 70.8 % in 2018 (CSSA, 2019).

6. Higher divorce rates, lower preferences for cohabitation and a gradual reduction of
survivor’s pensions in the last 25 years have gradually reduced the positive impact of
survivor’s pensions on poverty reduction (MLSA, 2019b, p. 24).

3.4 Solidarity mechanisms

The Czech pension system contains numerous elements of solidarity. Perhaps the most
important is the method of calculating the pension benefit, which includes a universal basic
amount (flat-rate) and an individual earnings-related component. Even the earnings-related
component is partly redistributive, because the individual qualifying income for a future
pension benefit is only counted up to a certain limit (equal to 44 % of the national average
wage). Above this limit, there is a marked reduction whereby only 26 % of the qualifying
income is taken into consideration. In addition, the system operates with a minimum pension
(CZK 4240/EUR 170 per month in 2020), which, however, less than 1% of pensioners
receive. As already indicated, the reduction mechanism in the benefit calculation formula has
a positive impact on poverty reduction and adequacy, especially for people with a lifetime
income lower than the median income. The second group of people benefiting from it are
self-employed people, who have on average lower assessment bases than employees. Finally,
women are the third group, especially because their income from economic activity is lower
than that of men.

Even though the gender pay gap in the Czech Republic is one of the biggest in the whole EU,
the income-equalising nature of the pension formula mitigates its influence. The Czech
Republic is among five countries with the smallest gender gaps in pensions in the 65-79 age
group (29.5 % in the EU compared with 14.2 % in the Czech Republic in 2019). The
existence of survivor’s pensions also helps reduce the gender gap in pensions. According to
the CSSA (2019), 538,000 widow’s pensions were paid out to women each month in 2018,
but only 99,000 widower’s pensions were paid out to men. Almost 95 % of these survivor’s
pensions are paid to persons already eligible for an old-age pension. The average monthly
widow’s pension (provided concurrently with old-age pension) was CZK 2000 (EUR 80) in
2018. Survivor’s pensions, which supplement old-age pensions, therefore mostly increase the
incomes of women and constitute a major solidarity mechanism in the system. Non-
contributory periods related to childbearing and childrearing (applicable to children under 4
years old and mostly concerning women) are fully recognised in the pension formula.
Insufficient supply of childcare as well as a rather generous parental benefit cause mothers to
stay outside the labour market longer than is common in other EU countries. This has an
impact on the gender pay gap at the time of their return to the labour market, which then
negatively affects the amount of their pension. Section 2, on reform trends, describes a
measure that is currently being discussed and that aims to tackle the issue. Another reason
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behind the rather low gender pension gap is the low proportion of part-time work among
women.

The indexation system focuses on keeping the purchasing power of pensions stable (and even
slightly improving it) over time, yet it is below wage developments. Ad hoc solutions are
occasionally accepted; these are based on an extra increase in older people’s pensions (such
as in 2019 when pensioners aged over 85 received an extra increase of CZK 1000/EUR 40
per month and pensioners aged over 100 CZK 2000/EUR 80 per month). A systematic
solution that would address this aspect is currently under discussion; it comprises a
significant enhancement of the flat-rate basic amount component of pensions at the expense
of the earnings-related component (as discussed in more detail in Section 2 on reform trends).

There are no solidarity rules for any group of WAHJ, with the exception of miners. At the
same time, the labour market has a relatively good record of absorbing the increase in the
pensionable age. The employment rate for men aged 55-64 rose from 61.9 % to 74.7 %
between 2008 and 2019 (for women aged 55-64 it grew from 34.4 % to 58.9 %). Prior to their
retirement, Czech men have the fourth highest employment rate in the EU, and Czech women
experienced the second highest increase in the given period (both in 2018).

4 OPPORTUNITIES TO ADDRESS CHALLENGES

As regards the pensionable age reform, it is important that the government can regularly (at
five-year intervals) respond to the changing demographic situation. As regards the pension
indexation reform, which is aimed at improving the income situation of older retirees, it will
be necessary to find financial resources to cover the cost of this measure. While the recent
financial state of the pension system has been very good due to sustained economic growth,
the most significant challenge will be to maintain or improve the financial sustainability of
the system in the long run.

The current discussion on the ratio between the basic and the earnings-related component of
new pensions seems to be crucial for the question of monetary poverty among pensioners.
The growth of the basic amount of pension particularly benefits poor pensioners, self-
employed people, women and pensioners later in retirement. The reform could either consist
in mere technical adjustments with minor budgetary costs or in a larger-scale change to the
mechanism of solidarity (with corresponding budgetary consequences).

Since the statutory funded pension scheme was abolished, differentiation of future
pensioners’ incomes derives mainly from supplementary pension schemes. Greater financial
involvement by employers, bigger individual contributions and improved internal returns
remain the main challenges of such schemes. Currently, there are strong financial incentives
for participation in the personal pension scheme; however, most of the saved funds are
withdrawn as a one-off lump sum. The government should consider how to promote life-long
annuities.

Future discussion should focus on whether WAHJ would rather utilise early drawing of their
supplementary personal pensions (without losing the right to a pension from the statutory
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pension scheme) or whether these categories deserve preferential treatment within the
statutory pension scheme.
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5 BACKGROUND STATISTICS

5.1. Relative income 2019 Change 2008-2019

Total Men Women Total Men Women
Relative median income ratio (65+) 0.73  0.74 0.72 -0.06  -0.06 -0.06
Income quintile share ratio (S80/520), 65+ 2.57 254 2.53 0.3 0.4 0.17
Relative income quintile share ratio (S80/S20), 65+ - 0-64 -0.76  -0.78 -0.8
Aggregate Replacement Ratio (ARR) % 47 45 50 -4 -3 -6
5.2. Poverty and material deprivation 2019 Change 2008-2019

Total Men Women Total Men Women
At-risk-of-poverty or social exclusion (AROPE), 65+ (%) 177  10.5 23.2 5.2 3 7.1
At-risk-of-poverty rate (AROP), 65+ (%) 16.6 9.4 22.1 9.2 6.1 11.9
Severe material deprivation (SMD), 65+ (%) 2.2 2 2.3 -4.2 -2.7 -5.2
At-risk-of-poverty or social exclusion (AROPE), 75+ (%) 219 115 28.9 8.5 4.8 11.5
At-risk-of-poverty rate (AROP), 75+ (%) 207 104 27.5 12.8 7.9 16.3
Severe material deprivation (SMD), 75+ (%) 23 1.8 2.6 -3.9 -2.8 -4.6
Relative median at-risk-of-poverty gap, 65+ (%) 10.8  10.2 11 2.9 34 3.1
At-risk-of-poverty rate (AROP), 65+: 50 % threshold (%) 5.2 2.8 7.2 3.6 1.8 5.1
At-risk-of-poverty rate (AROP), 65+: 70 % threshold (%) 344 259 41 12.6 12.9 12.8
Material and social deprivation, age 65+ () 5.5 4.5 6.2 -5.8 -3.1 -8
5.3. Gender difference 2019 Change 2008-2019
Gender gap in pension income (65-79) (%) @ 14.2 -0.1
Gender gap in non-coverage rate (W-M in p.p.) (65-79) -1.1 1.2
5.4. Housing and health situation 2019 Change 2008-2019

Total Men Women Total Men Women
Housing cost overburden rate, 65+ (%) 10.1 6.5 13 -6.3 -6.2 -6.1
Self-reported unmet need for medical exam 65+ (%) 2.9 2.4 33 -0.6 -0.8 -0.4
Healthy life years at age 65 (years) 8.1 8.0 8.2 0.2 0.5 0.0
Life expectancy at age 65 182 162 19.8 1 0.9 1
5.5 Sustainability and context 2019 Change 2008-2019

Total Men Women Total Men Women
Employment rate, age group 55-64 (%) 66.7 747 58.9 19.1 12.8 24.5
Pension expenditure as % of GDP (ESSPROS) & 8.4 0.8
Retirement duration from first pension (years) 206 179 23.1 0.3 0.1 -1.0
Retirement duration from end employment (years) 20.1 17.1 22.8
Eurostat and AWG projections 2019 2059
Old-age dependency ratio (20-64) (%) 326 269 38.5 59.4 53.7 65.5
Economic old-age dependency ratio (20-64) (%) © 38.1  28.0 50.8 71.1
Gross public pensions as % of GDP® 8.0 11.8
Benefit ratio (%) 38.5 38.2
Coverage ratio (% of pop aged 65+)©) 137.4 111.8
Gross pension ratio high / low earner 1.4 1.4 1.3 1.3

@ change since 2014, not 2008

? data refer to 2010, not 2008
PESPROSS data refer to 2018

“ Change is since 2016, not 2010
) 2060 instead of 2059
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5.6 Theoretical Replacement Rates

Average earning (100%)

Men

2019

Net (0 u)
2059

‘Women Men Women

Gross (%)

2019

Men Women

2059

Men ‘Women

Base case: 40 years up to the SPA 62.4 624 615 61.5 | 47.1 47.1  46.1 46.1
Increased SPA: from age 25 to SPA 59.9 575 615 61.5 | 452 434 461 46.1
AWG career length case 62.9 612 595 524 | 474 462 447 39.3
Old base case: 40 years up to age 65 67.3 758 615 61.5 | 50.7 572 46.1 46.1
Longer career: 42 years to SPA 63.9 63.9 47.9 479
Shorter career: 38 years to SPA 59.1 59.1 443 443
Deferred exit: 42 years to SPA +2 711 71.1 534 53.4
Earlier exit: 38 years to SPA -2 524 52.4 393 393
Career break — unemployment: 3 years 58.9 589 583 58.3 | 44.5 445 437 43.7
Career break due to child care: 3 years 62.4 624 615 61.5 | 47.1 471 461 46.1
Career break care to family dependant: 3 years 62.4 624 615 61.5 | 47.1 471 46.1 46.1
Short career (20 year career)

Work 35y, disabled 5 years prior to SPA 60.7 60.7 455 455
Early entry in the LM: from age 20 to SPA 67.5 67.5 50.6 50.6
Index: 10 years after retirement @ SPA 56.6 56.6 45 405
Extended part-time period for childcare 59.5 595 44.6 44.6
Survivor — full career 74.6 73.6 56.3 55.2
Survivor — short career 38.0 37.4 28.7 28.1
Survivor ratio 1* 0.60 0.62 0.60 0.60
Survivor ratio 2* 0.61 0.61 0.61 0.61
Low earnings (66%)

Base case: 40 years up to the SPA 79.6 79.6 78.7 78.7 | 62.8 628 615 61.5
AWG career length case 80.2 78.1 817 67.5 | 63.2 61.6 63.8 52.7
Old base case: 40 years up to age 65 85.6 96.1 78.7 78.7 | 67.5 75.7 615 61.5
Career break — unemployment: 3 years 75.7 757 75.0 75.0 | 59.7 59.7 586 58.6
Career break due to child care: 3 years 79.6 79.6 787 78.7 | 62.8 62.8 615 61.5
Short career (20 year career)

Early entry in the LM: from age 20 to SPA 86.1 86.1 67.3 673
High earnings (100->200%)

Base case: 40 years up to the SPA 39.4 394 37.1 37.1 | 284 284  26.7 26.7

*Survivor ratio 1: man base case, woman base case

*Survivor ratio 2: man base case, woman short career case
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DENMARK

Highlights

The Danish pension system has a high degree of social adequacy and financial sustainability.
The relative importance of occupational pensions in old age incomes is growing, while the
pensionable age is expected to increase significantly as a result of the link to life expectancy.

Public pensions will in the longer run have a more limited role in income replacement beyond
the low-income groups, but are effective at preventing poverty and involve a significant
redistribution in favour of those with no or small supplementary pension savings. The linking
of pensionable age to developments in life expectancy makes the system more sustainable, but
may raise concerns about those workers unable to work up to the increasing pensionable age.
The reformed senior pension offers an early retirement pathway for those who are no longer
able to work full time.

Occupational pensions covering nearly all full-time and most part-time employees are set to
play a key role in income maintenance. But self-employed and non-unionised workers are not
covered, and only a minority compensate sufficiently by saving enough in personal pension
schemes.

Future pension reforms could address the coverage problem in supplementary pensions and
make expected retirement periods more equal across generations. A pension commission will
carry out a review of the Danish pension system.

1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

For old-age provision, Denmark has a system which combines, and to a large extent
integrates, income from three types of pension schemes (statutory, occupational and personal
pension schemes). Retirement practices are also markedly affected by the voluntary early-
retirement pension scheme, VERP (efterlon), and disability pensions (fortidspension and
seniorpension).

The statutory pensions consist of two old-age pension schemes: the national old-age pension,
also known as the public pension (folkepension); and the much smaller statutory funded
pension (ATP). The public pension, which presently still accounts for almost two-thirds of all
pension income, is a universal, non-contributory, residence-based scheme financed from
general taxation on a pay-as-you-go basis. People are entitled to 1/40™ of the public pension
for each year they reside in Denmark, between the age of 15 and pensionable age.®® Benefits

% From 1 July 2025, entitlement to a full pension will be conditional on having resided in Denmark for 9/10ths of the time
between the age of 15 and pensionable age.
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are taxable and consist of a flat-rate amount (grundbelob) and income-tested supplements
(pensionstilleeg). The flat-rate amount is only tested against earned income above a very
significant level. The supplement is tested against all earned, capital and pension income,
including spouse’s/partner’s income. There is a supplementary benefit for pensioners
(supplerende pensionsydelse, celdrecheck) with little to no income besides the full old-age
pension. The public pension (national old-age pension plus supplementary benefit) for a
pensioner without supplementary income was EUR 23,655 annually for a single person and
EUR 18,077 annually for a person in a couple in 2019. The present standard pensionable age
of 66 (2020) will be raised to 67 by 2022 and thereafter — as pioneered by Denmark — linked
to developments in life expectancy. As a result, the standard pensionable age will be raised
from 67 to 68 in 2030 and raised from 68 to 69 in 2035. People working after reaching
pensionable age can earn higher pensions. Public pensions are fully indexed to the average
wage development.

The ATP is a mandatory, fully funded defined-contribution scheme financed from small
nominal contributions from all employed persons. The size of the statutory funded ATP
pension depends on the contributions paid, which vary with the number of hours of work.
The scheme is mandatory for employees above 16 years of age working more than nine hours
a week. In 2016, 90 % of pensioners received a payment from the ATP.®* The ATP is the
biggest private pension for half of old-age pensioners.®> The ATP, which has largely matured
and offers a moderate supplementary annuity (typically about 10-25 % of the flat-rate amount
in the public pension), is organised in a separate fund under tripartite management.

There are two schemes equivalent to the ATP for people on social benefits. In the compulsory
pension scheme (obligatorisk pensionsordning, OP) in general the state pays a contribution
into the ATP scheme for all claimants of social security (except the public pension and
integration allowance). In 2020, the contribution was 0.3 % of the social security benefit,
increasing by 0.3 p.p. each year to reach 3.3 % in 2030. The supplementary pension scheme
(supplerende arbejdsmarkedspension for fortidspensionister, SUPP) is a voluntary scheme
that allows disability pensioners to save for old age. The disability pensioner pays one-third
and the state two-thirds of the flat-rate, monthly contribution (EUR 72 monthly in 2020).

Among the supplementary pension schemes, the occupational pension schemes are based on
voluntary collective agreements providing compulsory coverage for the employees concerned.
These, mostly sector-wide, schemes cover 94 % of full-time employed people or 63.4 % of
the working-age population (2016). Low coverage rates are in sectors with a large share of
unskilled and non-organised labour such as in agriculture, sales and restaurants. The bulk of
occupational pensions are fully funded, defined-contribution schemes with obligatory in-
house annuitisations. The importance of these 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. Contributions vary from 12 to 19 % across
sectors, with workers typically saving 12 % of their gross pay, while professions such as

% ATP, ‘Nasten alle folkepensionister modtager privat pension i dag’ [Almost all old-age pensioners receive a private
pension], May, Faktum No 174, Hillered, ATP, 2018.

% ATP, ‘ATP-pensionen er den sterste pension for halvdelen af pensionisterne’ [The ATP pension is the largest (private)
pension for half of pensioners], March, Faktum No 196, Hillered, ATP, 2020.
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nurses contribute 14 % and primary school teachers and university graduates 17-19 %. Over a
year, 1 in 8 insured people pay considerably less in contributions, because part of their salary
does not count towards occupational pensions or because they have been in non-unionised
work, on study activities or on social security part of the year. On average employees covered
by occupational pensions paid 12 % of their income in pension contributions in 2014.

The personal pension schemes consist of a wide range of voluntary personal life insurance
and pension saving plans with uneven coverage and differing scope, of which most savings
schemes allow lump-sum payments with no annuitisation obligation. These schemes are used
for insurance (i.e. to secure the desired level of income security) and for compensation (i.e. to
replace the lack of savings in occupational pension schemes). The compensatory function is
mostly relevant for the self-employed, people in work not covered by collective agreements
and thus occupational pensions (including many people in non-standard jobs), and social
security claimants. However, with an average contribution of 3 % of income into personal
pension schemes, people without occupational pensions do not compensate enough. The
average 10 % contribution made by the self-employed masks a small group with high income
that pays high contributions and a large group with lower income that pays few, if any,
contributions.

The VERP, which has, historically, facilitated large-scale early retirement, is a voluntary,
contributory scheme where the financing involves a major subsidy from general taxation. To
become entitled, people must have been a member of the voluntary unemployment insurance
scheme and paid the special contribution to the scheme for 30 years and started the
contributions no later than their 30th birthday (people born before 1 January 1978 are subject
to less strict requirements). People are also eligible for unemployment benefit when VERP is
claimed. While formally an earnings-related benefit, its floor and ceiling tend to give it a de
facto flat-rate character. The lowest retirement age in the VERP is being raised gradually by
two years to 64 during 2018-2023, which will lower the maximum duration of the benefit
from five to three years, and will thereafter be linked to the pensionable age, which is linked
to developments in life expectancy. As a result, the lowest retirement age in the VERP will be
raised from 64 to 65 in 2027 and further to 66 in 2032.

Pension reforms such as raising early retirement age as well as increased employment after
pensionable age and the maturation of occupational schemes have already contributed to an
increase in the average effective retirement age by around 3 years between 2008 and 2016.¢
As a result of the first longevity indexation carried out in 2015, the pensionable age in the
VERP and the public pension will increase by one year in 2027 and 2030, respectively. The
second indexation carried out in 2020 further increased the pensionable age in the VERP and
the public pension by one year in 2032 and 2035, respectively. The aim is to limit the average
duration of receipt of the public pension to 14.5 years while giving people a 15-year warning

% Depending on the methodology, different estimates put the increase from 62.8 years to 65.4 years (Forsikring and Pension,

Tilbagetreekningsalder fra Arbejdsmarkedet [Retirement Ages], January 2020, Copenhagen, Insurance & Pension in
Denmark, 2020) or from 63.7 to 66.9 years (Svar pé Finansudvalgets spergsmal nr. 369 (Alm. del) af 18. september 2020 stillet efter
onske fra Rune Lund (EL) https://www.ft.dk/samling/20191/almdel/fiu/spm/369/svar/1726643/2302771/index.htm). Better health and
higher qualifications are other factors contributing to later retirement.
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before the next rise in the pensionable age. Similarly, the aim for the VERP is to limit the
maximum duration to three years while giving people a 12-year notice.

The disability pension (fortidspension) is for people with a permanent loss of a major part of
their working capacity. The disability pension is somewhat higher for single claimants than
for those who are married or cohabiting.

The senior pension (seniorpension) is for people with less than six years to the pensionable
age in the public pension, a capacity of a maximum of 15 weekly working hours in their latest
job, and a previous work record of full-time employment of 20-25 years.®” The level of the
senior pension is the same as that of the disability pension.

The self-employed and workers in non-standard jobs receive a public pension on the same
conditions as everybody else. People in non-standard jobs pay the same ATP contributions as
people in standard jobs. Self-employed people can make voluntary contributions to the ATP
scheme, but very few do. There are only very few occupational pension schemes covering
groups of the self-employed (primarily professionals such as doctors and lawyers) and none
for people in jobs not covered by collective agreements.

2 REFORM TRENDS

Since 2017 the focus of pension policy has been on an ageing population, nudging older
workers to stay in the labour market and work past pensionable age, while securing
alternatives for those who cannot work till the pensionable age, and promoting savings in
occupational schemes.

Two widely acknowledged issues in pension provision — the ‘savings disincentive’ and the
‘coverage residual’ problem — result from the interaction between the public and
supplementary pension schemes. The savings disincentive problem means that low-to-middle
income workers, covered by occupational pensions, reap little to no benefit from the savings
they accumulate during their last decade in the labour market because the extra
supplementary pension entitlements accruing result in a reduction of the pension income-
tested part of the universal national old-age pension.

A pension reform aimed at reducing savings disincentives for workers in later life and
postponing retirement and prolonging working lives was agreed in June 2017 and
subsequently implemented. The reform raised the annual maximum contribution that people
with less than 5 years until the pensionable age can pay into old-age savings (aldersopsparing)
without leading to a reduction in the pension income-tested part of the national pension.®® An
extra tax credit for pension contributions was also introduced in 2018.%

%7 The senior pension replaced the senior disability pension (seniorfortidspension) on 1 January 2020. The senior disability
pension was a fast-track disability pension for persons who lost their ability to work less than five years before reaching the
pensionable age.

% For details see Kvist, J., ‘Denmark: Reform aimed at raising the effective retirement age and removing disincentives to
private retirement savings’, ESPN Flash Report 2017/48, European Social Policy Network (ESPN), Brussels, European
Commission, 2017.

9 See “Aftale om lavere skat pa arbejdsindkomst og sterre fradrag for pensionsindbetalinger” (February 2018)
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The coverage problem refers to the fact that the 20-25 % of the working-age population
without occupational pension coverage tend to make insufficient alternative pension savings.
In 2018-2019, a broad coalition of political parties agreed to start a subsidised saving scheme
for social security claimants. Launched in January 2020, the purpose of the OP for social
security claimants is to ensure that people temporarily or permanently outside employment
build a supplementary pension. Fully implemented in 2030, the scheme will have a
contribution rate of 3.3 % of the social security benefit. In 2029, parliament will decide
whether the contribution rate should be increased further (in comparison, contributions to
occupational pension amount to 12-18 % of gross wages). The OP covers unemployment
benefit, sickness benefit, social assistance, disability pension, VERP, holiday pay,
rehabilitation benefit, study grant (Statens Voksenuddannelsesstotte, SVU), and more. The
contribution becomes a part of the ATP life-long pension that is paid out at retirement. The
benefit cannot be paid out earlier.

The 2017 pension reform tightened the residence criteria for the public pension, the
supplementary benefit for pensioners, and the disability pension (2018, PAR). Other
measures have been taken to increase older people’s incentives to continue working. The
2017 reform meant that the earliest date at which people can begin to draw on tax-subsidised
retirement savings was reduced from five to three years before the pensionable age to the
public pension (Kvist, 2017). In November 2018, the government and the Danish People’s
Party agreed on a 2019 budget that increased pensioners’ disposable income and improved
their incentive to work after reaching the pensionable age. Hence, the basic amount of the
public pension was increased (beyond indexation) and the limits from when income from
work and occupational pensions results in a reduction of the public pension were increased.

Most recently, the issue of early retirement for workers who lose their full work capacity
before they reach retirement age, which many thought had been settled with the gradual
winding down of the VERP scheme decided in 2011, has re-entered the policy agenda. The
immediate cause was that the Danish Social Democratic Party in the run-up to the June 2019
election campaigned for a right for workers with many heavy-duty working years to claim an
early public pension for worn-out workers.”” But the widespread concern among manual
workers about whether they will be able to continue working until they reach the pensionable
age 1s linked to its rise from 65 to 67 from 2019 till 2022 and its link to life expectancy
thereafter. It has already been decided that the pensionable age, as an effect of the link, will
be raised to 68 years in 2030 and 69 years in 2035; and it is estimated to increase to 73 years
by 2060. The new pension commission is tasked with assessing perspectives for an adjusted
indexation of pensionable age after 2040.

On 2 May 2019, the former government (The Liberal Party of Denmark, The Conservative
People's Party and The Liberal Alliance), the Danish People’s Party and the Social Liberals
reached an agreement on a new senior pension to replace the senior disability pension (see
Section 1). The senior disability pension had failed to become the intended early retirement
pathway for older workers with a seriously reduced work capacity. As this failure was

70 Kvist, J., ‘Early Retirement for Worn-out Workers: A major election topic in Denmark’, ESPN Flash Report 2019/23,
European Social Policy Network (ESPN), Brussels, European Commission, 2019a.
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deemed to have been caused by the different approach of the municipalities in granting the
pension to qualifying claimants, the new senior pension will not be awarded by the
municipalities (even though they have to finance a major part of it), but by a new agency
(Seniorpensionsenheden).”" The new senior pension came into effect on 1 January 2020, and
the new agency took over its administration on 1 January 2021.

A new pension for workers who entered the labour market at an early age was finalised and
adopted in late 2020; it will be described in detail in the next edition of the PAR.

3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

The Danish pension system scores well on poverty protection but less so on income
maintenance. The aggregate replacement ratio was 48 % in 2019, up 7 percentage points
(p.p.) since 2008.7> The emphasis of the universal public pension is on poverty protection
whereas income maintenance is to be fulfilled by the occupational pension schemes, many of
which were established around 1990, but which do not cover the self-employed and people in
jobs not covered by collective agreements. The latter groups can compensate through
individual private savings which also act as a vehicle of insurance for other groups.

Low-income groups receive substantially more in public pensions and tend to have better
replacement rates than high-income groups. This is a result of the income-testing of old-age
pensions: the flat-rate part of the public pension (the basic amount) is only reduced for
income from work income above a significant amount, while the income-tested part (the
pension supplement and the supplementary benefit) is reduced for all kinds of taxable income
above certain amounts and can only be claimed by people with modest or no income besides
the public pension.

When judged by the poverty-protection measures of adequacy, the performance of the Danish
pension system appears more impressive. Thus, it manages to achieve poverty levels that are
low by EU”’ standards and these have even tended to reduce since the onset of the crisis in
2008. The at-risk-of-poverty-or-social-exclusion (AROPE) rate for people aged 65 or over
was 10.0 % in 2019, down 8.6 p.p. from 2008. The at-risk-of-poverty (AROP) rate for people
aged 65 or over was 9 % in 2018, down 9.1 p.p. from 2008 and significantly lower than the
working-age AROP rate.”* However, these fluctuations are more likely to have been caused
by changes in median incomes than in pensions. The severe material deprivation rate was
1.3 % in 2019, up 0.4 p.p. from 2008. The AROPE rate for women was 10.5 % compared
with 9.4 % for men. When looking at the situation of people aged 75 or over, the poverty risk
in old age becomes more pronounced but still remains below EU levels. In 2019, the AROPE

I Politically, the agreement was a response, two weeks before the parliamentary election in June, to the promise of the

Social Democrats to introduce a right to early retirement for worn-out workers. The Social Democrats joined the agreement
later in December 2019.

72 See Section 5 ‘Background statistics’. Unless otherwise stated, this is the source of statistics referred to in the remainder of
the report.

73 EU and EU-27 refer to the current 27 Member States of the European Union.

74 In comparison, the AROP rate for people aged 18-64 years was 14.5 in 2018 (Eurostat, At-risk-of-poverty rate by poverty
threshold, age and sex, 2020 (ilc_1i02).
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rate was 15.3 % for people aged 75 or over, the AROP rate was 14.5 %, and 0.9 % reported
that they suffered from severe material deprivation. The AROPE rate (for those aged 75 or
over) in Denmark is 15.9 % for women and 14.6 % for men.

The above figures are not used in domestic debates. The social partners, the ministries, and
poverty experts all use the 50 % median income rather than the 60 % level used by the EU.
There are two reasons for this. First, the 50 % level has been chosen on the basis of the
relatively equal income distribution and is supported by analyses of poverty based on the
budget method. Second, it must be taken into consideration that older people in Denmark
have access to free universal healthcare as well as the most all-encompassing free home help
in the world. These non-monetary benefits that older people are eligible for are not taken into
account in the EU indicator. The effective purchasing power of pensioners is also raised by
age-related tax rebates (e.g. on owner-occupied housing) and discounts on medication,
transport, admissions and radio/TV. The fact that, unlike the Danish income figures, Eurostat
data do not include imputed rent also affects the AROP rate among older people. The public
pension contributes to only 1 % of pensioners being at risk of poverty at the 50 % level of the
median income compared with 60 % of the general population.

There is little severe material deprivation among older people. In 2019, 1.3 % of people aged
65 or above reported they were materially deprived, up 0.1 p.p. since 2008. This was one-
fifth of the level in the EU. Similarly, the rate of the people with material or social
deprivation was 3.0 % in 2019, up 0.3 p.p. since 2014. This was one-fourth of the level in the
EU.

Although the gender gap in pensions decreased by 10.4 p.p. from 2008 to 2019 it was still at
7.7 %. Though this is one of the smallest gaps in EU, it helps explain why older women are
more often overburdened by housing costs than men.

With a life expectancy of 19.4 years at age 65 and an average retirement age of 65.4, the
pension payment duration was 18.9 years in 2019. Indexation of pension ages with longevity
is gender-neutral, but at 65 women’s life expectancy is 20.7 and men’s 18.0. As mentioned,
the welfare reform of 2006 introduced indexation of pension ages with life expectancy
increases, aiming at a pension duration of 14.5 years on average in the longer term — though,
so far, averages are far away from this goal. The increase in life expectancy by 1.2 years from
2008 to 2019 contributes to an increase of about one year in the long-term pensionable age
target. Since life expectancy is rising thanks to better medicines and treatment of people of
advanced age it cannot be assumed that the work capacity of people in their late 60s and early
70s will rise to an extent that would enable a similar increase in the duration of working
life”.

Pension benefits are not taken into account when determining the eligibility for long-term
care (LTC) benefits. Indeed, people aged 65 or over get the same in pension income
regardless of their LTC status. The pension may be used for whatever purpose the claimant
finds fit, including paying rent if living in a home for older people or for certain home care
benefits such as meals on wheels.

73 According to projections of the Ministry of Finance, a 1-year increase in the pensionable age is estimated to lead to a 0.4
year increase in the average effective retirement age.
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3.2 Future adequacy

The theoretical replacement rates (TRRs) in Denmark are projected to increase by 2059
compared with 2019 for workers in all income groups (by 7.9 p.p. net for average earners in
the base case). The future replacement rate from occupational pensions (27.8 % gross) is the
highest in the EU.

The Danish response to challenges to adequacy from an ageing population has not been a
reduction of benefit amounts but rather an increase in the activity and employment rates of
older workers, leading to a sharp increase in the effective retirement age. In turn, this
objective has been sought through a variety of measures, as described in Section 2. Beyond
key measures such as sharply restricted access to early retirement and the indexation of
pensionable age to longevity (from 2006 and 2011) the possibilities for combining earned
income with a public pension have also been markedly eased.

These measures have also been applauded internationally. Since the retirement reform in
2011 (Tilbagetreekningsaftalen 2011), Denmark has not received any further Country
Specific Recommendations from the European Council to take action in the pension area.
Following policy reforms and a 13.2 p.p. increase in the employment rate of older workers to
69.2 %, the emphasis on increasing the labour supply of older people through pension
reforms in international policy advice has eased.”®

In recent years disposable income has increased faster for older people than for the general
population. This is mainly due to the maturation of occupational pension schemes, and a
growing number of people continuing to work beyond the pensionable age and either
postponing their pension claim or combining a public pension with some work income.

In the very long term, the OP scheme will help reduce inequalities in the labour market being
fully projected into old age.

3.3 Challenges for future adequacy

Meanwhile, the economic benefits of a continuing rise in the pensionable age and as a result
— presumably — in the effective retirement age have become a permanent fixture of the mid-
to long-term fiscal planning of governments. Present forecasts of the fiscal room for
manoeuvre in public budgets are predicated on such a continual rise in the average age at
which people stop working, and are therefore rather vulnerable should this fail to occur.”’

Similarly, revenues from the taxing of interest earned and benefits paid by occupational and
personal pension schemes constitute an important part of the means which governments
expect to have available for public pensions and care for older people. The adequacy of
public provision for pensioners is therefore also sensitive to the duration of a low interest rate
environment.

76 Indeed, Denmark is one of the only two countries (Netherlands is the other) in the world that receive an A grade in the

global index of the quality of national pension systems (Mercer Melbourne Pension Index 2019, Melbourne, Mercer, 2019).
77 Finansministeriet, Teknisk Briefing om Pensionsalder [Technical Briefing about Pensionable Age], February 2019,
Ministry of Finance, Copenhagen, 2019.

53



While the potential pension income of blue-collar workers will continue to get a lift from the
maturation of their occupational schemes over the next two decades, the effect on income
replacement may be undermined by the way a growing number of workers could be affected
by the continual rise in the pensionable age.

Thus, the increases in pensionable ages resulting from their linking to longevity could
increase future inequalities, as manual workers are less likely to be able to extend their
effective retirement age than white-collar office workers.

Manual workers on average retire earlier than others’® and with the demise of the VERP
some could end up in a situation where they would have to take out their occupational
pension savings prematurely to cover the gap between their effective exit age and the
increasing pensionable age.

The government aims to address the situation of manual workers by introducing new
pathways to retire before the pensionable age, such as the senior pension (see Section 1) and
the early retirement pension. The government estimates that the majority of those entitled to
the early retirement pension will be workers in manual jobs. Furthermore, the government
has set up a commission to carry out a review of the Danish pension system by spring 2022.

The stricter formula for calculating the public pensions, see Section 2, will result in lower
pensions for the increasing number of pensioners who have spent large parts of their
working-age life outside of the EU. Hence, future pension adequacy for immigrants and
asylum-seekers will no longer be provided through the public pension system. Instead, it will
be secured by topping up reduced public pensions with social assistance and other minimum
income benefits (supplement til brokpension).

3.4 Solidarity mechanisms

In general, public pensions play an important role both in securing a basic means of
subsistence and in redistributing income. The non-contributory national old-age pension
secures a basic income for everybody irrespective of gender, health and labour market career.
The only exception is people who have lived a considerable part of their life abroad
(primarily third-country immigrants/asylum-seekers).

Because half of the public pension is income-tested with other pension income there is a high
degree of income redistribution from people with occupational and personal pension savings
to people without. Presently, this redistribution capacity is reflected by a relatively even
income distribution within the retired group.

The self-employed and workers in non-standard jobs receive a public pension on the same
conditions as everybody else. However, they are rarely covered by occupational pension
schemes. Hence, around 643,000 people are in the so-called residual group (restgruppen) that

8 See e.g. OECD (2017), Preventing Ageing Unequally, OECD Publishing, Paris, https://doi.org/10.1787/9789264279087-
en.
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save insufficiently for their old age, defined in relative terms as saving less than 6 % of

income.”’

The relatively high public pensions help explain the low rates of older people at risk of
poverty compared with other segments of the population. Public pensions also secure income
maintenance for low-income groups. As described in the previous section, public pensions
mean that people in the lowest income deciles have a higher replacement rate at retirement
than people in middle- and high-income deciles.

In terms of solidarity across generations, the pay-as-you-go public pension rests on an
implicit intergenerational contract. Today’s retirees are supported by the current generation of
working-age people. The contract rests on two assumptions: that those of working age work,
and that those of childbearing age reproduce themselves. As the baby boom generations born
between 1945 and 1965 have failed to fully reproduce themselves, Denmark along with other
European countries is facing the challenge of an ageing population where fewer people of
working age will have to support a growing number of older people.

As described, the Danish answer to the challenges of an ageing population has been to index
the pensionable age to increases in life expectancy. However, the target pension duration of
14.5 years combined with the late implementation of the link (agreed in 2006 but
implemented only from 2019), and the fact that life expectancy has risen much faster than
expected, means that the pensionable age will increase faster than originally estimated. The
result is that young people must work markedly longer and receive pensions for a shorter
period than current pensioners, both in absolute and relative terms. Based on government
forecasts for the rise in the pensionable age, the following illustration looks at men aged 25,
45 and 65 today, who all start working at age 25 and retire at the pensionable age. On
average, someone aged 65 can look forward to 16 years of pension after 40.5 years of work.
Someone aged 45 can expect to receive a pension for 15 years after 45 years of work.
However, someone aged 25 can merely look forward to 14.5 years of pension after 48.5 years
of work: they must work eight years longer than someone aged 65 to receive a pension for
two fewer years.’

In terms of gender solidarity, the indexation of the pensionable age favours women since the
mechanism does not take into account gender differences in life expectancy. Because women
on average live longer than men, they will get more pension years. Women aged 65 today can
on average expect 19 years on a pension compared with 16 years for men of the same age.

However, among women there are also considerable gaps in pension generosity between
generations. A woman aged 25 can look forward to three years fewer on a pension despite
spending a good part of the 48.5 years between ages 25 and 73.5 in the labour market,
compared with 40.5 years for those presently reaching the age of 65 years.

As occupational pension schemes mature and their overall role in the pension package
increases, gender inequalities in the labour market will be increasingly reflected in pension

7 Finansministeriet, Det Danske Pensionssystem nu Og i Fremtiden [The Danish Pension System Today and in the Future],
June 2017, Ministry of Finance, Copenhagen, 2017.

80 Kvist, J., ‘Otium. Unge trakker nitten i spillet om pension’ [Youth lose out in the pension game], Politiken, 14 April,
Copenhagen, 2019b.
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income and coverage. For women coverage is improving. This has helped lower the gender
gap in pension income by 10.9 p.p. since 2010 — or twice that of the EU, at 5.6 p.p. In 2019
the gender gap amounted to 7.7 % in Denmark compared with 29.5 % in the EU. There was
also a decrease of 0.7 p.p. in the gender gap in non-coverage rate.

The challenges going forward are related to maintaining a flexible labour market and working
conditions adapted to the needs of older workers. This involves addressing retirement options
for those people who won’t be able to work until they reach the increased pension age. This
assessment is supported by the senior think thank (Seniortenketanken), which advised the
government in 2019 on how to promote longer working lives. Questions about both the
intergenerational and intragenerational equity of the pension system are relevant for policy
makers to address with a view to the future (to some extent, these questions will also be
assessed by the pension commission).

4 OPPORTUNITIES TO ADDRESS CHALLENGES

When implementing the link between pension age and longevity, intergenerational equity
could be improved, for instance, by increasing the currently foreseen target pension duration
of 14.5 years, adjusting the ratio according to which longevity gains are converted into
pension age increases (currently 1:1), or slowing the tempo of implementation. The new
pension commission will assess this subject.

While the lack of supplementary pension saving for self-employed people and non-standard
workers was partially addressed in 2017, it is widely acknowledged that more could be done
(e.g. by making a certain level of supplementary pension savings compulsory or introducing
mandatory membership of occupational pension schemes).
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5 BACKGROUND STATISTICS

5.1. Relative income 2019 Change 2008-2019
Total Men  Women Total Men Women
Relative median income ratio (65+) 0.77 0.77 0.76 0.07 0.05 0.06
Income quintile share ratio (S80/S20), 65+ 3.46 4.09 2.95 0.55 0.83 0.3
Relative income quintile share ratio (S80/S20), 65+ - 0-64 -0.73  -0.12 -1.23
Aggregate Replacement Ratio (ARR) % 48 44 51 7 6 7
5.2. Poverty and material deprivation 2019 Change 2008-2019
Total Men  Women Total Men Women
At-risk-of-poverty or social exclusion (AROPE), 65+ (%) 10 9.4 10.5 -8.6 -7.8 9.1
At-risk-of-poverty rate (AROP), 65+ (%) 9 8.1 9.7 9.1 -8.9 -9.2
Severe material deprivation (SMD), 65+ (%) 1.3 1.5 1.1 0.4 0.7 0.1
At-risk-of-poverty or social exclusion (AROPE), 75+ (%) 15.3 14.6 15.9 -7.9 -11.9 -5.2
At-risk-of-poverty rate (AROP), 75+ (%) 14.5 14 15 -8.2 -11.9 -5.7
Severe material deprivation (SMD), 75+ (%) 0.9 0.6 1.2 0.4 0 0.7
Relative median at-risk-of-poverty gap, 65+ (%) 8.1 8.8 6.9 0.2 1.3 -1.2
At-risk-of-poverty rate (AROP), 65+: 50 % threshold (%) 1.9 2.2 1.7 -1.1 -0.1 -1.9
At-risk-of-poverty rate (AROP), 65+: 70 % threshold (%) 27 26.3 27.7 -12.7 -11.4 -13.5
Material and social deprivation, age 65+ () 3 3.1 2.9 0.3 0 0.5
5.3. Gender difference 2019 Change 2008-2019
Gender gap in pension income (65-79) (%) @ 7.7 -10.4
Gender gap in non-coverage rate (W-M in p.p.) (65-79) -0.5 -0.7
5.4. Housing and health situation 2019 Change 2008-2019
Total Men  Women Total Men Women
Housing cost overburden rate, 65+ (%) 19.8 16.7 22.6 -1.1 0 -1.6
Self-reported unmet need for medical exam 65+ (%) 4.6 5 4.2 3.7 4 34
Healthy life years at age 65 (years) 11.3 10.7 11.8 -0.9 -1.3 -0.6
Life expectancy at age 65 194 18 20.7 1.2 1.4 1.2
5.5 Sustainability and context 2019 Change 2008-2019
Total Men  Women Total Men Women
Employment rate, age group 55-64 (%) 71.3 75.8 66.9 15.3 13 17.7
Pension expenditure as % of GDP (ESSPROS) & 12.2 1
Retirement duration from first pension (years) 17.4 159 19.2 0.2 0.2 0.2
Retirement duration from end employment (years) 19.9 18.0 214
Eurostat and AWG projections 2019 2059
Old-age dependency ratio (20-64) (%) 33.7 30.8 36.8 50.5 46.9 54.1
Economic old-age dependency ratio (20-64) (%) © 39.9 33.1 47.6 53.9
Gross public pensions as % of GDP® 9.3 7.3
Benefit ratio (%) 42.8 36.2
Coverage ratio (% of pop aged 65+)©) 113.8 79.7
Gross pension ratio high / low earner 1.2 1.2 1.3 1.3

@ change since 2014, not 2008

? data refer to 2010, not 2008
PESPROSS data refer to 2018

“ Change is since 2016, not 2010
) 2060 instead of 2059
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5.6 Theoretical Replacement Rates Net (%) Gross (%)
2019 2059 2019 2059

Men  Women Men Women | Men  Women Men Women
Average earning (100%)
Base case: 40 years up to the SPA 65.3 65.3 73.2 73.2 63.6 63.6 71.9 71.9
Increased SPA: from age 25 to SPA 65.3 65.3 77.5 77.5 63.6 63.6 76.4 76.4
AWG career length case 65.9 20.7 335 313 64.2 16.5 30.3 279
Old base case: 40 years up to age 65 65.3 65.3 26.2 26.2 63.6 63.6 22.6 22.6
Longer career: 42 years to SPA 74.3 74.3 73.1 73.1
Shorter career: 38 years to SPA 72.1 72.1 70.8 70.8
Deferred exit: 42 years to SPA +2 81.3 81.3 80.4 80.4
Earlier exit: 38 years to SPA -2 299 299 26.4 26.4
Career break — unemployment: 3 years 65.8 65.8 72.1 72.1 64.2 64.2 70.7 70.7
Career break due to child care: 3 years 65.8 65.8 72.3 72.3 64.2 64.2 71.0 71.0
Career break care to family dependant: 3 years 62.5 62.5 71.3 71.3 60.6 60.6 69.9 69.9
Short career (20 year career) 54.8 54.8 60.8 60.8 52.5 52.5 58.9 58.9
Work 35y, disabled 5 years prior to SPA 70.0 70.0 68.5 68.5
Early entry in the LM: from age 20 to SPA 80.0 80.0 79.1 79.1
Index: 10 years after retirement @ SPA 69.9 69.9 68.4 68.4
Extended part-time period for childcare 70.9 70.9 69.5 69.5
Survivor — full career
Survivor — short career
Survivor ratio 1*
Survivor ratio 2*
Low earnings (66%)
Base case: 40 years up to the SPA 87.0 87.0 96.8 96.8 87.6 87.6 98.3 98.3
AWG career length case 87.9 22.3 34.6 324 88.5 16.5 30.3 279
Old base case: 40 years up to age 65 87.0 87.0 27.5 27.5 87.6 87.6 22.6 22.6
Career break — unemployment: 3 years 87.8 87.8 95.7 95.7 88.5 88.5 97.1 97.1
Career break due to child care: 3 years 87.8 87.8 96.0 96.0 88.5 88.5 97.3 97.3
Short career (20 year career) 75.6 75.6 81.8 81.8 75.1 75.1 81.8 81.8
Early entry in the LM: from age 20 to SPA 115.5 115.5 118.7 118.7
High earnings (100->200%)
Base case: 40 years up to the SPA 41.7 41.7 47.2 47.2 36.3 36.3 41.8 41.8

*Survivor ratio 1: man base case, woman base case

*Survivor ratio 2: man base case, woman short career case
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GERMANY

Highlights

e In Germany, pensions from the statutory pension insurance (SPI) scheme are the most
important component of old-age provision. As pension benefits depend above all on the
sum of paid contributions, the interpersonal redistributive effects of the SPI are limited.
The high labour market participation and the higher level of statutory pension benefits in
the past still help reduce the at-risk-of-poverty-or-social-exclusion (AROPE) rate. The
AROPE figure for the population aged 65 and over slightly increased after 2015 and
stood at 18.7 % in 2019, which was slightly higher than the EU®! average of 18.5 %.

e In line with the social character of the SPI, however, periods covered by contributions
are not the only ones taken into account. Periods in which insured people could not pay
contributions (e.g. periods of illness, unemployment, initial childraising or providing
unpaid care to a close or related person) may also count towards the pension.

e As a result of pension reforms since 2001, the annual increase in SPI pension benefits
remains behind wage growth, and therefore occupational or personal pensions are
becoming a relatively more important element of pensioners’ overall income.
Continuous reform efforts are aimed at further increasing coverage of occupational and
personal old-age provisions.

e In recent legislative periods, the focus was on performance improvements in the SPI for
selected, particularly vulnerable, groups such as people with reduced earnings capacity,
and a higher coverage for occupational pension schemes. Most notably, the 2019 Act on
Benefit Improvements and Stabilisation in the Statutory Pension Insurance
(‘Rentenpakt’) brought improvements.

e In spring 2020, the Pension Commission on a ‘Reliable Intergenerational Contract’
(Rentenkommission ‘Verldsslicher Generationenvertrag’), appointed by the federal
government, presented its suggestions for the long-term design of the old-age pension
system in Germany. Its recommendations are a valuable aid for future decisions and will
be incorporated into the federal government’s considerations of how to ensure the
financing of the statutory pension insurance system in the long term.

81 EU and EU-27 refer to the current 27 Member States of the European Union.
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1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

Pensions in Germany stem from different sources and are often organised according to
occupational status. The German pension system consists of the following pension schemes.

e Statutory pension schemes

o The statutory old-age provision in Germany consists of a number of statutory
pension schemes. The most important is the SPI, which provides compulsory
cover for (almost) all employees and for certain categories of self-employed
people. Other old-age provision schemes exist for the liberal professions and
for farmers.

o There is a separate scheme for civil servants as part of their service
regulations.® It is older than the SPI and originates in the traditional principles
of ‘alimentation’, lifetime employment and the duty of loyalty for civil
servants based on the German Basic Law (Grundgesetz); in particular, it
entails the notion that the public employer must provide life-long subsistence
to the civil servant. Its rules are set at federal and land level. Federal civil
servants, civil servants of the Lander and officials of their local communities
are covered under different civil service pension rules (Beamtenversorgung
and Altersgeld). Similar to the SPI scheme, benefits replace the remuneration
earned at a certain rate. Unlike the SPI, it contains a minimum pension which
comes into place mainly in the case of invalidity, but not when a civil servant
quits the job. Thus, SPI corresponds with the principle of providing adequate
life-long subsistence.

e Supplementary pension schemes
o A large number of very diverse occupational pension schemes.

o Voluntary personal arrangements for old-age provision (personal pension
schemes).

As part of the German minimum-income benefit system, the ‘basic social assistance in old
age and in the event of reduced earning capacity’ scheme (Grundsicherung im Alter und bei
Erwerbsminderung) of Social Code Book XII also guarantees a needs-based pension
supplement in old age. This is according to the fundamental right to a guaranteed subsistence
minimum in line with human dignity from Article 1.1 of the German Grundgesetz. There also
exist allowance schemes, in particular for beneficiaries of supplementary pension schemes or
the newly introduced basic SPI pension.

The SPI provides cover for employees with few exceptions®® as well as for other groups,
including recipients of income-replacement benefits (sickness benefit, injury benefit,

82 For a full description of the federal scheme see: Bundesministerium des Innern, fiir Bau und Heimat (ed.), Siebter
Versorgungsbericht der Bundesregierung, Berlin, 2020. www.bmi.bund.de

8 Employees with a marginal employment (i.e. with a monthly income of EUR 450 or lower, or with a maximum of three
months or 70 workdays per calendar year — so-called mini-jobs) are generally covered by the SPI but have the option to opt
out of compulsory insurance.
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unemployment benefit) and carers (for periods in which unpaid home care is provided, e.g. to
a relative®®). The SPI provides not only old-age pensions, but also reduced-earnings-capacity
pensions and surviving dependants’ pensions (widows/widowers and orphans).

The SPI is pay-as-you-go (PAYG) financed with a small reserve fund. The SPI is financed by
earnings-related social insurance contributions and from general tax revenue. In 2019,
insured employees and their employers contributed 9.3 % of each employee’s gross wage to
the SPI. In 2018 tax-funded government subsidies accounted for about 23.9 % of the total
receipts.®’

The individual SPI pension level depends on how long contributions were paid and on the
level of the insured income. For each contribution year, the insured income is converted into
‘earnings points’ (EPs). A person receives one EP if their individual gross salary is equal to
the average earnings of all insured people. When calculating pensions, the sum of the pension
points earned over a person’s working life is multiplied by the ‘pension-type factor’ (e.g. 1.0
for old-age pensions or 0.55 for a widow(er)’s pension) and the ‘current pension value’
(Aktueller Rentenwert — AR; in 2020 EUR 34.19 for west Germany and EUR 33.23 for east
Germany). The AR applies to newly retired as well as already retired pensioners, and is
adjusted on 1 July of each year on the basis of a calculation model that mainly refers to gross
salary growth. Gross pensions are subject to income tax, but there are tax allowances;
pensioners also pay contributions towards health and long-term care insurance.

Occupational pension schemes are in general voluntary for both employers and employees in
the private sector. In the public service sector, employers and employees are obliged, on the
basis of collective agreements, to pay contributions to their occupational pension scheme
(Zusatzversorgung des offentlichen Dienstes). The design of schemes in the private sector
varies widely. Some collective agreements provide a binding framework for occupational
pension schemes, but there are considerable differences between the various collective
agreements and sectors. Occupational pensions may be financed solely by employers, solely
by employees, or by both. They are mostly defined-benefit schemes.

The supplementary pension scheme involves a wide variety of additional voluntary capital-
funded personal arrangements for old-age provision. There are tax advantages or direct
subsidies for certified private pension products if eligibility criteria are met. The direct
subsidies are attractive for low-income earners and for employees with children, whereas tax
exemptions are aimed at high-income earners.

Regarding the statutory pension schemes, figures from 20198 indicate that 90 % of the
population aged 65 and older received an SPI pension (including survivor’s pensions). 88 %
(west Germany) and 98 % (east Germany) of pensioners received benefits from this system.®’

8 The contribution depends on the care grade of the caretaking person. It is also paid in case of part-time workers or for
recipients of a partial pension, and is supplementary to the own contributions (by employment). Formal care may also be
given by unpaid carers, and is not only a right or duty of professional carers.

85 Deutsche Rentenversicherung Bund (ed.), Rentenversicherung in Zahlen 2019, Berlin, Deutsche Rentenversicherung
Bund, 2019, p. 9.

86 Update ASID 2019 (source: Alterssicherungsbericht 2020, Table BC.1).

8Bundesregierung, Unterrichtung durch die Bundesregierung. Ergiinzender Bericht der Bundesregierung zum
Rentenversicherungsbericht 2016 (Alterssicherungsbericht 2016) und Gutachten des Sozialbeirats zum
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The differences between the two parts of the country are mainly due to the low percentage of
civil servants (Beamte) in the public sector in the new Lander. Pensions from supplementary
pension schemes were received by 29 % (32 % west Germany and 13 % east Germany).
Accordingly, the individual old-age provision systems have a different weight in the overall
performance volume of old-age provision. In addition, in 2019 the total income of older
people consisted of SPI pensions (73 %), civil servants’ pensions (15 %) and occupational
pensions (10 %).

The standard pensionable age in Germany is gradually being raised from 65 to 67 years
between 2012 and 2031. It was 65 years and 8 months in 2019, will be 65 years and 10
months in 2021, and so on. From 2024 onwards, the standard pensionable age will be
increased by two months per year. People can claim their pensions ahead of schedule under
certain conditions, which are adjusted just as the standard pensionable age is. After 2031,
people with an exceptionally long insurance period of at least 45 years can claim a pension
upon reaching age 65 without deductions (pensions for people with exceptionally long-term
insurance periods: Rente fiir besonders langjihrig Versicherte). The pensions for those with
long insurance periods (Rente fiir langjihrig Versicherte) can be claimed if a 35-year
qualifying period is completed upon reaching age 63, but will be reduced by 0.3 % for every
month the pension is claimed before reaching the standard pensionable age of 67. As a
consequence of the rise in pensionable age, Germany benefited from a substantial decrease in

the duration of retirement.®®

When people reach the standard pensionable age and draw a regular old-age pension, they
can earn unlimited additional income from work or any other source, without suffering any
repercussions on the amount of their statutory pension. However, when an old-age pension is
claimed before reaching the statutory pensionable age (i.e. early retirement), the person can
only earn up to EUR 6300 a year on top of the SPI pension; otherwise, the SPI pension is
reduced. This is based on a pension principle: people who are able to work should not retire
early. Employees who continue working after reaching the standard pensionable age will
benefit from a pension accrual of 0.5 % for each month of postponement.

Due to the COVID-19 pandemic, the annual supplementary earnings limit for early
retirement pensions has been raised temporarily for 2020 and 2021. It allows an average
earner with two annual special payments to earn additional income without reductions in the
early retirement pension. This is intended to make it easier for people who want to help out in
the current situation to continue working or resume employment after retirement.

Reduced-earning-capacity pensions can be claimed at any age. A condition for this is that the
person can no longer work (i.e. less than six hours a day — partial reduced earning capacity;
less than three hours a day — full reduced earning capacity).

Whereas the SPI covers all forms of dependent employment (standard or non-standard work)
with the exception of people in marginal employment and civil servants, it covers only some

Rentenversicherungsbericht 2016 und zum Alterssicherungsbericht 2016, Bundestags-Drucksache 18/10571, Berlin,
Deutscher Bundestag, 2016, p. 62.
88 Pension Adequacy Report 2021, Vol 1, Chapter 1.
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groups of self-employed people, whereas others have their own statutory pension schemes.®
It can be assumed that more than 3 million self-employed people are not covered by any
statutory pension scheme and depend solely on voluntary personal arrangements for old-age

provision.*

2  REFORM TRENDS

A series of recent reforms have addressed the problem of a steady increase in the number of
older people requiring ‘basic social assistance in old age and in the event of reduced earning
capacity’ under the Social Code Book XII. Particularly noteworthy are the Act on Benefit
Improvements and  Stabilisation of the Statutory Pension Insurance (RV-
Leistungsverbesserungs- und —Stabilisierungsgesetz, 1 January 2019), the Act on
Strengthening Occupational Pensions (Betriebsrentenstirkungsgesetz, 1 January 2018) and
the Basic SPI Pension Act (Grundrentengesetz, 1 January 2021).

The main measures of the Act on Benefit Improvements and Stabilisation of the Statutory
Pension Insurance are as follows.

e For the net pension level before taxation®' a lower limit of 48 % was introduced,
along with an upper limit of 20 % on the contribution rate. This so-called ‘double
boundary’ is applicable until 2025. Additionally, until 2025 the lower limit for the SPI
contribution rate is set at 18.6 %. For the period after 2025, no commitment has yet
been made.

e For recipients of a reduced-earnings-capacity or survivor’s pension, in 2019 the non-
contributory supplementary period was extended to the age of 65 years and 8 months.
Since then, an increase has been applied in accordance with the increase in the
standard retirement age (65 years and 10 months in 2021, and a gradual increase to 67
years in 2031). This will lead to higher reduced-earnings-capacity pensions and is an
important contribution to reducing the risk of old-age poverty for newly retired
individuals, albeit only gradually. However, people who already receive a reduced-
earnings-capacity pension will not benefit from this regulation.

e The EPs for children born before 1992 are raised from 2.0 to 2.5, which means further
convergence towards the 3.0 EPs that mothers or fathers receive for children born
after 1992.

e In order to relieve more low-income earners from the burden of social security
contributions, the ‘transition zone’ (Ubergangsbereich), in which employees pay
reduced employee contributions, has been extended and now encompasses incomes
between EUR 450 and EUR 1300 per month.”? The reduced SPI contributions will not

8 Bicker, G., ESPN Thematic Report on Access to social protection of people working as self-employed or on non-standard
contracts: Germany, European Social Policy Network (ESPN), Brussels, European Commission, 2017.

%0 Fachinger, U., ‘Was wissen Selbstéindige iiber ihre Altersvorsorge? Groe Unsicherheit iiber Regelabsicherung und
individuelle Beteiligung an Alterssicherungssystemen’. Deutsche Rentenversicherung 72/4, 2017, pp. 361-394.

%1 Ratio of the standard pension (with 45 EPs) to the average earnings of employees insured in the SPI, both reduced by the
average of social contributions for health and long-term care insurance.

92 These thresholds had been EUR 450 and EUR 850 respectively since they were last raised in 2012.
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lead to lower entitlements as the calculation of SPI pensions is earnings-related and
not based on the amount of contributions paid. The amount of an SPI pension depends
on the accumulated EPs, which are multiplied by the current pension value.

The aim of the Act on Strengthening Occupational Pensions is to enable defined-contribution
occupational schemes, which are negotiated as part of the collective bargaining process.
Unions and employers can agree on defined-contribution occupational pension schemes
without any warranty concerning minimum benefits or interest rates. The law is intended to
raise the coverage ratio of occupational pension schemes. The effect of the law on the take up
of occupational pensions remains to be seen as the implementation will take some more time.

The newly adopted Basic SPI Pension Act entered into force on 1 January 2021.%° It is aimed
at valuing the life performance of long-term contributors to the SPI system and strengthening
confidence in the SPI system as a whole. The main features of the new legislation are as
follows.

(1) Implementation of an individually calculated basic SPI pension supplement called
‘basic pension’ for individuals with at least 33 years of mandatory contributions
(stemming in particular from working periods, initial childcare periods and periods of
providing unpaid care to a close or related person), depending on contributions and
income. The supplement is granted only if the overall EP average during someone’s
working life is below certain limits. For the average and the calculation of the pension
supplement, only periods with an EP of at least 0.025 per month (corresponding to 30 %
of average earnings) are considered. In the end, the sum of the individual pension and the
supplement can amount to 0.8 EP (corresponding to 80 % of average earnings), if the
pensioner has a credited career of 35 years and more. Between 33 and 35 years the
benefits can reach between 0.4 and 0.8 EP.

(2) The basic SPI pension will be income-tested. For people who are married or living in
a registered partnership, the income of the partner will also be taken into account. If the
couple’s monthly taxable income is above EUR 1950, the basic SPI pension supplement
will be partly reduced. For a single person the SPI pension supplement will be partly
reduced if the relevant threshold income exceeds EUR 1250 per month. With a taxable
income over EUR 1600 for single people or EUR 2300 for couples, the excess amount
will fully reduce the supplement.

(3) At the same time, an allowance is being introduced for people with a high number of
credited periods and in receipt of a benefit under the ‘basic social assistance in old age
and in the event of reduced earning capacity’ scheme. For people with a minimum of 33
years of mandatory contributions to the SPI (or other compulsory old-age pension) the
allowance is EUR 100 per month and additionally 30 % of the SPI pension. The
allowance is subject to a cap of 50 % of the minimum subsistence level 1
(Regelbedarfsstufe 1), which is currently EUR 223 per month.

The new regulations mentioned above will lead to improvements for selected groups of
people, but do not constitute a break with the reform policy of 2001. Pension policy is still

93 Grundrentengesetz of 12 August 2020, published in the Federal Law Gazette (BGBL 1, p. 1879).
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aimed at building a sustainable and reliable provision for old age based on the three-pillar
model, with the SPI remaining the most important one.

Some of the recent reform measures run only to the end of 2024 and it is yet to be decided
what will happen thereafter. In 2018, the federal government set up the so-called Pension
Commission on a ‘Reliable Intergenerational Contract’ (Rentenkommission ‘Verldsslicher
Generationenvertrag’). The commission, which consisted of representatives from the worlds
of politics and academia and the social partners, was to develop recommendations for
securing the sustainability of the SPI and of the supplementary pension schemes from 2025
onwards. The report was finalised on 23 March 2020.°* In brief, the main recommendations
are as follows.

e For the following seven years:

o the net pension level before taxation to be set within a range between 44 %
and 49 %; and

o the contribution rate to be set within a range between 20 % and 24 %.

¢ Binding holding lines for the pension level and the contribution rate to be set every
seven years within the ranges given above, first for the period 2026-2032, then for the
period 2033-2039 and so on.

e The establishment of an ‘old-age-security-advisory-council’, which may also look in
2026 into the question of possible further adjustments of the future old-age
pensionable age as of the year 2031.

e A mandatory insurance scheme for self-employed people.

e System-compatible and equally effective application of the measures to the civil
servants’ pension scheme.

e Introduction of two statistical measures into the pension insurance report to provide
information on the adequacy of the pension system, since the net pension level before
taxation does not provide information about the actual pension level and pension
payments:

o the gap between the standard SPI pension and the average need®® of those
claiming social assistance in old age; and

o the sum of social security contributions (Gesamtsozialversicherungsbeitrag)
and expenses of a provident nature required by legislation.

e Strengthening of the supplementary system by:

o tax deductions of 4 % of the contribution ceiling for personal pensions; and

%4 Rentenkommission, ‘Verlésslicher Generationenvertrag’, Bericht der Kommission Verlisslicher Generationenvertrag.
Band I — Empfehlungen, Berlin, Bundesministerium fiir Arbeit und Soziales, 2020.

95 The need (covering primarily nutrition, personal hygiene, household equipment and personal needs of daily life; in Euro
terms) forms the basis for the calculation of social assistance in old age.
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o increasing and annually uprating public funding for employer-financed
occupational pensions for low-paid workers.

e Comprehensive pension information, covering all pillars.

e Introduction of a so-called gender check. This means a gender-specific impact
assessment when drafting pension legislation.

The commission has decided against a major reform or even moving away from the current
system. Instead, it has stuck to the course of reform that has been under way since 2001.
However, it has not recommended making the system stricter (e.g. by proposing a further
raising of the pensionable age). Instead, the system is to be reviewed and further developed
by recommendations from an ‘old-age-security-advisory-council’ (e.g. recommendations for
the binding holding lines for the pension level and the contribution rate). It remains to be seen
if and how the government will adopt the recommendations of the commission as the report
contains some dissenting opinions, especially regarding the pension level, the future standard
pensionable age and the expansion of occupational and personal pensions. The political
debate on the further development of the old-age pension system can be expected to continue,
as the German Trade Union Confederation (Deutscher Gewerkschaftsbund) °® has already
stated.

The current coalition agreement includes the intention to establish a service that should
provide citizens with information on individual entitlements to a pension regarding all
pension schemes. The service will provide individuals with better access to information on
old-age provision and thereby increase pension transparency, similar to national tracking
services in other European countries (e.g. Netherlands, Denmark). Based on a report that
confirmed the feasibility of such a service considering the large variety of pension suppliers
in Germany, the federal government adopted a legislation that passed the German Bundestag
and Bundesrat in December 2020. Immediately after that legislation comes into effect, the
development of the technical requirements will start. The first operative phase is supposed to
start 21 months later.

3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

The ratio of the median income of older people to the income level of the population aged 18-
64 decreased between 2008 and 2019 from 0.87 to 0.84 (men 0.89 to 0.84, women 0.87 to
0.83). In the period from 2008 to 2019, the S80:S20 income quintile ratio changed
significantly from year to year and the overall ratio increased from 4.04 (men 4.18, women
3.87) in 2008 to 4.64 (men 4.67, women 4.57) in 2019. The ratio of the median individual
gross pension of people aged 65-74 years to the median individual gross earnings of people
aged 50-59 years (ARR) remained stable at 0.44.

% Deutscher Gewerkschafisbund, Die Auseinandersetzung um starke Rente geht weiter! Stellungnahme, Berlin, Deutscher

Gewerkschaftsbund, 2020.
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The differences between men and women lead to a gender gap in pension income, which in
2019 stood at 36.1 % for the 65-79 age group, higher than the EU average of 29.5, but 7.2
percentage points (p.p.) lower than in 2010. The gender gap in pensions is mainly due to two
reasons. The first is the differences in the past pension law. Women were able to retire at
younger ages than men, meaning they had shorter credited periods and thus lower pensions.
Since the harmonisation of the pensionable age at 67, the pension gap has declined. The
second is the gender wage gap. On average, women earn considerably less than men — partly
because they are more often employed in low-paid occupations and more often work part
time or in marginal employment. These disadvantages are partially compensated for by the
recognition of initial childraising periods in the SPI. It must also be taken into consideration
that widows receive an additional widow’s pension, which depends on the husband’s former
income. However, because of the heterogeneity of the German pension system, an overview
of the situation for older people only partially reflects current adequacy. As the SPI is the
most important pension scheme, the figures mostly reflect the dependency of pension
entitlements on the duration of contribution payments and on individual earnings as well as
on the reduction of SPI pension levels. Another reason for the comparatively high gender gap
in pensions in Germany is the high pension coverage among women. The gender gap in
pension coverage is one of the lowest in the EU, at 1.3 % in 2019. The vesting period is
comparatively low: five years of contributions and periods of unpaid caregiving and initial
childcare are taken into account. To get a better understanding of current adequacy and its
future development, the other pension schemes have to be considered. On the one side for
civil servants, the calculation of pensions is based on similar principles to the SP1.°” In both
schemes the assessment basis is the remuneration earned and uprated on wages; thus, pension
payments do not depend on the stock market. On the other side, benefits differ in detail. For
example, civil service pensions are based on the last pensionable income before retirement.
For each pensionable year, the pension will be 1.79375 % of the pensionable remuneration up
to a maximum?® of 71.75 % after 40 years of service. However, the average pension rate is
lower: 65.9 % for all, 68.6 % for men and 59.88 % for women. Additionally, civil servants
are guaranteed a minimum pension (Mindestversorgung) of 35 % of the pensionable
remuneration. Civil servants are eligible for the minimum pension after a minimum of five
years of service, although in 2020 only 8.8 % of civil servants received a minimum pension.””

Since 2013, if civil servants leave the civil service at their own request before reaching their
retirement age, they are able to apply for an Altersgeld instead of the SPI. Its calculation and
payment are essentially based on the provisions of the civil service pension, with a 15 %
reduction. The Altersgeld increases the attractiveness of the public service and achieves
greater permeability between the public service and the commercial sector. The Altersgeld
may be better than SPI. This depends on the individual career histories.

Regarding poverty and social exclusion, almost all indicators for Germany worsened between
2008 and 2019. The AROPE rate for the population aged 65 and over was 18.7 % in 2019

7 At the beginning of 2019, around 1.69 million people were in receipt of a civil service pension, whereas 25.7 million
people were in receipt of SPI pensions.

%8 About a third of civil servants also receive a SPI pension; in those cases the maximum of 71.75 % applies, when adding up
both payments.

% For detailed numbers see Siebter Versorgungsbericht der Bundesregierung, p. 58.
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(men 16.6 %, women 20.8 %). It was thus slightly higher than the AROPE rate for the total
population aged 18 and over (2019: 17.9 %). For the older age group (aged 75 or over) this
rate was lower in 2019 (total 15.0 %, men 12.1 %, women 18.1 %). The rate increased by 1.7
p.p. among men from 2008 to 2019; among women, on the other hand, the AROPE rate
decreased slightly by 0.8 p.p. However, the AROPE rate in 2019 differed not only between
the two cohorts, but also between people with different citizenships. Whereas in 2019 the
AROPE rates for German citizens (18.7 %) and those of other EU countries (18.1 %) were
nearly the same as the overall rate of 18.7 % in Germany, the AROPE rate for non-EU
migrants was much higher at 31.8 %. Overall, these figures suggest that the younger cohorts
seem to be more affected by unemployment, labour market hybridisation and low-wage
employment.

Comparing these data with data for the EU reveals a lower level in 2008, but an increase in
the AROPE rate for Germany. For example, at EU level the AROPE rate for people aged 65
and over in 2019 was 18.5 % (men 15.5 %, women 20.9 %) with a decrease of 4.4 p.p.
overall (men 3.9, women 5.3) between 2008 and 2019. The material and social deprivation
rate of 3.7 % (men 3.0 %, women 4.4 %) was below the EU average and had decreased
continuously from 6.6 % in 2014.

Concerning the housing and health situation in Germany, the proportion of homeowners over
65 years of age is relatively low. In 2016, the share of owners in that age group stood at
56.6 % (men 60.7 %, women 52.9 %). In 2019 the housing cost overburden rate was 20.4 %,
with remarkable differences between the sexes (men 16.7 %, women 23.0 %). One reason for
the differences is that women’s income in old age is lower on average, especially for widows.
Furthermore, survivors tend to stay in the same apartment where the couple lived previously.
The result is an increase in the housing cost burden in general and in particular the housing
cost overburden. The rate was much higher than the average EU rate of 10.0 %, which has
remained more or less the same since 2008. By comparison, in Germany the rate of self-
reported unmet need for medical examination in 2019 was 0.4 %, 4.7 p.p. lower than in 2008,
and considerably lower than the EU rate, which was 2.8 %. Benefits granted by the long-term
care insurance (LTCI) scheme do not depend on the income or assets of the insured person.
As LTCI may not cover all LTC costs, benefit recipients may have to cover the rest of the
costs by themselves or by immediate family members if necessary. If people in need of care —
or under certain conditions their immediate family members — cannot bear the uncovered
costs, the person becomes eligible for social assistance benefits to cover the remaining costs
(so-called ‘help for care’; see Hilfe zur Pflege, Section 61a(1) Social Code, Book XII). At the
end of 2019, 3,867,188 people received LTCI social benefits and 302,358 people received
help for care as social assistance benefits.

The average life expectancy of people aged 65 was 19.7 years (men 18.1, women 21.2) in
2017. The Statistics Office of the European Union (Eurostat) predicts that life expectancy at
the age of 65 will rise to 23.7 years (men 22.1, women 25.2) by 2056. Moreover, the number
of healthy life years at age 65 is relatively high in Germany (men 11.5, women 12.8) and has
increased substantially since 2008 by 6.1 years for women and 5.2 years for men. For
Germany, the pension payment duration was 18.8 years for men and 21.5 years for women in
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2019. The retirement duration — under the Ageing Working Group (AWG) scenario —
amounted to 18.6 (men) and 22.4 (women) years in 2016 and is estimated to be 21.4 (men)
and 24.9 (women) years in 2056.!% According to the national data from the Deutsche
Rentenversicherung (German statutory pension insurance), the average duration of SPI
pensions was 20.0 years (men 18.1 years, women 21.8 years) in 2018.'°!

3.2 Future adequacy

The analyses of the future adequacy of pensions, and here particularly of the TRRs, are based
on model calculations. Therefore, it is necessary to define the subject matter precisely. Under
the assumptions of a standard, 40-year career, earnings level and age of retirement, the
OECD’s model calculations show a very mild reduction in the TRR for average and high-
earners; on the other hand, low-wage earners would see substantial increases (by 8.7 p.p.), in
particular also through the introduction of the basic pension supplement in Germany. Three-
year career breaks, for childcare especially, would result in even higher pensions than the
uninterrupted career; this applies even if the three-year break for childcare is followed by 10
years working part time.

However, the developments of the pension schemes and their specific elements have to be
distinguished. In Germany, the (relative) pension level before tax is the ratio of the standard
pension (with 45 EPs) to the average earnings of employees insured in the SPI, both reduced
by the average social contribution for health and long-term care. Official calculations show
that the net pension level before taxes of the SPI is projected to fall from 48.1 % (2018) to
44.9 % (2032).1°2 Until now, it has been legally laid down that the net pension level must not
fall below 43 % in 2030. Moreover, the taxation of the pensions of the upcoming cohorts of
pensioners will gradually increase.

As SPI pension levels have been reduced, the pension level of civil servants has been lowered
from 75 % to 71.75 %. In addition, the adjustment rate of remuneration is regularly reduced
by 0.2 % for each remuneration adjustment until 2024 (Versorgungsriicklage). Currently
there are no initiatives to further reduce the pension level. Therefore, it will remain the same
as it is now; for example, pensioners will receive a full pension, which is 71.75 % of the
pensionable remuneration, if they complete 40 years of full-time service. However, the
pensions already differ today between the Linder and between the Lénder and the federal
level. The difference can be in some cases as high as 15 %. One also has to take into
consideration that all civil service legislation is subject to scrutiny through the Federal
Constitutional Court.

With regard to occupational and personal pensions, it is as yet unclear how entitlements will
evolve in future. Consequently, it is not known how adequate pensions will be in future and

100 Eyropean Commission, Directorate-General for Employment, Social Affairs and Inclusion/Social Protection Committee,
Pension Adequacy Report 2018. Current and Future Income Adequacy in Old Age in the EU. Volume 2 — Country Profiles,
Brussels, European Commission, 2018, p. 54.

191 Deutsche Rentenversicherung Bund (ed.), Rentenversicherung in Zeitreihen. Oktober 2019, Berlin, Deutsche
Rentenversicherung Bund, 2019, p. 147.

102 Bundesministerium fiir Arbeit und Soziales, Bericht der Bundesregierung iiber die gesetzliche Rentenversicherung,
insbesondere tiber die Entwicklung der Einnahmen und Ausgaben, der Nachhaltigkeitsriicklage sowie des jeweils
erforderlichen Beitragssatzes in den kiinftigen 15 Kalenderjahren gemdf3 § 154 Abs. 1 und 3 SGB VI
(Rentenversicherungsbericht 2018), Berlin, Bundesministerium flir Arbeit und Soziales, 2018, p. 32.
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what the overall replacement rate will be. There are only data available about how many
employees are covered and it is necessarily unclear what their entitlements will be when they
retire!®® (see also Fachinger, Kiinemund, Schulz, et al., 2015). Simulations on the basis of
past data do not provide an accurate picture of future adequacy. For example, the dependency
on assumptions about average interest rates'® undermines the robustness of adequacy
projections. By contrast, since 2003, the official actuarial interest rate as per the actuarial
reserve ordinance (DeckRV) — set by the German government — is below 3.0 %, and in light
of past developments in the financial markets and the financial crises there are no signs that
this will change even in the longer run. The TRR calculation indicate that the adequacy of the
SPI will decline in the future. Hence, the maintenance of the current relative pension level

depends strongly on the coverage and rate of return of supplementary pension provision.

The differences in pension adequacy between west and east Germany are still often
mentioned. But over 30 years after the so-called unification in 1989, the structure has
changed massively in both regions and the differentiation is not very helpful anymore. People
aged under 60 years have lived longer under a west German regime and are mostly educated
and trained to west German standards. Consequently, the considerable differences that once
existed, in respect of the accumulation of entitlements in the SPI, for example, have more or
less disappeared over the course of more than 30 years. Furthermore, there are similarly
impoverished regions in west and in east Germany and some regions in west Germany are

even worse off than those in the east, which will affect future pension adequacy.!?’

3.3 Challenges for future adequacy

The expected overall increase in the TRRs is driven by the argument that the projected
decrease in the SPI replacement rate will be overcompensated by the projected increase in
pension payments from personal and/or occupational pensions (three-pillar model). However,
the underlying assumption that employees will save 4 % of their income consistently over
their entire working life and that the real interest rates of personal and/or occupational
pensions will reach an average of 2.0 % may be questioned. The coverage of supplementary
personal pension schemes stagnated over recent years. This is even more problematic, as the
(relative) net pension level before taxation of the SPI will further decrease.

Furthermore, since the paradigm change introduced by the 2001 pension reform, adequate
old-age income relies on a combination of the pension level in the SPI and subsidised
occupational or private pensions.

It 1s expected that the reduction in the pension level will, other things being equal, gradually
increase the risk of old-age poverty. It is here that the basic SPI pension comes into play,

103 Fachinger, U., Kiinemund, H., Unger, K., Koch, H. and Schmihl, W., ‘Die Dynamisierung von Alterseinkommen —
Chancen und Risiken eines neuen Mischungsverhéltnisses staatlicher, betrieblicher und privater Alterssicherung’. In W.
Schméhl and U. Fachinger (eds.), Absicherung im Alter. Diskurse und Perspektiven, Miinster, LIT Verlag, 2015, pp. 195-
301.

104 In line with the Ageing Report projection, in Germany these are projected to turn positive in 2040 and increase to 2 % in
2050.

105 Fachinger, U. and Stegmann, M., ‘Die regionalwirtschaftliche bedeutung der gesetzlichen rentenversicherung’, Zeitschrift
fiir Gerontologie und Geriatrie, 45(5), 2012, pp. 385-391.
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since it should in most cases prevent the long-term insured from needing to claim benefits
under the minimum-income benefit scheme under Social Code Book XII.

While occupational and personal pensions become more relevant the younger the cohorts are,
this might give rise to increasing intra- and intergenerational income inequality in old age,
because pension adjustments differ between the schemes and because of the variable returns
achieved by pension insurance companies in the financial markets. % This is further
intensified by differences in the uptake of capital-funded occupational and/or personal
pensions by the insured.

3.4 Solidarity mechanisms

Overall, the German pension system is determined by the dominance of the equivalence
principle. As a consequence, it is primarily characterised by an intertemporal redistribution
and — especially the SPI — with interpersonal redistributive elements. The SPI pensions are
income-based and are mainly calculated on the duration of the contribution payment over the
course of a person’s working life. The SPI only insures income within defined low and upper
limits: the upper monthly income threshold is EUR 6700 (west) and EUR 6150 (east) in
2019/2020, while the lower income threshold is EUR 450.

Employees with a monthly salary between EUR 450 and EUR 1300 are paying reduced
employee contributions. As the calculation of SPI pensions is income-related, the reduced
SPI contributions will not lead to lower entitlements. Also, low compulsory contributions
prior to 1992 will be increased in the calculation of pensions under certain conditions (the so-
called minimum-income pension).

For east Germany, the contribution assessment basis (i.e. the insured employment income)
for each year is multiplied by the conversion value for the specific year, which is always
larger than 1 (e.g. 1.1875 for 2008 or 1.0700 for 2020). Therefore, the EPs are uprated, which
leads to higher pensions for pensioners in east Germany with the same number of EPs as in
west Germany. Additionally, as the AR for east Germany is lower than the AR for west
Germany, it will be uprated. From 1 July 2018 until 1 July 2024, the AR for the east will be
increased yearly up to the value for west Germany. This results, other things being equal, in
higher pensions for newly retired as well as existing pensioners in east Germany. Considering
the uprating, it has to be borne in mind that there are differences between west and east
Germany that are above all a consequence of the different employment biographies, wages,
and transitions to retirement. For example, the labour force participation rate of men and
women in east Germany was higher than in the west, which led to longer credited periods. As
a consequence, east German men and women were credited with more EPs and as a result
their pensions are already higher. Beside the uprating of the EPs and the increase in the AR
for east Germany, there are transfer payments from west to east Germany. The financing
deficit for the east German part of the SPI was roughly computed to be EUR 22.65 billion in

106 Fachinger, U., Kiinemund, H., Schulz, M.F. and Unger, K., ‘Kapitalgedeckte Altersversorgung — Ihr Beitrag zur
Lebensstandardsicherung’, In W. Schméhl and U. Fachinger (eds.), Absicherung im Alter. Diskurse und Perspektiven,
Miinster: LIT Verlag, 2015, pp. 303-349.

71



2019, but could be higher (Bundesministerium fiir Arbeit und Soziales 2018, p. 30 f.). This
deficit is covered by payments from the west German part of the SPI.

Furthermore, reduced-earning-capacity pensions can be claimed at any age before the
standard pensionable age. In calculating reduced-earning-capacity pensions, the time between
the start of the reduction of capacity and the standard pensionable age (Zurechnungszeit) is
taken into account, in addition to the periods credited or taken into consideration for the
calculation of old-age pensions. This solidarity mechanism leads to higher pensions, which
are financed by contributions.

Widows and widowers also receive a widow’s or widower's pension, which depends on the
deceased person’s previous pension. On average, this leads to a redistribution to the
advantage of women, as their life expectancy is higher and they partner with older men on
average. Life expectancy at age 65 in 2018 was 18.1 years for men and 21.2 for women. This
also results on average in a longer duration of pension payments for women. As the
pensionable age for both is generally the same, a redistribution takes place from men to
women, which partially offset the effects of gender inequality in the German labour market
on individual pensions, because — with the same working biography — the sum of SPI pension
income for women is higher. Nevertheless, the pension gap is high.

The lower pension entitlements of women due, among other things, to lower labour income
and part-time work are also partially offset by the recognition of initial childraising periods
and for informal carers (during periods in which unpaid home care is provided for a person
who is in need of long-term care and receives benefits from the LTCI scheme). One parent,
mostly the mother, whose children were born before 1992, receives 2.5 insured childcare
years per child, while for each child born after 1991, 3.0 EPs are credited. The EPs are
financed by contribution revenues and not out of general taxation. Hence, this measure leads
to interpersonal redistribution, to higher expenditures and to a rise in the contribution rate.
Additionally, as the change in the contribution rate is a component in the calculation of the
new AR, the higher contribution rate leads to a lower pension adjustment.

The improvement of benefits due to entitlements granted for childraising years and reduced-
earning-capacity pensions will lead to additional expenditures. Because of the construction of
the adjustment formula (calculation of the new AR), the additional expenditures will lead to a
lower increase in pensions. Although some subgroups will benefit financially, the overall
pension level will be lower. Furthermore, the expansion of the transition zone will lead to
minor reductions in contribution revenues. However, no measures have been introduced to
fund the additional expenditures incurred by the increase in EPs. Despite the fact that the
extension of the transition period has relieved employees of some of the financial burden, it is
thought that these additional expenditures will be financed out of the normal social
contributions and government revenues.

Solidarity mechanisms are also included in the promotion of private pensions. Overall,
private pensions are aimed at employees and civil servants. But self-employed people,
besides farmers, can also receive subsidies or tax reliefs if they are subject to compulsory
insurance in the SPI or if their spouse enjoys a direct entitlement.
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On the other hand, the integration of a basic pension supplement into the SPI for people with
long periods of mandatory contributions and low earnings is completely financed by general
taxation and will thus not have any impact on the contribution level. Approximately 1.3
million people will benefit from the basic SPI pension supplement in the initial year, amongst
whom 70 % are women. Due to the SPI principles and existing data the basic SPI pension
does not differentiate between part-time work and full-time work.

4 OPPORTUNITIES TO ADDRESS CHALLENGES

Various actors are demanding the stabilisation of old-age security levels at a higher level. To
avoid the steady increase in old-age poverty, the pension levels of all three pillars should at
least be held constant for the future. The goal of the statutory pension system is to focus on
an adequate living standard during retirement.

However, consideration needs to be given to the fact that funded occupational or personal
pension schemes are highly dependent on distortions in the international capital markets. For
this reason, a legal framework is indispensable, which reliably regulates minimum standards
for private saving and adjustment in the disbursement phase of pensions.

In order to improve the social protection of the self-employed and prevent old-age poverty, a
legal obligation could be introduced to participate in retirement provisions for the self-
employed.

Future reforms could also improve the retirement protection of women, for example through
reducing contribution exemptions for mini-jobs and better protection of care work. The
second equality report of the federal government’s expert commission also recommends that
derived forms of protection, such as the survivor’s pension, should be redesigned in favour of
individual rights. To this end, a (minimum) insurance obligation could be considered as a
way forward.
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5 BACKGROUND STATISTICS

5.1. Relative income 2019 Change 2008-2019
Total Men  Women Total Men Women
Relative median income ratio (65+) 0.84 0.84 0.83 -0.03 -0.05 -0.04
Income quintile share ratio (S80/520), 65+ 4.64 4.68 4.57 0.6 0.5 0.7
Relative income quintile share ratio (S80/S20), 65+ - 0-64 -0.25 0.01 -0.57
Aggregate Replacement Ratio (ARR) % 44 44 46 0 -2 -1
5.2. Poverty and material deprivation 2019 Change 2008-2019
Total Men  Women Total Men Women
At-risk-of-poverty or social exclusion (AROPE), 65+ (%) 18.7 16.6 20.8 32 4 2.6
At-risk-of-poverty rate (AROP), 65+ (%) 18 16 20 3.1 4 2.6
Severe material deprivation (SMD), 65+ (%) 2.2 1.9 2.4 0.1 0.4 -0.4
At-risk-of-poverty or social exclusion (AROPE), 75+ (%) 15 12.1 18.1 0.4 1.7 -0.8
At-risk-of-poverty rate (AROP), 75+ (%) 14.6 11.7 17.5 0.5 1.6 -0.6
Severe material deprivation (SMD), 75+ (%) 1.6 1.1 2.2 0.3 0.7 -0.1
Relative median at-risk-of-poverty gap, 65+ (%) 18.8 18.8 18.7 2 2 1.9
At-risk-of-poverty rate (AROP), 65+: 50 % threshold (%) 9.8 8.8 10.9 23 2.7 2.1
At-risk-of-poverty rate (AROP), 65+: 70 % threshold (%) 28.5 26.1 30.9 2.9 3.6 2.6
Material and social deprivation, age 65+ () 5.8 5.1 6.5 -3.2 -1.8 -4.4
5.3. Gender difference 2019 Change 2008-2019
Gender gap in pension income (65-79) (%) @ 36.1 -7.2
Gender gap in non-coverage rate (W-M in p.p.) (65-79) 1.3 -2.3
5.4. Housing and health situation 2019 Change 2008-2019
Total Men  Women Total Men Women
Housing cost overburden rate, 65+ (%) 20.4 17.7 23 1.1 1 1.2
Self-reported unmet need for medical exam 65+ (%) 0.4 0.5 0.3 -4.7 -4.7 -4.7
Healthy life years at age 65 (years) 12.2 11.5 12.8 5.7 5.2 6.1
Life expectancy at age 65 19.6 18 21.1 0.3 0.5 0.4
5.5 Sustainability and context 2019 Change 2008-2019
Total Men  Women Total Men Women
Employment rate, age group 55-64 (%) 72.7 77.1 68.4 19 15.4 22.4
Pension expenditure as % of GDP (ESSPROS) & 10.9 -0.2
Retirement duration from first pension (years) 20.2 188 215 0.4 0.1 0.5
Retirement duration from end employment (years) 20.0 18.3 21.6
Eurostat and AWG projections 2019 2059
Old-age dependency ratio (20-64) (%) 359 31.0 40.9 54.4 48.4 60.5
Economic old-age dependency ratio (20-64) (%) © 39.6 323 47.7 62.1
Gross public pensions as % of GDP® 10.3 12.5
Benefit ratio (%) 41.8 39.2
Coverage ratio (% of pop aged 65+)©) 127.2 117.2
Gross pension ratio high / low earner 2.2 2.2 1.9 1.9

@ change since 2014, not 2008

? data refer to 2010, not 2008
PESPROSS data refer to 2018

“ Change is since 2016, not 2010
) 2060 instead of 2059
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5.6 Theoretical Replacement Rates

Net (%)

Gross (%)

2019 2059 2019 2059

Men Women Men  Women Men Women Men  Women
Average earning (100%)
Base case: 40 years up to the SPA 57.8 57.8 59.4 594 422 422 44.8 44.8
Increased SPA: from age 25 to SPA 60.4 60.4 61.5 61.5 443 443 46.9 46.9
AWG career length case 60.7 58.8 64.3 59.2 44.6 43.0 49.7 44.6
Old base case: 40 years up to age 65 56.6 56.6 56.0 56.0 41.2 41.2 41.7 41.7
Longer career: 42 years to SPA 61.5 61.5 46.9 46.9
Shorter career: 38 years to SPA 54.7 57.1 42.8 42.8
Deferred exit: 42 years to SPA +2 66.7 66.7 52.0 52.0
Earlier exit: 38 years to SPA -2 53.8 53.8 39.8 39.8
Career break — unemployment: 3 years 55.0 55.0 573 573 399 399 42.9 429
Career break due to child care: 3 years 62.5 62.5 62.0 62.0 46.2 46.2 474 47.4
Career break care to family dependant: 3 years 57.9 57.9 58.6 58.6 423 423 44.1 44.1
Short career (20 year career) 41.8 41.8 444 44.4 21.1 21.1 31.7 31.7
Work 35y, disabled 5 years prior to SPA 55.6 55.6 43.6 43.6
Early entry in the LM: from age 20 to SPA 66.5 66.5 51.9 51.9
Index: 10 years after retirement @ SPA 56.6 56.6 423 423
Extended part-time period for childcare 60.7 60.7 46.1 46.1
Survivor — full career 80.7 88.4 62.6 73.3
Survivor — short career 60.4 65.2 443 50.6
Survivor ratio 1* 0.70 0.74 0.74
Survivor ratio 2* 0.68 0.70 0.70
Low earnings (66%)
Base case: 40 years up to the SPA 57.8 57.8 66.5 66.5 45.0 45.0 52.5 52.5
AWG career length case 57.8 57.8 71.8 66.2 44.6 43.0 30.3 44.6
Old base case: 40 years up to age 65 57.8 57.8 62.5 62.5 41.2 41.2 494 49.3
Career break — unemployment: 3 years 57.8 57.8 64.5 64.5 399 399 51.0 51.0
Career break due to child care: 3 years 68.7 68.7 72.6 72.6 54.0 54.0 58.0 58.0
Short career (20 year career) 57.8 57.8 60.7 60.7 40.6 40.6 46.6 46.6
Early entry in the LM: from age 20 to SPA 74.1 74.1 593 59.4
High earnings (100->200%)
Base case: 40 years up to the SPA 47.8 47.8 44.9 44.9 32.5 32.5 32.6 32.6

*Survivor ratio 1: man base case, woman base case

*Survivor ratio 2: man base case, woman short career case
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ESTONIA

Highlights

e The Estonian pensioners’ income situation relative to the working-age population
before retirement is worse compared with the EU!7 average (e.g. one of the lowest
aggregate replacement ratios compared with the EU average (41 % vs 58 %).

e In 2018, the reform of the state pension insurance scheme was approved. The changes
include linking pension age to life expectancy, flexible retirement and half of new
entitlements tied to years of service instead of earnings.

e The low replacement rates of pensions have put the adequacy of the Estonian pension
system under question. The government has started to extraordinarily increase the flat-
rate base amount, but as the tax-exempt part was the same from 2018 to 2020 more
retirees have started to pay income tax (the average old-age pension was not tax-free
from 2020).

e A recent reform making the statutory funded scheme voluntary reduces the adequacy of
pensions and puts people at a higher risk of poverty.

1 GENERAL DESCRIPTION OF THE NATIONAL PENSION
SYSTEM

The Estonian pension system consists of three main schemes: a state pension insurance
scheme (statutory pension scheme, a pay-as-you-go — PAYG — system); a statutory funded
pension scheme (defined-contribution — DC — scheme); and supplementary funded pension
schemes (DC schemes), including occupational pension schemes. The state pension insurance
scheme provides protection against the risks of old age and survivorship and includes two
separate tiers: first, employment-based old-age pensions and survivor’s pensions; and second,
flat-rate residence-based minimum pensions. Minimum pensions are financed from the
general state budget, whereas old-age and survivor’s pensions are predominantly financed
from an earmarked social tax (social contributions) paid by employers and self-employed
people at the rate of 16 % or 20 % of gross earnings depending on whether the insured person
has joined the statutory funded scheme or not. Additional transfers from the general state
budget have been necessary to cover transition costs related to the introducing of the statutory
funded scheme. However, transition costs are steadily declining.

The coverage of the state pension insurance system is practically universal. The pensionable
age was 63 years in 2016, but it will gradually increase to 65 years by 2026. From 2027
onwards, pensionable age is linked to life expectancy (see Section 2). There is a possibility of
early retirement three years prior to the pensionable age if the person has a work record of at

107 EU and EU-27 refer to the current 27 Member States of the European Union.
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least 15 years. For every month of early retirement, the old-age pension amount is reduced by
0.4 %. When the old-age pension is deferred, the pension amount is increased by 0.9 % for
every month postponed after the normal pension age. However, there will be an actuarially
neutral flexible pensionable age from 2021 (see Section 2).

There are superannuated pensions and old-age pensions under favourable conditions for
hazardous and arduous work and selected other occupational groups. These pensions are
granted to employees and specialists who work in professions which involve loss or reduction
of professional capacity for work before attaining the pensionable age, hindering continued
work in such professions or positions (e.g. police officers, miners, some groups of artists).
The length of work (usually between 20 and 25 years) and age criteria (usually 5-10 years

before statutory pension age) vary across professions eligible for superannuated pensions.'%
109

Old-age pensions (state pension insurance) currently consist of three components: (1) the flat-
rate base amount; (2) the pensionable length of service component (covering periods up to
1998); and (3) the insurance component, which is based on individual social tax payments
and covering periods from 1999 onwards. From 2021, the calculation of the state old-age
pension will change and a fourth part (a joint part that consists of an insurance component
and a solidarity component) will be collected (see Section 2). Survivor’s pensions take into
account the number of eligible dependants. All pensions are indexed annually. The index is a
weighted average of the consumer price index and growth of social tax revenues to the
pension insurance system (in a 20:80 proportion). Receiving pensions and work income
simultaneously is allowed, except in the case of early-retirement pensions (this will be
changed in 2021; see Section 2).

The statutory funded DC scheme was introduced in 2002 by diverting a portion of
contributions from the statutory PAYG scheme into private funds and introducing additional
contributions by employees. The contribution rate for the statutory funded scheme is 6 % of
gross wages — the employee pays 2 % from their gross wage and another 4 % is diverted from
the social tax paid by the employer (as part of the 20 % pension insurance contribution). The
amount of funded pension depends on total contributions over the working career and yields
of pension funds. Participation is mandatory for people born in 1983 or later. At the
beginning of 2020, about 95 % of people aged 19-63 were members of the statutory funded
scheme and about 64 % of participants contributed in 2019.'1° The first benefits were paid out
in 2009 but the amounts were marginal due to short contribution periods (at the time 6.5
years). The benefits of the statutory funded DC scheme still played a minor role in total old-
age income in 2019; furthermore, so far only 2.6 % of all old-age retirees receive lifetime
benefits from this scheme.

108 Syperannuated Pensions Act (accessed 17 March 2020).
https:/www.riigiteataja.ee/en/eli/ee/508112019001/consolide/current.

109V8rk, A., Piirits, M. and Masso, M., ESPN Thematic Report on Retirement regimes for workers in arduous or hazardous
Jjobs, European Social Policy Network (ESPN), Brussels, European Commission, 2016.

110 Ministry of Finance, Riikliku Vanaduspensioni, Kohustusliku Kogumispensioni ja Vabatahtliku Kogumispensioni
Statistika, 2019 (accessed 18 March 2020).

https://www.pensionikeskus.ee/files/dokumendid/kogumispensioni_statistika 012019.pdf.
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In 1998, a supplementary personal pension scheme was introduced, participation in which
can take the form of pension insurance policies offered by licensed private insurance
companies or units of pension funds managed by private asset managers. Tax incentives have
been introduced to encourage participation in the voluntary private pension schemes.
However, at the end of 2019 only about 12 % of people aged 19-63 participated in those
voluntary schemes, with 44,164 participants in voluntary pension funds and 49,663 contracts
in the form of life insurance (Ministry of Finance, 2019). A legal framework for employers’
pensions was set up in 2012 and was added to the voluntary funded scheme as an additional
option to make contributions.

Occupational pension fund contributions go to the supplementary funded pension fund. Only
a small number of employers contribute to the occupational pension schemes (covering
approximately 0.4 % of the employed) (Ministry of Finance, 2019).

The Estonian pension and welfare system includes three minimum income guarantees. First, a
guarantee that an employment-related old-age pension is not lower than the minimum
pension. Second, the minimum pension serves as a minimum pension guarantee for those
who are not entitled to an employment-related benefit but have at least five years of residence
in Estonia. Finally, there is a means-tested social assistance subsistence benefit guaranteeing
a minimum level of disposable income for households after the payment of housing costs.

Since January 2017, there is an additional annual benefit of EUR 115 for pensioners who live
alone and whose pension is smaller than an established level (EUR 540 in 2019). In 2019, it
was paid to more than 86,700 people (29 % of old-age pensioners, total amount EUR 10
million).'!!

Regarding self-employed and non-standard workers, there are no differences — receiving a
pension depends on the payment of social tax.

2 REFORM TRENDS

In 2014-2017, there was a compensation mechanism in place to compensate for second-pillar
pension contributions that were temporarily suspended in 2009-2011, so that 6 % instead of
the regular 4 % from a person’s gross wage was diverted from social tax to personal accounts
in the funded scheme. The compensation mechanism increased transition costs on the state
budget, but it met the expectations of people who joined the statutory funded scheme. By
September 2013, people who had joined the second pillar had an option to increase their
contributions.

There were many changes and reforms between 2017 and 2020.

In 2018, the reform of the state pension insurance scheme was approved, which makes
pensions more flexible and adds more opportunities (e.g. flexible pensionable age). It will
also make the pension system more in line with demographic developments, as life
expectancy and pensionable age will be linked.

11 Social Insurance Board, Ule 86,700 inimese saab iiksi elava pensiondri toetust, 2019 (accessed 18 March 2020).
https://www.sotsiaalkindlustusamet.ee/et/uudised/ule-86-700-inimese-saab-uksi-elava-pensionari-toetust.
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The changes include the following.

1. There will be an automatic link between life expectancy and pensionable age from 2027.
It means that pensionable age would be linked with the life expectancy at 65; if the
average life expectancy of five consecutive cohorts rises, the pensionable age will also
rise by the same number of months. However, the pensionable age can increase by a
maximum of three months per year.

2. There will be an actuarially neutral flexible pensionable age from 2021, with an
opportunity to retire a maximum of five years before pensionable age but with much
longer pensionable service (PS) years (40 PS years — five years before pensionable age;
35 PS years — four years before pensionable age; and so on until 20 PS years — one year
before pensionable age). Cumulating pension and work income will be allowed, which
means that a partial pension could be taken out (for example, when reaching pensionable
age it is possible to take out half of the pension and continue working full time, in which
case half of the pension is deferred).

3. From 2021, the calculation of the state old-age pension will be changed and the fourth
part (joint part) will be added, which means that the first-pillar new entitlements will also
be tied to years of service.!'? The new joint part replaces the previous 100 % insurance
component with the following: 50 % insurance component and 50 % years of service part
(solidarity component).

4. 1In 2020, there will be a possibility of joining the statutory funded scheme for the cohorts
born in 1970-1982 (the cohorts born before 1983 had the opportunity to join the statutory
funded scheme until 2010 but about a quarter of them did not join it). It gives an
opportunity to increase pension benefits.

In January 2019, the mandatory funded scheme management fees were lowered by one third
but with the right to take a performance fee for good results (except for funds that are not
allowed to invest in equities). Also, the Ministry of Finance has scrapped some investment
rules and 100 %'!3 of the fund can now be invested in equities (previously, 75 %). Since June
2019, for new members who do not choose a pension fund themselves, the procedure
regarding the automatic drawing of lots of pension fund changed. Instead of conservative
funds, the pension fund is now drawn between the three funds with the lowest fees and where
at least 75 % of the fund is invested in equities.

Regarding the occupational pension fund, there have been discussions that those
contributions may not necessarily serve as a retirement income as the employee in principle
may take out the accumulated assets at any time. Since 2018 there has been an additional
opportunity for the employer to limit the minimum age for withdrawing those contributions,
by making contributions to special funds with limited exit. However, of 11 funds in 2020,
only one applied limited exit rules. The fund may not set this age above 55, and assets may be
withdrawn earlier where the person has become incapacitated for work.

112 The term ‘years of service’ was used earlier, before the reform, but it was not previously linked to the minimum wage
requirement when calculating the years of service component. However, for clarity we use the same term here.
113 Actually there is no limit; with loans (10 % limit) or derivatives (50 % limit) it can be over 100 %.
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Old-age pensions are also subject to income tax. There was a special tax-free pension
allowance (EUR 236 per month in 2017) in addition to a basic allowance (EUR 180 in 2017)
which was abolished from the beginning of 2018 and replaced with an overall increase in the
tax-exempt portion of income for low- and medium-income earners (EUR 500 per month in
2019). It would mean that for an average non-working pensioner the full pension was exempt
from income tax, as the average old-age pension was EUR 476 per month in 2019. However,
as the tax-exempt threshold remained the same from 2018 to 2020, more retirees have started
to pay income tax, which means that the average old-age pension would not be tax-free from
2020 (the expected average pension is EUR 528 per month, and thus the average pensioner
would pay 20 % income tax on EUR 28).

In the case of superannuated pensions or special occupational pensions, people may combine
pension and work income only by switching to a different (non-hazardous and non-listed)
occupation. Furthermore, continued working after starting to draw a pension will increase the
benefit via an increase in the personal insurance component. Respective recalculations are
made annually. However, defence forces personnel, prosecutors, police and border guard
officials who started work in 2020 will no longer be entitled to a special pension. The reform
of special pensions is going to have a sustainability effect from 2040 onwards and the cost
would be 0.15 % of GDP in 2060 based on the projections, which is 0.1 of a percentage point
(p.p.) lower than without the special pension reform.'!*

Regarding superannuated pensions and pensions under favourable conditions, the Estonian
National Audit Office concluded in their 2014 study that there were no objective reasons for
continuing the special treatment of people who are allowed to retire under favourable
conditions, and of people who received a superannuated pension, because those people were
no less healthy than the general population. In February 2018, the government discussed the
reform, which is aimed at gradually abolishing such pensions. Preparations for these changes
started, but at the moment they are on hold.!">

Pensions will increase extraordinarily by EUR 7 per month in 2020. As a result of indexing
and an extraordinary increase the average monthly old-age pension will increase to over
EUR 500 (from EUR 483 in 2019 to EUR 608 in 2023!1%). In 2020, the average old-age
pension increased to EUR 528, which means that approximately 61 % of pensioners will be
liable to income tax (this share was 37 % in 2019).!17 118

In addition, the coalition agreement of the government appointed in April 2019 includes
proposed changes to the pension system.!!? 12% In January 2020, a pension reform bill passed

114 See explanatory statement on the special pension reform draft act._https:/www.riigikogu.ee/download/80524ecd-6a9c-
4£37-8359-530c83eaSe33.

115 Ministry of Social Affairs, Eesti pensionisiisteemi uuendamine, 2019. https://www.sm.ee/et/eesti-pensionisusteemi-
uuendamine.

116 Due to the COVID-19 crisis the increase will probably be smaller.

17 ERR news report, More than 80,000 pensioners to pay income tax after pension increase, 2019 (accessed 18 March
2020). https://news.err.ee/986443/more-than-80-000-pensioners-to-pay-income-tax-after-pension-increase.

118 ERR news report, Pdirast pensionitousu hakkab 80,500 pensiondiri tulumaksu maksma, 2019 (accessed 18 March 2020).
https://www.err.ee/986247/parast-pensionitousu-hakkab-80-500-pensionari-tulumaksu-maksma.

119 See also: Piirits, M. and Laurimie, M., Estonia’s Statutory Funded Pension Scheme: A turning point? ESPN Flash Report
2019/39, European Social Policy Network (ESPN), Brussels, European Commission, 2019.

120 Piirits, M. and Laurimée, M., ‘Estonia’s Statutory Funded Pension Scheme on the Way to Being Made Voluntary’, ESPN
Flash Report 2020/07, European Social Policy Network (ESPN), Brussels, European Commission, 2020.
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a parliamentary vote and it entered into force from 6 of November 2020. The Compulsory
Funded Pension Reform Act made membership of the statutory funded pension scheme
voluntary. The act provides for several options. First, young people will continue to be
enrolled automatically and pensioners will also continue collecting a pension as before.
Second, it will be possible to opt out of the pension fund and withdraw all the money, or
suspend new payments and leave the collected money in the fund. Third, it will be possible to
transfer payments and shift the contribution from the pension fund to an individual pension
investment account. On 7 February 2020, the Estonian president decided to return the pension
reform bill to parliament, arguing that some aspects of it violate the constitution. However,
the parliament passed it unchanged and in April 2020 the president decided to refer it to the
Supreme Court'?! (the Constitutional Court rejected the appeal and the law came into force,
with effect from 6 November 2020).

3 ASSESSMENT OF ADEQUACY

3.1 Current adequacy

Estonian pensioners’ material wellbeing relative to the working-age population before
retirement is worse compared with the EU average. The aggregate replacement ratio (ARR)
of income was 0.44 in Estonia in 2019 (EU average 0.57). The total ARR has fallen by 0.11
p.p. (from 0.55 to 0.44) since 2010 but is only 0.01 p.p. lower compared with 2008. The fall
in the ARR compared to 2010 is linked to the economic crisis, when the earnings of people of
working age fell significantly but pensions did not decrease. Accordingly, the fall of the ARR
is smaller compared to 2008 than to 2010. Wage growth has mostly been faster than pension
growth from 2010 and therefore, the ARR has fallen. The relative median income ratio (for
those aged 65 or over), which compares broader age cohorts (65 plus vs 0-64) and takes into
consideration all incomes, is lower in Estonia than in any other EU country (0.58 vs an EU
average of 0.90 in 2019). Whereas the EU average rose by 0.01 p.p. between 2008 and 2018,
the Estonian figure fell by 0.04 p.p.

The gender gap in pension income in Estonia is the lowest among the EU countries (being
0.8 % in 2019) and has been consistently at low levels, below 4 %, from 2008 on. The gender
gap in coverage rate is also negligible in Estonia. This is caused by the composition of
current old-age pensions, which mainly depend on the flat-rate base amount and the
pensionable length of service component that covers periods up to 1998. The insurance
component that depends on earnings covers only periods from 1999. For old-age pensioners
aged 65-74 the pensionable length of service is the most important component of pensions. In
addition, one of the parents who had raised children for eight years, usually the mother,
before 31 December 1998 (i.e. children must have been born before 1 January 1991) received
a pension supplement equal to the value of three years of pensionable service. Furthermore,
the actual time of childcare leave (up to a child’s age of 3) was included in the pensionable
length of the service component. As a result, neither differences in earnings nor career breaks
due to childcare influence the current gender pension gap. In the future, the gender pension

121 A decision was expected in October 2020.
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gap will gradually increase, as pensions will depend more on lifetime earnings (the insurance
component in the state pension insurance scheme and statutory funded DC scheme).

Estonia has one of the highest at-risk-of-poverty-or-social-exclusion (AROPE) rates for older
people (aged 65 years or over) in the EU (44.6 % vs the EU average of 18.5 % in 2019). The
at-risk-of-poverty (AROP) rate of older people (aged 65 or over) in Estonia is the highest in
the EU (43.7 % vs the EU average of 16.1 % in 2019). However, the severe material
deprivation (SMD) rate of older people aged 65 or over is 4.0 %, below the EU average
(4.8 % in 2019).

The income of the majority of old-age pensioners is close to the relative poverty line of the
income distribution. Small changes either in the distribution of labour income or in old-age
pensions may ch