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Main Messages on Pension Adequacy 2010-2050

1. As people live longer and have fewer children retirement practices and pension systems
have to be adapted periodically to continue to be sustainable and adequate. The challenges
Member States face depend on the timing and intensity of population ageing and the
character of pension provision. As both vary significantly among countries there is no
single set of responses that fits all.

2. When trying to reconcile and optimise sustainability and adequacy concerns Member
States face trade-offs and difficult choices. Achieving the goal of a cost-effective and safe
delivery of adequate benefits that are also sustainable is quite challenging, as the time
people spend in retirement and out of the labour market increases. Moreover, challenges
have increased significantly as an effect of the economic crisis.

3. Through more than a decade of reforms most Member States have sought to bring about
the adaptations that from a long-term perspective can ensure that adequate pensions will
continue as an important part of social protection for their citizens. Great advances in the
sustainability of public pensions have been achieved as a result (cf. The 2012 Ageing
Report). Adequacy outcomes, however, are less impressive and largely contingent on
changes in people’s retirement and long-term savings behaviour.

4. Analysis of the change in replacement rates for a given career length demonstrates that the
greater sustainability of public pensions in most Member States has, to a significant extent,
been achieved through reductions in future adequacy. The challenge is therefore to devise
means by which people can recoup the decline in replacement rates.

5. Member States are opening routes for people to improve their pension entitlements by
working longer and retiring later. If pension systems sufficiently and sensibly reward
working longer and discourage early retirement they can help ensure that longer working
careers with fewer career breaks become the key avenue to better adequacy. This is the
case in many Member States.

6. The success of pension reforms that raise the pensionable age and possibly link this or the
benefit level to longevity gains depends crucially on their underpinning through work place
and labour market measures that enable and encourage women and men to work longer.
There are clear limits to how much age management practices at work can be influenced
by incentive structures in pensions. Tackling the pension adequacy challenge will require
determined efforts to promote longer and healthier working lives through employment and
industrial relations policies.

7. Adequacy may also be successfully strengthened with additional contributions to pension
schemes. In some Member States this may involve higher contributions for public schemes
including possible pre-funded elements. In many other Member States, this entails a larger
role for supplementary retirement savings via occupational and/or individual, pre-funded
private pension schemes. Whatever the option chosen, there are considerable differences
across countries in terms of coverage, cost-effectiveness and safety and hence major
potentials for improvements.

8. In all Member States public pension schemes are used to help secure social goals such as
protection against poverty. In the majority of European Union (EU) countries public
schemes also play a core role in securing pension benefit levels that to a reasonable degree
allow people to maintain their living standard from active years into retirement.



10.

11.

12.

13.

14.

Analysis of the composition of projected pension income in 2050 demonstrates that
Member States will continue to use public pension schemes as the main element in
adequate retirement income provision, even though complementary occupational pension
schemes and individual retirement plans are set to acquire an increasing share in earnings-
and contribution-related provision in a growing number of Member States.

About a fifth of people aged 65 or older have pension incomes just below or just above the
poverty risk threshold, consequently relatively small increases or decreases in their
pensions can lead to important variations in the poverty rates of the elderly. The ability of
the EU to achieve its goal of reducing the number of people at risk of poverty or social
exclusion by 20 million by 2020 will therefore also very much depend on the extent to
which pension systems will continue to help prevent poverty for older people.

An important part of the adequacy challenge is gender specific. As women live longer than
men they constitute close to two thirds of pensioners. Yet, pension outcomes for women
are currently significantly lower than for men. This may also be a function of pension
design, but generally it results from gender differences in employment, pay and the
duration of working life, which again is related to gender differences in care and
housework.

Credits for labour market absence due to maternity and child care, derived pension rights
and survivors' pensions mitigate a part of the current lower pension outcomes for women.
The present trend in pension reforms towards defined-contribution in both pay-as-you-go
and pre-funded schemes and a greater role for occupational and personal pensions tend to
be unfavourable for many women unless much greater gender equality is achieved in
labour markets and in private pension coverage.

Economic well-being is to a large extent determined by the disposable cash income of
households, but free or subsidised services and in-kind benefits provided by governments
can influence the consumption possibilities of households in major ways. A full assessment
of the adequacy of pensions will therefore require taking into account the access to free or
subsidized resources of economic value, including subsidized owner-occupier housing.

Detailed reporting on pension adequacy should be continued through a further deepening
of the conceptual and methodological work of the Social Protection Committee including
work with a particular emphasis on gender, the household dimension and access to non-
pension economic resources. Building better tools such as through greater capacity for
micro-simulation could help in the assessment of adequacy challenges. But the adequacy
and sustainability dimensions of pensions need to be analysed together. Collaboration
between the SPC and the EPC on developing better aligned indicators and methodologies
should therefore intensify. In the next EU assessment of pensions this should allow for a
better comparative analysis of how Member States manage to tackle both the sustainability
and the adequacy challenges.
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Summary of the Report on Pension Adequacy in the
European Union 2010-2050

This report focussed on the adequacy dimensions of pensions has been developed by the Social
Protection Committee (SPC) as a complement to the Ageing Report by the Economic Policy
Committee (EPC) which primarily deals with sustainability aspects of pensions from a public
budget perspective. For the purpose of this analysis the SPC has mobilised and applied the
instruments and knowledge it has developed through more than a decade of investments in
indicators and analysis thanks to the work of its Indicator Subgroup. The initial scoping and
elaboration of the report has been handled by a Working Group on Ageing Issues under the
SPC.

Context

Over the last decade most Member States have reformed their pension systems to improve their
medium and longer term sustainability as a precondition for delivering on adequacy objectives.
But in the context of accelerating population ageing and the current economic crisis achieving
pension policy objectives are becoming more challenging. When trying to reconcile and
optimise sustainability and adequacy concerns Member States face trade-offs and difficult
choices. Achieving the goal of cost-effective and safe delivery of adequate benefits that are
sustainable is quite challenging.

Public pension expenditures make up a big part of public expenditure (EU-27: 11.3% of GDP
in 2010%, variance 6% - 15%) and are a major factor in the present and medium to longer term
public budget position. Sustainability relates to the fiscal and financial balance between
revenues and liabilities (and ratio of workers/contributors to pensioners/beneficiaries) in
pension schemes. Pension reforms are needed to ensure that a balance can be maintained even
as the population ages. They may also be necessary to improve possibilities for short to
medium term budget consolidation.

Importantly, pension systems affect economic growth through their impact on labour supply. In
particular they influence the participation of older workers for whom employment rates
especially need to improve. Moreover, pension levels largely determine the proportion of
people 65+ that are exposed to poverty and social exclusion. The adequacy and sustainability of
pensions will therefore also affect the ability of Member States to achieve the employment and
poverty targets of Europe 2020, i.e. those of raising the employment rate to 75% for people
aged 20-64 and of reducing the number of people exposed to poverty or social exclusions by 20
million by 2020.

Consequently, considerable attention has been devoted to pensions in the Europe 2020 process
and it's European Semester, which starts with the Annual Growth Survey, where both in 2011
and 2012 there were major points on pensions and ends with the adoption of Country Specific
Recommendations, where in 2011 16 Member States received recommendations pertaining to
pension issues. In support of European concerns about pensions the Commission recently
issued a White Paper outlining "An Agenda for Adequate, Safe and Sustainable Pensions" in
which among 20 initiatives it commits to deepen the analysis of adequacy issues in
collaboration with Member States. This report is the first result of this commitment.

% The 2012 Ageing Report, Public pensions, gross as % of GDP
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Defining adequacy

The purpose of pensions is to provide an adequate income stream in retirement. Pension
adequacy is defined and measured along the two dimensions of income replacement and
poverty protection. To achieve adequacy pensions also need to be sustainable, safe and adapted
to changing circumstances as reflected in the three European pension objectives of adequacy,
sustainability and modernisation (or adaptability). In the framework of the Social OMC these
policy objectives have formed the basis for development of the indicators that are used for the
analysis of current and future pension adequacy in this report.

The combination of rising longevity and lower fertility will lead to a steep increase in the
demographic old age dependency ratio. But to fully grasp the ageing challenge it is necessary
to look also to the potential the economic old-age dependency ratio, which depends both on the
changing age structure and on the employment situation. Thus the impact of population ageing
can be substantially mitigated by raising the employment rate of all people of working-age. A
well-functioning labour market is necessary to sustain pension promises.

As demonstrated by consecutive Ageing Reports including the 2012 edition pension reforms
have substantially improved the medium to long-term sustainability of public pension
expenditure. Thus public pension schemes have become much more able to withstand the
pressures of population ageing and their future contribution to pension incomes is better
assured. Yet, the consequences for the adequacy of the overall systems of pension provision
emerging from reform efforts are less positive and more uncertain.

After a decade of reforms pension systems have become rather more complex than they used to
be — even though single schemes may have been simplified and made far more transparent.
Pension provision is now based on contributions from more pillars and new incentive structures
have been introduced. Pension reforms have also meant a transfer of risk from pension scheme
sponsors to beneficiaries. As maturing of the reformed pension systems takes time, the results
will be visible primarily in the future pension benefits of the current working age population.
Reformed pension systems fit better to ageing societies, but new challenges and risks are
emerging from reforms and changing economic circumstances.

Generally, adequacy outcomes measured as replacement rates have become more contingent on
longer and less interrupted working lives and on supplementary pension schemes that depend
on returns and volatilities in financial markets. In that sense the higher sustainability of public
pension expenditure in view of population ageing has been achieved in a partial trade off with
the level and security of adequacy. Individuals will have to shoulder a larger share of the
particular and systemic risks of their future pensions. If they are to acquire pension entitlements
at levels of adequacy similar to those pensioners experience now they will have to change their
working and savings behaviour.

Measured at the floor as poverty prevention the impact of reforms on adequacy is more mixed
since several Member States as part of reforms also have improved the coverage and quality of
minimum income provisions for older people (incl. basic, guarantee an minimum pensions).
Much will depend on the changes to the indexation of benefits in payment and on budget cuts
restricting the access to subsidised or free services and in-kind benefits.

Comparison of time spent in retirement with life expectancy at birth and at the time of
retirement is an important aspect of pension adequacy and inter-generational solidarity. In some
countries people who left the labour market in 2009 can expect around 25 years or more in
retirement. It is only in a few countries retirement periods amount to less than 20 years. In the
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majority of Member States people can presently expect to be able to spend between 20 and 24
in retirement.

Current adequacy

Pensions constitute by far the main source of income of older Europeans, who represent a large
and growing share of the EU population. Over 120 million® or around 24% of Europeans are
pensioners. Almost 2/3 of these are women. The number of pensioners in Europe exceeds the
number of people aged 65+ by more than 30 million since many people start receiving a
pension before they reach the age of 65.

Maintaining living standards

Currently, pensions allow retired Europeans to enjoy living standards that are close to those of
the rest of the population and in some countries generally higher than for other groups on
transfer incomes.

Pension incomes presently derive primarily from public schemes financed on a pay-as-you-go
basis. So far it is only in a handful of Member States that privately managed funded pension
schemes have a significant complementary role in the current adequacy of pension provision —
and then mostly as an element that raises the aggregate replacement rate of the pension
package.

In 2010 the pensionable age was lower for women than men in 13 Member States. Often
women can retire five years before men. As a result the gross and net replacement rate are
significantly lower for women than for men in almost all these Member States.

In almost all Member States postponing pension take up by working longer and retiring later
results in higher net replacement rates while shorter careers result in lower replacement rates.
Yet, the bonus/malus incentives embedded in pension systems currently are not symmetric: in
all but a few Member States the increments in rates for prolonging working lives by two years
are bigger than the falls in replacement rates owing to two years shorter careers and early
retirement. Still the incentives to work longer and disincentives to early retirement are broadly
preserved across the different income groups for many Member States.

In a few Member States, a career break due to child-caring duties is so well protected through
care-crediting that calculations show no drop in current replacement rates as effect of absences
of up to three years. In other Member States, childcare years result in a drop in replacement
rates from the first year of absence, and the drop becomes sharper the longer the absence from
the labour market.

In most Member States unemployment result in a loss of pension entitlements and lead to drops
in replacement rates that increase in line with the break. But results show a decrease of less
than 3 p.p. in most Member States for three years of unemployment. This implies a
considerable protection of pension entitlements during unemployment in most Member States.

The effect on replacement rates of long-term career breaks (or % careers) is quite sharp,
reaching more than 10 p.p. in most countries.

#2010, The 2012 Ageing Report
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Preventing and reducing poverty

The EU-27 at-risk of-poverty-rate for people 65+ (15.9%) is currently slightly below the rate
for those below age 65 (16.5%), and older people (6.4%) are less affected by material
deprivation than the rest of the population (8.5%). Inequality among people 65+ is also lower
than for the general population.

This masks wide divergences between Member States, as in some countries older people have
benefited less from economic growth than the working-age population and are still exposed to
higher poverty risk or are more likely to face material deprivation. Moreover, in many countries
women living alone, notably those 75+, tend to have rather high risks of poverty.

At-risk-of poverty-rates and severe material deprivation of people aged 65+ have for some time
been on a downward trend in many Member States. This suggests that the absolute living
standards of older people were being improved prior to the crisis. It may reflect that more
people have earned entitlements in maturing earnings-related schemes. It may also be an effect
of the growing attention in recent reforms of minimum pensions respectively minimum income
guarantees to providing adequate incomes in retirement and reducing poverty amongst older
people.

It seems that in the first years of the economic crisis the incomes of older people have been
relatively better protected than those of the working age population. In most present pension
systems dominant public pay-as-you-go schemes with elements of solidarity and redistribution
and with indexation of benefits in payments offer good protection against poverty risks and
economic volatility. Yet, this is not the case everywhere as in some of countries pensioners are
exposed to particularly high AROP rates or to considerable levels of material deprivation.

Furthermore, is to be expected that the crisis temporarily will stop the gradual improvement in
the material living standards of the 65+, especially in Member States where these standards are
lower. The observed trend towards reduction in poverty risks may also come to a halt in other
countries as crisis generated changes to indexation of benefits in payment take effect - even if
pensioners with the lowest pensions so far mostly have been spared. Older people may also be
more vulnerable to cutbacks in other areas, such as health or care services.

Contribution to the poverty reduction target of Europe2020

Pensions represent by far the largest element in social protection systems, affecting the primary
incomes of more people than any other part. The total number of pensioners in EU Member
States presently comes to about 120 million or a quarter of the population.

Poverty rates of people 65+ are to a great extent a function of the poverty avoidance and
poverty mitigating capacities of pension systems including instruments of minimum income
provision for older people. The benefit level of minimum income provisions for older people is
a determinant of the extent to which people 65+ are exposed to poverty.

In 2010 there were 16.9 million people 65+ who were at risk of poverty or social exclusion, as
compared with the 99 million people in that situation aged 0-64. Without pensions, poverty
rates among the 65+ would by construction be very high.

Many people over 65 have incomes just below or above the poverty threshold; hence relatively
small changes in their pension incomes could lead to important variations in the poverty rates
of older people.

Increasing the relative equivalised income of older people who are at-risk-of-poverty by 20%
could help to lift around 7 million persons (those between 50% and 60% of median income),
out of poverty (as defined within the EU2020 strategy). Similarly, a relative drop in incomes of
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elderly people by 1/7™ could add another 8.7 million people to the group at-risk-of-poverty, as
those with the income currently between 60% and 70% of median would fall under the 60% at-
risk-of-poverty threshold.

Pension systems could achieve large scale contributions to the poverty reduction goal, but if
relative benefit levels drop by a fairly small margin they could also quickly augment the
number of people at risk of poverty.

Thus, the ability of the EU to achieve its goal of reducing the number of people affected by
poverty or social exclusion by 20 million by 2020 will also very much depend on the extent to
which reformed pension systems will continue to contribute preventing poverty and social
exclusion for older people.

Valorisation and indexation

Member States reform their rules on valorisation and indexation, and this can have an also
impact on current replacement rates and the value of benefits in payment.

In all but a few Member States net replacement rates are significantly lower (at least 5pp and in
some cases more than 10 p.p.) ten years after retirement. This shows how the living standards
of a pensioner will drop over time relative to the rest of the population as the indexation of
pensions in payment most often lag behind the evolution of wages.

However, Member States tend to prioritize the full indexing of basic, guarantee and minimum
income provisions, so as to mitigate the risk of poverty and material deprivation for low income
and vulnerable older people. Thus to avoid increasing precariousness as part of austerity
measures, Member States consider it important to concentrate pension benefits where they are
most needed and seek savings where they can be more easily absorbed without causing a
significant detrimental effect.

Other economic resources available for 65+

Economic well-being is to a large extent determined by the disposable cash income of
households, but free or subsidised services in-kind provided by governments can influence the
consumption possibilities of households in major ways.

Thus the question may arise as to the need for high pensions if all necessary services are
available for free for pensioners or what the real value of a high pension is if no age-related
services are available.

There is a wide range of other specific benefits that are afforded to older people to help with a
variety of expenses, such as health care, assistance with housing costs, transport and home care
assistance and payments to help with things like heating costs in the winter or with general
utility bills, such as gas, electricity and telephone costs. These benefits are alternative or
complementary ways of ensuring adequate standards of living in old age.

Depending on the mix of services provided in a given country, the well-being of different age
groups (or household types) is affected in distinct ways. This is studied through a so-called
imputation method where public spending on in-kind benefits is allocated to actual or potential
users. The principal assumptions relate to monetary value of the in-kind benefit in question and
determining beneficiaries.

Tenure status is another non-monetary factor which influences living standards. Thanks to
housing policies subsidising savings in owner-occupier dwellings older people may be more
likely to own their homes, mortgage free, or in social housing have rents below market prices,
so that their relative disposable income is in fact better than it seems from the cash measures on
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the indicators for poverty and average income used in previous sections. The imputed rent
method takes into account housing tenure, and the results are significant in certain countries.

Gender differences in current adequacy

Pension incomes are usually higher for men than for women, who represent the majority of
older people. Women also more exposed to poverty risks but they may experience better
replacement rates and better returns on their pension contributions since so far they are the
main beneficiaries of minimum, guarantee and survivors pensions. Women and men come to
very different results at the end of their working lives. The gender pension gap is originated
from differences in the employment rates and employment conditions of women and men
during their working lives (e.g. the gender pay gap) and an unequal distribution of roles
between the genders, but it can also result from the design of pension schemes and trends in
pension reforms.

Some Member States display strong differences between men and women in the aggregate
replacement ratio. Though the increasing labour market participation of women will result in
better pensions for women in the future, Member States will need to pay attention to the gender
implications of different dimensions of pension policies, including in relation to minimum
income provisions, plans for a bigger role of prefunded pension schemes in the future (given
the much lower current coverage for women) and credits for periods spent out of the labour
market.

Future adequacy

Pension reforms aimed at improving the sustainable base for adequate pension will in several
Member States result in lower future replacement rates for a given retirement age. This is due
to a mix of changes such as higher pensionable ages, longer required contributory periods, the
introduction of life expectancy factors and the transition into multi-tier pension arrangements.

To achieve replacement rates similar to those of the present more people will have to work
longer and/or take advantage of improved opportunities to build supplementary entitlements
through safe complementary retirement savings in public or private pension schemes.

Calculations of replacement rates show that the distributional effects of the pension reforms in
Member States might differ and that Member States face at the same time difficult choices to
balance the conflicting objectives of, on the one hand, protecting people in different life
situations, whilst at the same time providing the financial incentives for individuals to return to
the labour market. The design of pension systems has a strong impact on the effective
retirement ages and adequacy of pensions.

To properly interpret the TRR results, it is very important to take all the background and
context information into account to fully understand how representative the calculations are for
the different Member States.

It seems that in the short to medium term the pension challenge is more about reducing early
retirement and making people work until pensionable age rather than deferring retirement after
the pensionable age.

Employment of older workers has been one of the most dynamic components of the EU labour
market in recent years, but despite of these improvements, they are still low in many Member
States. Younger workers have been particularly hard hit by the crisis and this might have a
negative effect on future level of their pension benefits.
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In order to meet the demographic challenge recent reforms of public pensions have
concentrated on increasing effective retirement ages by raising the pensionable age, increasing
flexibility and strengthening eligibility requirements. This, however, entails a higher decision
burden on beneficiaries and knowledge that achieving comparable standards of living in
retirement in the future will require a longer working life.

Longer term adequacy

Analysis of the Theoretical Replacement Ratio scenarios demonstrate that as an effect of
pension reforms net replacement rates are projected to decrease by at least 5 percentage points
(p.p.) in 17 Member States between 2010 and 2050 and in 11 of them drops are projected to
exceed more than 15 p.p., for a worker with average earnings retiring at 65 after a 40 years
career. This may indicate that many countries in efforts to provide a reliable and sustainable
pension promise in the future have felt compelled to reduce the benefit levels that can be
obtained for a given contributory period.

Part of the decline in replacement rates may be an effect of shifts from benefit calculations
based on a limited number of years to full career averages. The introduction of life expectancy
adjustment factors in benefit calculations may play a significant role. While such changes
reduce costs they may also add incentives to prolong workings lives and thus help to raise more
revenue for their pension schemes.

In those countries that have shifted significant shares of their pension provision towards
occupational or mandatory funded schemes decreasing replacement rates have to be seen in the
context of the transition to multi-tier pension arrangements.

Apart from a couple of exceptions pension benefits at a given retirement age from statutory DB
and NDC systems will be reduced in all countries. A number of Member States are expecting
that these reductions in the replacement rates at a given retirement age from public schemes
will be partially or more than fully compensated by increases in pension benefits from
mandatory funded systems or occupational and third pillar schemes.

While in some countries replacement rates will be dropping care-crediting will improve and
crediting for up till three years of unemployment will be similar to what it is today.

Reinforcement of the link between contributions and benefits may translate into relatively
larger declines of replacement rates for low income earners and increased inequality in old age.

Effect of working more and longer on future adequacy

A crucial question is if pension systems in the future sufficiently and sensibly will reward
working longer and discourage early retirement.

Calculations show that in all Member States delaying retirement by two years (retirement at 67
after a 42-year career instead of 65 after a 40-year career) will result in higher future net
replacement rates (increases of 10 p.p. or more are projected in several countries), while earlier
retirement (at 63 after a 38-year career) results in lower replacement rates. Also incentives to
work longer are broadly preserved across the different income groups. Two years longer
working will in most Member States provide higher pension entitlements in the future. But only
in some will it allow people to fully make up for the large drops in total net replacement rates at
careers of 40 years. In a number of countries pension systems will not respond sufficiently to
people extending the duration of their working careers.

17



Again, as is the case with current replacement rates (which reflect past pension rules) the
incentives embedded in current rules of pension systems (which are reflected in future
theoretical replacement rates) are not symmetric. In all but a few Member States the bonus
increments in rates for prolonged working lives by two years are larger than the malus falls in
replacement rates owing to early retirement and two years shorter careers.

Since early retirement is far more popular than postponement of pension take up this situation
is hardly ideal. In fact unless they are quite substantial and at least at actuarial level reductions
for early retirement may not necessarily discourage people from using early retirement
possibilities. In a number of countries 25% to 50% of workers de facto retire through early exit
pathways. This can certainly have an impact on future at-risk-of-poverty rates. Moreover,
flexible access to early pensions reduced with actuarial principles is likely to create a group of
old-age pensioners with unacceptably low income, especially if indexation is below the
evolution of median income.

The labour market exit age is usually lower than the pensionable age as early retirement,
unemployment, sickness and disability benefits often are used as early exit pathways by those
aged 55-64. In some Member States in the statutory pension systems people with full
contributory periods are entitled to retire before the standard pensionable age. This underlines
the fact that pension reforms cannot be focussed on increases in pensionable ages only.
Minimum and full contributory periods need to reflect increasing overall life expectancy.

However, situation of people who started their careers early (usually unskilled workers and
people with lower life expectancy) needs special attention. People in hard or damaging
occupations are sometimes granted special treatment and can retire earlier, as well as the long-
term involuntarily unemployed or those who retired due to economic reasons. Some countries
also offer early retirement, where people can draw a pension with an applied malus (e.g. an
actuarially reduced pension) which acts as a financial disincentive. In others some occupational
groups are eligible to retire earlier and on more generous basis compared to standard old-age
pensioners.

A majority of policy measures to promote longer working is rightly focussed on the elimination
of disincentives to work. Such negative incentives also include a default retirement age,
regulations with regard to employment after the pensionable age and how employment income
is taxed or deducted from pension income and whether it is considered in the future calculation
of pensions.

Most Member States encourage workers to stay longer in employment, so that they earn
additional pension rights. Longer working (and reducing early retirement) is thus one of the
ways of improving pension replacement rates. Nevertheless, even if the pension incentives are
in place, the challenge is to a large extent with the labour market to provide enough job
opportunities for the older workers.

The design of pension systems has a strong impact on effective retirement ages. Rules on
deferred and (especially) early retirement influence people's decisions on when to retire. In
recent years Member States have seen progress in tackling early retirement schemes, but more
efforts are usually needed. With increases in pensionable ages and required contribution
periods, the challenge of supporting adequacy of pensions is to a larger extent shifted to the
ability of labour markets to create jobs and to keep people in the labour market. This calls for
comprehensive active ageing strategies, including investments in the employability and life-
long learning of older workers, and efforts to take their health and safety needs into account.

Currently, deferred retirement is usually possible and unlimited, but in some Member States the
consent of the employer or a minimum number of hours worked is required, and deferred
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retirement can be limited by collective agreements. One year of additional work can lead to a 2-
7% pension bonus. In some countries the bonus is higher for people with longer contribution
periods. If economic incentives to retire later are not actuarially neutral and are too low, they
may not have the desired effect. But if they are too high, the cost to the public purse may be
significant. There is also a risk of subsidising those who would in any case have postponed
retirement. Deferred retirement in a majority of Member States has much lower appeal than
early retirement. Some countries report there is no clear evidence to indicate that deferral had
an impact on the labour market exit age of individuals.

Knowledge gaps

It will be important to continue work on profiling the adequacy, sustainability and safety risks
inherent in different pension designs. It generally holds that as one chooses scheme designs and
public/private mixes one will be choosing the type of risks to which the pension system will be
exposed. Cost-effective delivery of adequate benefits will require pension planners to identify
these risks and develop methods for their handling under different circumstances.

Particular attention will need to be devoted to work on the profiling of barriers and risks to
gender aspects of adequacy. There may also be a need for devising indicators that can help
capture progress towards greater gender equality in pension outcomes such as for example and
indicator of the Gender Pension Gap.

Theoretical Replacement Rates (TRR) are calculations based on individuals while poverty and
incomes are household based indicators. Providing some trends of TRR at household level and
some indication of the trends in the structure of households can clarify the gap between these
indicators.

There will also be a need to look to wider measures of economic resources in terms of wealth
and in terms of access to subsidised or free services and other in-kind benefits.

Capacity building for the use of micro-simulation models in Member States could allow
comparative monitoring of adequacy aspects to undergo a qualitative transformation towards a
much higher level of accuracy.

But the crucial medium term goal in EU level reflections on the quality of pensions systems
will be to develop concepts and measurements that will allow for the combined assessment of
the adequacy and sustainability aspects of pensions. This objective should guide the future
pension work of both the Economic Policy Committee and the Social Protection Committee.
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1. Introduction: Context of the Report

Pension reforms in Europe over the last decade have been triggered by the expected increases
in expenditure caused by demographic pressures. Most recently the financial and economic
crisis have forced further reforms or caused countries to move the implementation of already
adopted reforms forward. As noted in the Joint EPC-SPC Report on Pensions of November
2010, several Member States have improved the long term sustainability of their public pension
schemes, and more sustainability enhancing reforms have followed in the last two years —
including some major ones (e.g. EL, FR, ES, IT) — or are in preparation (e.g. LU, PL). The
challenge for many countries now is to ensure that adequate pensions are available to people
now and in the long term. Consequently, many Member States are now looking for ways to
improve the overall future adequacy of income provisions for old age while preserving
sustainability gains.

Member States face trade-offs and difficult choices. Generally, they are more likely to achieve
adequate pensions by reforming not just pension systems, but also labour markets and other
social policies to support a better balance between the time women and men spend in
employment or self-employment and the time they spend in retirement or out of the labour
market for other reasons. Meanwhile they will also need to provide minimum income
provisions or other social protection provisions as poverty protection in old age to those who
are unable to earn adequate pension entitlements. Offering, in a cost-effective and safe way,
better opportunities for complementary retirement savings is another option to enhance the
adequacy of pension provision, especially seen from the angle of income replacement.

It is essential to monitor whether pension systems actually can afford to pay out the benefits
that they promise. However, in order to ensure that pension reforms do not improve financial
sustainability simply by lowering benefits beneath acceptable standards, it is equally important
to also monitor the adequacy of pension benefits.

Sustainability and adequacy challenges for all types of pension schemes have been aggravated
by the crisis. Lower growth prospects and increasing deficit and debt affect sustainability, and
in consequence the adequacy of pensions. Under pressure, some Member States have cut
benefits or frozen their indexation. Moreover, as pension reforms make future benefits more
dependent on performance of labour markets, the crisis forces us to improve our understanding
of how pension entitlements are accrued under changing economic conditions.

Pension cost makes up a big part of public expenditure (EU-27: 11.3% of GDP in 2010
variance 6%-15%) and is a major factor in the present and medium to longer term public
budget position. Sustainability relates to the fiscal and financial balance between revenues and
liabilities (and ratio of workers/contributors to pensioners/beneficiaries) in pension schemes.
Pension reforms are needed to correct for the negative impact of population ageing on this
balance. They may also be necessary to improve possibilities for short to medium term budget
consolidation. Thanks to reforms already enacted in most Member States ultimately only a
handful of countries have sustainability problems due to a high risk to public finance
sustainability from pensions and other ageing cost both in the medium and in the long-term.

Importantly, pension systems affect economic growth through their impact on labour supply. In
particular they influence the participation of older workers for whom employment rates
especially need to improve. Moreover, pension levels largely determine the proportion of

* The 2012 Ageing Report, Public pensions, gross as % of GDP

20



people 65+ that are exposed to poverty and social exclusion. The adequacy and sustainability of
pensions will therefore also affect our ability to achieve the employment and poverty targets of
Europe 2020 strategy, i.e. those of raising the employment rate to 75% for people aged 20-64
and of reducing the number of people exposed to poverty or social exclusions by 20 million by
2020.

Every year the cycle of implementation in Europe 2020, the EU's growth strategy for the
coming decade, starts with publication by the Commission of the Annual Growth Survey,
which sets the priority policy objectives to be pursued in the year. The 2011 Annual Growth
Survey® and the Euro Plus Pact® made recommendations relating to a better balance between
time in work and time in retirement. The Pact emphasised the need to raise effective retirement
ages and noted the importance of adequacy of pensions. The 2011 European Semester process
culminated in the Country-Specific Recommendations’ which are based on the Commission
services’ analysis® of the National Reform Programmes and the specific budget, growth and
employment situation of each Member State. Recommendations on pensions, based on
employment guidelines, were addressed to a majority of Member States and focused on®:

increasing the pensionable age and linking it to longevity growth (9)
increasing the effective retirement age and older workers employment (12)
reducing early retirement (5)

developing supplementary private savings (2)

balancing sustainability and adequacy concerns (3)

addressing adequacy problems (1)

The 2012 Annual Growth Survey™ continues to put emphasis on reforming pension systems.
In the part on fiscal consolidation, the document suggests that " Member States should give
particular attention to (...) pursuing the reform and modernisation of pension systems,
respecting national traditions of social dialogue to ensure the financial sustainability and
adequacy of pensions, by aligning the retirement age with increasing life expectancy,
restricting access to early retirement schemes, supporting longer working lives, equalising the
pensionable age between men and women and supporting the development of complementary
private savings to enhance retirement incomes”.

In the part on tackling unemployment and the social consequences of the crisis, the document
considers that "to create jobs and ensure a job-rich recovery, (...) Member States should give
particular priority to (...) restricting access to early retirement schemes and other early exit
pathways while supporting longer working lives by providing better access to life-long
learning, adapting work places to a more diverse workforce and developing employment
opportunities for older workers, including through incentives".

There is also a short reference about protecting the vulnerable, as "people with no or limited
links to the labour market — such as pensioners or vulnerable people dependent on social
benefits, for instance single parents — are also exposed to changes affecting the calculation and
eligibility of their source of income™.

® http://ec.europa.eu/europe2020/tools/monitoring/annual_growth_survey 2011/index_en.htm

® EUROPEAN COUNCIL CONCLUSIONS 24/25 MARCH 2011, Annex |, EUCO 10/1/11 REV 1° Reference as
agreed/adopted at 11March extraordinary European Council.

"As adopted by European Council 24-25 June 2011:
http://www.consilium.europa.eu/uedocs/cms_Data/docs/pressdata/en/ecofin/123611.pdf

& http:/ec.europa.eu/europe2020/tools/monitoring/recommendations_2011/index_en.htm

o Figures in brackets relate to how many Member States had such a recommendation; Member States may have received
recommendations relating to more than one of the above topics.

19 http://ec.europa.eu/europe2020/pdf/ags2012_en.pdf
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These developments have raised the profile of pension reforms still further, albeit so far
primarily from a public finance perspective. Meanwhile, Member States have agreed that
reducing the number of people affected by risk of poverty by 20 million should be one of the
major Europe 2020 targets. Thus the contribution of pensions to the reduction of poverty in old
age over the next decade is emphasised as central issue in the monitoring of pension adequacy.
This is also reflected in the European Platform against Poverty and Social Exclusion*.

With this Pensions Adequacy Report (PAR) the Social Protection Committee (SPC) will
strengthen the capacity of the EU to assess the current and future adequacy of pension
systems and to identify policy strategies that can lead to the most cost-effective delivery of
adequate pensions and social benefits in ageing societies.

This Pensions Adequacy Report has been developed as complement to the analysis of pension
sustainability in the 2012 Ageing Report produced by Economic Policy Committee (EPC) with
input from the Ageing Working Group (AWG). The Ageing Report primarily deals with the
long-term development of public pension expenditure in Member States. It aims to understand
the relative financial impact of each of the main drivers of public pension expenditure,
including demographic factors, labour market related factors, eligibility conditions and
contribution/benefit formulas in public schemes. The latter covers dimensions of pension
adequacy by analysing the long-term developments in such indicators as the "benefit ratio”, the
"gross average replacement rate” and - in 2012 for the first time - the level of earnings-related
public pension at retirement for new old-age pensioners with an average contributory career.

This Pensions Adequacy Report widens the pension adequacy analysis by looking at it from a
broader and more multi-dimensional perspective. Thus it focuses on the current and future
capacity of pension systems to provide a decent standard of living for the elderly and to reduce
poverty in old age (i.e. income replacement and poverty avoidance as the two key objectives of
pension systems). Furthermore, the report pays special attention to the gender dimension of
pension policies (i.e. the distinctive outcomes for women and men from the same cohorts).
Also, whilst in the Ageing Report adequacy is mainly analysed in the context of public pension
benefits, this PAR looks at wider areas that influence old-age income adequacy, such as private
pensions and other benefits and subsidies. It also takes a first look at how pension policy
interacts with other policy domains in the generation of living conditions for people after
retirement. Here it has to be acknowledged from the outset that the comparison of wider
concepts of adequacy across Member States is difficult. Given the broad range of pensions,
health, long-term care and general welfare provisions for the elderly that exist as well as
differences in the cost of living, tax systems, etc. this PAR will often have to restrict itself to
tentative and incomplete excursions into these newer territories marked by data and conceptual
difficulties.

As adequacy and sustainability are two sides of the same coin, in the sense that you cannot
have one without a certain modicum of the other, the discussion in this Report about current
and future adequacy measurements also seeks to analyse how adequate pensions can be
provided in a sustainable manner and without over-burdening the working population. The
report looks at options to provide adequate pensions in a cost-effective way as the population
ages, such as by increasing incentives for work longer and for supplementary pension saving.

The PAR also starts the dialogue towards more similar methodological approaches to the
measurement of sustainability and adequacy. Thus it seeks to better align the respective EPC
and SPC pension indicators by using common assumptions in its pension projections. However,
in the future it is envisaged that closer co-operation between the EPC and the SPC (and their

! http://ec.europa.eu/social/main.jsp?langld=en&catld=961&news|d=959&furtherNews=yes
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respective subgroups) should contribute to real alignments in the measurement of the
sustainability and adequacy dimensions.

The Pensions Adequacy Report is highlighted as one of the initiatives to deepen the monitoring
of adequacy aspects in the Commission's White Paper on pensions.*? Coinciding with the
European Year 2012 for Active Ageing and Solidarity between Generations, the White Paper
builds on the results of a wide consultation, launched in July 2010. It cuts across different
policy areas and is fully in line with the Commission's 2012 Annual Growth Survey. While
respecting national competences in the domain of pensions, the White Paper proposes, in
particular, to adapt work places and labour market practices to bring older workers into work,
to develop complementary private retirement schemes, to enhance the safety of supplementary
pension schemes, to make supplementary pensions compatible with mobility, to encourage
Member States to promote longer working lives, and to monitor the adequacy, sustainability
and safety of pensions and support pension reforms in the Member States. The White Paper
foresees that in cooperation with the Social Protection Committee the Commission will prepare
the Pensions Adequacy Report to help Member States assessing the adequacy of their pension
systems for women and men.

Structure of the Report

The Pensions Adequacy Report is structured as follows: it assesses challenges for pension
adequacy in the short and the long-term following a chronological approach. Chapter 2
provides a more detailed definition of pension adequacy and its two main dimensions: income
replacement and poverty reduction. It also presents the pension objectives agreed within the
context of the open method of coordination (OMC).

Chapter 3 looks at current adequacy of pension systems in the EU. As the adequacy of pensions
has to do both with providing life-cycle income smoothing and with avoiding poverty, the
chapter develops the analysis of these two dimensions in 3.1 and 3.2 respectively.

The section on income smoothing (3.1) starts with a look at the current relative income
situation of the population 65+ and then considers the role of pension systems in income
maintenance of the elderly. The available OMC indicators of relative income are primarily used
for this purpose (i.e. the aggregate replacement ratio, current theoretical replacement rates).

In contrast, the section on poverty avoidance (3.2) develops its analysis on the basis of
indicators used within the EU2020 process, namely the at-risk-of-poverty rate (which measures
relative income poverty), severe material deprivation and the composite EU2020 indicator of
risk of poverty or social exclusion. A section on the income guarantees for older people intends
to give a qualitative presentation of mechanisms in Member States to tackle old age poverty.

The remaining sections of Chapter 3 are intended to broaden the picture with brief
considerations of how pensionable earnings are valorised and pensions in payments indexed
(3.3), of adequate standards of living in old-age (the role of other economic resources available
for the elderly — 3.4) and of the gender gap in pension entitlements (3.5).

Chapter 4 considers future challenges for the provision of adequate pensions. Section 4.1 looks
at the longer-term adequacy of future pensions (for people who start working today) and with
the help of the theoretical replacement rates tries to answer the questions: (a) what are the long-
term adequacy risks for people with different career profiles given recent pension reforms, and
(b) what kind of pension schemes will be the main sources of future income of pensioners

12 The White Paper can be downloaded at: http://ec.europa.eu/social/pension
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(4.1.1). The section also presents indicators of future adequacy calculated for the Ageing
Report (4.1.2). Due to lack of available tools, no assessment of income replacement in the
medium term (2020) and poverty in the long-term is provided.

Section 4.2 considers the link between pensions and labour market, and in particular how
pension rules encourage longer working. It tries to see to what extent improvements in future
adequacy can be obtained by working longer. Section 4.3 discusses adequacy risks inherent in
different pension schemes, and concludes with a call to provide people with better information
about the reformed pension systems (4.4).

Chapter 5 presents knowledge gaps in measuring adequacy and suggests areas for further
research, for the attention of policy-makers.

The report focuses on the adequacy of pensions for older people. The majority of indicators
used in the report reflect the situation of the population aged 65 and over and this is not
equivalent to the situation of retired population. The terms "older people” or "the elderly"”
should be understood as referring to the population 65+.
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2. Defining Pensions Adequacy and its Challenges

This chapter presents income replacement and poverty reduction as the two dimensions of
pension adequacy. In this context the three European pension objectives of adequacy,
sustainability and modernisation are sketched. These policy objectives have served for
development of indicators, which are used for analysis in the chapters 3 and 4 of the report. The
chapter also highlights how achieving pension policy objectives becomes even more
challenging in the context of changing demographics and labour market patterns. Finally, some
trends in recent pension reforms are presented.

The chapter finds that the combination of rising longevity and lower fertility will lead to a steep
increase in the old age dependency ratio. However, the ageing challenge is even better
illustrated with the economic old-age dependency ratio, which depends both on the changing
age structure and on the employment situation. A well-functioning labour market is necessary
to sustain pension promises. As a consequence of the reforms, pension systems have become
far more complex than they used to be. Reformed pension systems should better suit ageing
societies, but often reforms introduce new challenges and risks. These can have an impact on
pension adequacy now and in the future.

2.1. Pensions Adequacy

For the purposes of this report the notion of pension adequacy is directly linked to the main
public policy objectives of pension systems, which are:

1. Income replacement — Public pension systems in the EU Member States include social
security schemes which aim at providing adequate pensions that would secure, to the
greatest possible extent, the maintenance of standards of living at retirement. In some
Member States supplementary pension schemes play an important role in achieving this
goal.

2. Poverty reduction — Most public pension systems in the EU Member States provide
minimum income provisions which mainly aim at preventing old-age poverty by securing a
minimum, basic level of standard of living at retirement. Such minimum income provisions
can come from earnings-related schemes, means-tested benefits, universal flat-rate pension
or contributory flat-rate pension, or combinations of these.

Furthermore, the notion of adequacy needs to be assessed both today and in the future as most
pension reforms have long transitional periods and often do not affect current pensioners or
those cohorts soon to become pensioners. The inherent long-term generational nature of the
pension promise is why this dimension is important in the analysis.

The report also pays attention to the gender dimension in pension policy, other benefits
affecting the overall adequacy and poverty situation and the employment incentives of pension
schemes.
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2.2. Obtaining adequacy: objectives and challenges

The commonly agreed objectives in the pensions strand of the Open Method of Coordination

In order to encompass a multi-faceted analysis, this report looks at adequacy in the context of
the three commonly agreed objectives in the pensions strand of the Open Method of
Coordination (OMC)*® (the common objectives for pensions are listed in the Box: Common
objectives for pensions, using the form in which they were confirmed in 2006). It will be key to
address the question of how adequate pensions can be made sustainable and safe as
demography and economic dependency ratios change.

Box: Common objectives for pensions
Member States are committed to providing adequate and sustainable pensions by ensuring:

(1) adequate retirement incomes for all and access to pensions which allow people to maintain, to a
reasonable degree, their living standard after retirement, in the spirit of solidarity and fairness
between and within generations;

(2) the financial sustainability of public and private pension schemes, bearing in mind pressures on
public finances and the ageing of populations, and in the context of the three-pronged strategy for
tackling the budgetary implications of ageing, notably by: supporting longer working lives and
active ageing; by balancing contributions and benefits in an appropriate and socially fair manner; and
by promoting the affordability and the security of funded and private schemes;

(3) that pension systems are transparent, well adapted to the needs and aspirations of women and
men and the requirements of modern societies, demographic ageing and structural change; that
people receive the information they need to plan their retirement and that reforms are conducted on
the basis of the broadest possible consensus.

The OMC framework allows an analysis of pension outcomes in Member States on the basis of
some commonly agreed indicators linked to the commonly agreed objectives of adequacy,
sustainability and modernisation of pension systems. The analysis draws mainly on indicators
of current and prospective pension that have been developed for the pension strand of the
Social OMC. Detailed presentations of these indicators are given in the Methodological
Annexes.

In the corresponding chapters the analysis tries to clarify to what extent the indicators reflect
reality, and to assess their strengths and limitations - including their usefulness for drawing
policy conclusions.

Challenges that countries are facing in achieving pension objectives

Changing demographics and labour market patterns add to the need to closely monitor both the
current and future adequacy and sustainability of pensions. The demographic perspectives
challenge the attainment of pension objectives and difficulties have been aggravated by the
economic and financial crisis. The following outlines such challenges by looking at the
demographic context as well as recent labour market trends (in particular, employment rates of
older workers).

3 In 2001 Member States agreed a set of objectives for their pension systems which since have guided reform
efforts and their assessment at EU level. Member States and the Commission assess progress towards the common
objectives within the Open Method of Coordination (OMC) on social protection and social inclusion which has the
Social Protection Committee as its pivot. The Social OMC works through common setting of objectives by the
Commission and the Council, developing common indicators that measure progress towards objectives, reporting
by the Member States on the basis of those objectives, and summarising of the findings by the Commission in
reports subsequently endorsed by the Council.
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Over the last decades, life expectancy has steadily been rising, with an increase of up to two
and a half years per decade. If the reduction in mortality continues at this pace, most people in
the EU will live substantially longer lives than their predecessors. This could mean life
expectancy at 65 would increase by 5.2 years for men and by 4.9 years for women over the next
fifty years'. In 2060, it is expected that life expectancy at age 65 will reach 22.4 years for
males and 25.6 for females. Fertility rates have decreased in almost all Member States and in
some they have remained very low.

Table 1. Old-age dependency ratio, economic old-age dependency ratio and their projected evolution for Member
States (2010 — 2020 — 2040 — 2060)

a) Demographic (old age) and economic dependency ratios and their projected evolution for EU Member States
(2010 — 2020 — 2040 — 2060) (age group: 15-64 years)

Old-age dependency ratio Economic old-age dependency ratio
Projected Projected Projected Projected Projected Projected
change in change in change in change in change in change in
Old-age old-age old-age old-age Economic economic economic economic
dependency depengency depengency depen(_jency old-age depenc_iency depenc_iency depengency
ratio: 2010 ratio ratio ratio dependency ratio ratio ratio
between between between ratio: 2010 between between between
2010 and 2020 and 2040 and 2010 and 2020 and 2040 and
2020 2040 2060 2020 2040 2060
EU-27 25.92 5.45 14.15 7.03 EU-27 39 6 18 9
BE 26.03 4.22 10.70 2.88 BE 41 6 16 5
BG 25.44 7.02 13.50 14.36 BG 42 6 20 20
CZ 21.57 8.80 9.70 14.93 CZ 32 10 13 19
DK 24.87 6.55 10.49 1.61 DK 32 8 11 1
DE 31.26 4.52 20.66 3.45 DE 42 4 25
EE 25.18 4.89 10.41 15.06 EE 38 4 11 20
IE 16.82 5.97 10.28 3.58 IE 26 8 13 7
EL 28.41 4.16 15.26 8.82 EL 46 4 21 11
ES 24.69 4.25 17.76 9.67 ES 42 2 16 14
FR 25.66 7.05 11.66 2.21 FR 40 8 14 3
IT 30.78 3.98 16.97 4.92 IT 53 4 25 7
CY 18.64 6.24 8.44 14.25 CY 25 6 10 18
LV 25.19 3.65 14.43 24.72 LV 40 2 14 32
LT 23.28 3.30 15.21 14.86 LT 39 3 17 21
LU 20.43 2.69 13.96 7.97 LU 31 4 22 12
HU 24.20 5.78 9.54 18.29 HU 43 7 12 28
MT 21.26 10.49 8.45 15.36 MT 37 14 9 23
NL 22.82 7.97 16.50 0.18 NL 29 8 20
AT 26.10 3.68 17.05 3.90 AT 35 4 20
PL 18.96 7.98 12.95 24.70 PL 31 10 21 37
PT 26.70 4.62 15.40 10.48 PT 36 6 16 14
RO 21.37 4.31 14.97 24.12 RO 31 9 27 41
Sl 23.8 6.61 15.73 11.47 Sl 34 9 19 15
SK 16.93 6.66 14.40 23.81 SK 28 10 23 36
FI 25.63 10.55 7.28 3.97 FI 37 11 10 5
SE 27.72 5.75 6.98 5.76 SE 36 5 8 7
UK 24.86 4.77 9.23 3.21 UK 33 6 10 4

Old-age dependency ratio: Number of persons aged 65 and over as % of the number of persons aged between 15
and 64.

Economic old-age dependency ratio (15-64): inactive population 65+ as % of employed 15-64.

Sources: Old-age dependency ratio: EUROPOP 2010 population projections; Economic old-age dependency ratio:
The 2012 Ageing Report: Underlying Assumptions and Projection Methodologies.

1 The 2012 Ageing Report: Underlying Assumptions and Projection Methodologies
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Note: The impact of the very latest pension reforms in Member States is not included in the calculations (see Box
2, The 2012 Ageing Report).

b) Demographic (old age) and economic dependency ratios and their projected evolution for EU Member States
(2010 — 2020 — 2040 — 2060) (age group: 20-64 years)™

0ld-age dependency ratio (20-64) Economic old-age dependency ratio (20-64)
Projected Projected
change in Projected Projected change in Projected Projected
old-age change in old{change in old- Economic economic change in change in
Sl dependency age age old-age dependency | economic economic
dependency . s
ratio: 2010 ratio de.pendencyI de.[:tenden'::yI depilandency ratio de:p-enden'::yI de.p-enden'::yI
between |ratio between| ratio between ratio: 2010 between |ratio between [ratio between
2010 and  |2020 and 2040| 2040 and 2060 2010 and | 2020 and 2040 (2040 and 2060
2020 2020
EU-27 28.4 6.0 15.6 7.7 EU-27 39.8 5.7 17.9 9.6
BE 287 4.7 11.9 3.2 BE 418 5.1 16.8 4.5
BG 27.8 76 15.0 15.5 BG 417 6.6 20.2 20.2
CZ 23.8 9.3 11.1 16.0 CZ 323 10.2 13.1 18.4
DK 28.0 6.9 11.7 1.6 DK 34.6 7.7 12.2 1.4
DE 33.9 5.0 224 3.8 DE 437 3.1 25.8 4.7
EE 275 54 11.6 16.6 EE 377 4.6 11.1 20.3
IE 18.8 7.0 11.0 4.1 IE 269 8.3 12.5 8.4
EL 31.0 45 17.0 9.5 EL 46.7 4.0 21.1 11.3
ES 26.8 4.8 19.5 10.3 ES 421 2.2 16.6 13.9
FR 28.5 8.1 12.7 2.4 FR 40.5 8.6 14.1 3.3
IT 333 45 18.7 5.1 IT 53.1 2.5 21.9 6.2
CY 21.0 6.2 9.3 15.9 CY 253 5.6 10.5 18.1
LV 27.6 37 15.8 27.0 LV 40.0 1.9 14.7 32.0
LT 26.1 2.8 17.0 16.5 LT 387 3.0 17.9 20.9
LU 22.3 31 15.5 8.6 LU 31.0 4.7 22.0 12.3
HU 26.6 6.3 10.6 19.6 HU 43.2 6.5 12.6 28.4
MT 241 10.8 9.1 16.9 MT 35.6 13.7 9.4 23.6
NL 253 9.0 18.0 0.0 NL 31.2 8.9 211 0.7
AT 28.6 3.9 18.6 4.3 AT 36.6 4.0 21.0 5.5
PL 20.9 5.7 14.0 27.1 PL 31.0 10.4 21.0 37.4
PT 293 51 16.7 11.0 PT 36.7 5.7 15.8 14.8
RO 23.2 50 16.3 26.0 RO 31.9 8.3 27.2 41.4
Sl 256 76 17.3 12.7 Sl 343 9.1 19.8 15.5
SK 18.7 7.2 15.8 25.9 SK 285 9.7 22.7 36.4
Fl 28.8 11.3 8.0 4.5 Fl 3rs 11.6 10.7 5.1
SE 313 5.6 8.1 6.3 SE 3r.2 4.6 9.0 6.8
UK 277 4.9 10.5 3.6 UK 34.8 5.5 111 3.8

Old-age dependency ratio: Number of persons aged 65 and over as % of the number of persons aged between 20
and 64.

Economic old-age dependency ratio (20-64): inactive population 65+ as % of employed 20-64.

Note: The impact of the very latest pension reforms in Member States is not included in the calculations (see Box
2, The 2012 Ageing Report).

The combination of rising longevity and lower fertility will lead to a steep increase in the old
age dependency ratios of Member States (Table 1a). According to projections®®, the EU-27
will face a substantial increase in its demographic old-age dependency ratio, which is set to
increase from around 26% in 2010 to around 32% in 2020 (by 5.5 percentage points between
2010 and 2020), to around 46% in 2040 and around 53% in 2060. There are different dynamics
across Member States both in the intensity of old-age dependency and the pace at which
population ageing is taking place. In 2010 the demographic dependency ratio varied from
around 17% in IE and SE to more than 30% in IT and DE and in 2060 it will range from 37%

1> Data source: The 2012 Ageing Report
'8 Europop 2010 population projections; The 2012 Ageing Report: Underlying Assumptions and Projection
Methodologies
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in IE to more than 60% in LV, RO, PL, SK and BG. The ageing of the population takes place
sooner in some countries than in others, as illustrated by Table 1a, which shows how the ratio is
projected to change for each country between the years 2010-20, 2020-2040 and 2040-2060. FI
and MT are the countries where the old-age dependency ratio is set to increase already in the
coming decade from 2010-2020 at a faster pace than in the years beyond 2020.

In some countries, e.g. BE, DK, DE, IE, FR, NL, AT, Fl and UK the old age dependency ratio
IS projected to reach its peak in 2040 and remain somewhat stable thereafter. By contrast, BG,
CZ, CY, LV, HU, PL, RO and SK are expected to experience further increases in the old age
dependency ratio after 2040, higher than those expected to incur before 2040.

The ageing challenge is even better illustrated with the economic old-age dependency ratio,
which can be defined in various ways, but in general it measures how the old-age/ inactive
population is supported by those who, in principle, are active/employed and are contributing to
the system financially. According to the 2012 Ageing Report, the economic old-age
dependency ratio of the EU-27 (defined as inactive population 65+ as percentage of employed
15-64) will, similarly to the old age dependency ratios, almost double between 2010 and 2060,
going up from 39% in 2010 to 45% in 2020, 63% in 2040 and 72% in 2060. Again attention
should be paid to the fact that the situation in single Member States may differ significantly
from the EU-27 average. We have both widely differing current economic dependency ratios
and widely differing predictions of the evolution in the coming decades. In 2010 the ratio
varied from around 25% in CY to 53% in IT and in 2060 it will range from 52% in DK to more
than 90% in RO, PL, SK and HU, with different changes over the decades (Table 1a). The size
of the working-age population is projected to shrink and this will reduce potential labour supply
and have far-reaching consequences for economic, budgetary and social developments.

The Table 1b) provides the changes of the old age dependency ratio (as population aged 65 and
over as a percentage of the population aged 20-64) and economic old-age dependency ratio (20-
64) (as inactive population aged 65+ as percentage of employed population 20-64).

The old-age dependency ratio'” (population aged 65 and over as a percentage of the population
aged 20-64) in the EU-27 is projected to increase from 28.4% in 2010 to 55.0% in 2050 and
57.7% in 2060.

There are several factors which determine the evolution of the economic dependency ratio. The
changing of the age structure is one of these factors. Another key factor is the employment
rates: the higher the employment rates the smaller the economic dependency ratio. A less
pronounced increase in the economic dependency ratio is therefore possible if Member States
tap the potential of labour markets and increase the employment rates of the working age
population (this is discussed in more detail in Chapter 4.2). Recent studies'® show how different
labour market scenarios impact on the evolution of economic dependency ratios in the context
of given demographic change. If higher rates of employment for the working age population
are reached the increase in economic dependency ratios can be substantially limited despite the
enormous change in the age structure.

Meeting the pension promise is a long-term undertaking. For those in or close to retirement
pension entitlements will tend to reflect labour market situations of the past, where conditions
may have been very different from the situation today which only will be reflected in future
adequacy attainments. To sustain pension promises and ensure a fair distribution of risks and
burdens within the population, it is essential to have both a well-functioning labour market
and a high activity rate among the population. One vital challenge will therefore be to

" The 2012 Ageing Report
'® AK-Wien Dependency Ratio calculator.
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increase employment among all groups that are under-represented in the labour market, such as
women, immigrants and older workers (further analysis in section 4.2).

During the present economic crisis the employment rates for older workers have so far
held up much better than in earlier downturns. Generally Member States have not
encouraged early withdrawal from the labour market, as was often the case in previous
recessions. While the employment rate in the 20-24 age group declined from 54.9% in 2008 to
50.3% in 2010, the employment rate of workers aged 55-64 withstood the test of the crisis and
even saw a slight increase in the EU-27 average from 45.6% in 2008 to 46.3% in 2010. Since
older worker employment rates in most Member States still are far too low it remains to be seen
if the increase can be continued despite the adverse economic conditions.

Yet, avoiding a steep rise in the economic old-age dependency ratio will not just depend on the
extent to which we manage to employ people after age 55. It will very much require all people
of working age to work more and longer. The labour market entry age and the total
number of contributory years (seniority) are as important for the economic dependency
ratio as the exit age. The average duration of working life (Figure 29 in section 3.5) is
determined by any periods of non-employment due to inactivity, incapacity or unemployment
as well as by the entry and the exit age, whereas data on entry ages are scarce. LFS data
document that between 2001 and 2009 the average exit age from the labour market in the EU-
27 increased by 1.5 years to reach 61.4 years™. According to the 2012 Ageing Report, the
average effective exit age from the labour force in the EU-27 in 2010 was 62.1 (62.5 — for men,
61.7 — for women). On average men exit 1 year later than women and this difference has been
rather stable over the time period. Later exit ages clearly lead to more pension contributions
and limit the growth in retirement periods. Thus they improve both the adequacy and
sustainability of pensions systems.

Table 2 in section 3.1.2 provides some information on (contributory/work) seniority at
retirement of new flows of retirees. While on average men work longer years than women and
in many Member States the average number of contributory years is below what is needed to
receive a full pension.

Pension reforms that countries have carried out in view of these challenges

In response to the demographic and labour market challenges outlined above as well as in
response to the financial crisis many countries are adapting their pension systems. Reforms are
aimed at achieving financial sustainability by better balancing revenues and liabilities while
ensuring the adequacy of pension entitlements including through longer working lives and
supplementary pension schemes. The 2010 EPC-SPC Joint Report on Pensions® took stock of
the major trends in pension reforms in the EU over the last decade, and provided assessments
of the adequacy and sustainability outcomes of the reforms. These are briefly recalled here.

Tightening the link between contributions paid into the system and benefits paid out has been a
key feature of reform efforts. This often took form of moving from final pay or best years to
lifetime earnings as the basis for benefit calculation, thus requesting a number of contribution
years instead of solely on reaching a pensionable age and increasing the number of years
required to receive a full pension.

Many reforms have also aimed at increasing the pensionable age and/or equalising it where
there were gender differences. In most countries, the higher eligibility ages for a statutory
pension are phased in over long periods, as this approach allows individuals to adjust their

% Eurostat data.
20 http://ec.europa.eu/economy_finance/publications/occasional paper/2010/pdf/ocp71 en.pdf
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retirement planning. Reforms have aimed to close or reduce access to early retirement schemes
and other early exit pathways in unemployment, sickness and disability schemes.

A number of countries have introduced mechanisms for automatic adjustment or periodic
review of pension schemes as demographic and economic conditions change. To a varying
degree such mechanisms adjust: (1) pension eligibility ages and/or pension benefits in line
with gains in life expectancy, (2) the valorisation of entitlements and/or the indexation of
benefits in line with the economic performance in terms of GDP growth and/or labour market
performance, (3) contribution rates in line with the indexation of benefits (4) the valorisation of
entitlements and indexation of benefits to ensure the financial balance of the pension system
after external shocks.

Greater pre-funding, in one form or another, has been a widespread policy response to the
demographic challenge (Chapters 4.1 and 4.3 describe in more detail the greater weight of
funded schemes and its consequences). In macro-economic terms, pre-funding means bringing
forward some of the costs of the demographic shift to distribute them over a longer period and
over different generations. Pre-funding has been enhanced in four ways: (1) introduction of
new defined-contribution (DC) schemes (either mandatory, with automatic enrolment or
voluntary with tax incentives); (2) expansion of existing occupational schemes; (3) setting up
of pension reserve funds; or (4) paying down of national debt.

Many Member States have also reformed their minimum income provision for older people in
significant ways. Improvements to benefits levels and access, and changes to up-rating and
indexing mechanisms or ad-hoc increases were particularly frequent.

As a consequence of the reforms pension systems have become far more complex than they
used to be. Pension provision is now based on contributions from more pillars and new
incentive structures have been introduced. Pension reforms have also meant a transfer of risk
from pension scheme sponsors to the beneficiaries. As maturing of the reformed pension
systems takes time, the results will be visible primarily in the future pension benefits of the
current working age population.

The financial and economic crisis has aggravated sustainability and adequacy concerns for all
types of pension schemes by lower growth prospects and increasing public deficits and public
debt levels have affected sustainability. Regarding adequacy, today’s pensioners have generally
been well-protected against the crisis, but future pensioners, as described in the chapter 4, may
be further affected by prolonged unemployment periods, lower contributions, poorer returns in
financial markets (in case of funded schemes), and pension reforms introducing more
demanding qualifying conditions.

As demonstrated by consecutive Ageing Reports including the 2012 edition pension reforms
have substantially improved the medium and long-term sustainability of public pension
expenditure. Thus public pension schemes have become much more able to withstand the
pressures of population ageing and their future contribution to pension incomes is better
assured. The consequences for the adequacy of the overall systems of pension provision
emerging from reform efforts are less certain. Generally, adequacy outcomes have become
more conditional on longer and less interrupted working lives and on supplementary pension
schemes that depend on returns in financial markets. In that sense the higher sustainability of
public pension expenditure in view of population ageing has been achieved in a partial
trade off with the security of adequacy. Individuals will have to shoulder a larger share of the
particular and systemic risks of their future pensions. This report takes a closer look at how the
adequacy of public pensions has been affected and at the extent to which people can recoup the
decline in adequacy by working longer and by building additional entitlements in
complementary retirement saving schemes.
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3. Current Adequacy of Pension Systems

This chapter looks at the current adequacy of pension systems in the EU. As the adequacy of
pensions has to do both with providing life-cycle income smoothing and with avoiding poverty,
the chapter develops an analysis of these two dimensions in sections 3.1 and 3.2 respectively,
together with reflections on how pension policies currently address them. To this end
quantitative (based on available indicators) and qualitative assessment is provided, taking into
account also to which extent reducing risk of poverty and social exclusion rates of older people
could contribute to achievement of the EU2020 poverty reduction target.

Where pensions are earnings-related valorisation of past salaries or contributions influence
how pensions replace income from work at the moment of retirement, while indexation of
pensions is crucial for maintaining living standards after retirement. Both are discussed under
section 3.3. Adequate standards of living in old-age are not only about pensions, so chapter 3.4
tries to assess the impact of in-kind benefits on living standards of older people. Gender
dimension is discussed all over the chapter 3, but closer focus is presented in section 3.5.

The findings presented in the chapter demonstrate that pensions allow retired Europeans to
enjoy living standards which are, on average, close to those of the rest of the population and in
some countries higher than for other groups in society. Pension incomes presently derive
primarily from public schemes financed mainly on a pay-as-you-go basis. Presently it is only in
a few Member States (e.g. IE, NL, DK, SE, UK) that privately managed funded pension
schemes have a significant complementary role in adequate pension provision — and then
mostly as an element that raises the aggregate replacement rate of the pension package.

Thanks to pension systems, older people in most countries are currently less exposed to the risk
of poverty and severe material deprivation than the rest of the population. Yet some pensioners,
in particular women 75+ living alone, tend to be exposed to rather high risks of poverty.
Inequality among people 65+ is also lower than for the general population.

The downward trend in severe material deprivation for people 65+ suggests that the absolute
living standards of older people were being improved prior to the crisis, even if in some
countries the development in living standards of the elderly lagged behind those of working age
population. Moreover, during the crisis the bulk of pensioners have so far been better protected
than the working age population. In most present pension systems dominant public pay-as-
you-go schemes with elements of solidarity, and redistribution and with indexation of benefits
in payments offer good protection against poverty risks and economic volatility.

Therefore, the ability of the EU to achieve its goal of reducing the number of people affected
by poverty or social exclusion by 20 million by 2020 will also depend on the extent to which
reformed pension systems will continue contributing to prevent poverty and social exclusion
for older people.

Member States are reforming their rules on valorisation and indexation, and these can have an
important redistributive effect and impact on the balance between the adequacy and
sustainability of pensions. Economic well-being is to a large extent determined by the
disposable cash income of households, but free or subsidised services in-kind provided by
governments can influence the consumption possibilities of households in major ways.

The chapter also finds that pension incomes are usually higher for men than for women, who
represent the majority of older people. The gender pension gap originates from differences in
the employment rates and employment conditions of women and men during their working
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lives (e.g. the gender pay gap) and an unequal distribution of roles between the genders, but it
can also result from the design of pension schemes and trends in pension reforms.

3.1. Pensions and maintaining living standards in old age

Pension systems play a fundamental role in allowing retirees to maintain living standards
comparable to those achieved during their working lives. This section first looks at the current
income situation of the elderly and then looks at the role of pension systems in income
maintenance of the elderly. The OMC indicators of the median relative income ratio of elderly
people (65+), the aggregate replacement ratio (excluding other social benefits) and the current
theoretical replacement rates are used as the first basis for quantitative assessment. The role of
supplementary pensions in current adequacy is also examined.

Careful interpretation of the median relative income ratio and the aggregate replacement ratio is
needed, as these indicators are based on the EU Survey on Income and Living Conditions
which is reported with a significant time lag. 2010 (t) data refer to income and employment for
2009 (t-12)l while only the information on living conditions and material deprivation refer to
2010 (t).

The relative median income ratio is relevant to measure the overall income situation of older
people (those aged 65 and more) relative to the younger age group (population aged 0-64). It is
important to note that the standard of living of elderly people as measured by the current level
of income at a large extent depends on the performance of national pension system in the past.
The indicator covers income from pensions and other sources. Being a relative indicator, it is
important to understand that this indicator is reactive to changes in the earnings of the working
age population and that a change in the relative income of older people can result from increase
or decrease in the incomes of workers. The wealth of pensioners, particularly house ownership
and private savings, which could potentially have a positive effect on the relative standard of
living of elderly people, is not included in this measure.

The aggregate replacement ratio is a measure of the median individual gross pension
(including old-age and other pension benefits of people aged 65-74) relative to the median
individual gross earnings (of people aged 50-59). It should be noted that the aggregate
replacement ratio indicator is based on individual gross income figures and that several factors
besides aggregate replacement rates (such as differences in household composition and size and
the overall design of social protection and taxation systems) can have a strong influence on the
overall living standards of individuals.

Theoretical Replacement Rates (TRR) are defined as the level of pension income the first year
after retirement as a percentage of individual earnings at the moment of retirement. Thus they
provide a proxy for the standard of living that people can achieve in retirement compared to
their situation when working. Current?> TRRs describe the situation of people who retire today
(in the most recent exercise carried out by the Indicators Subgroup, people who retired in 2010
in the base case), following certain hypothesis. It is therefore important to understand that these
individuals primarily have earned their pensions in pre-reformed systems and thus the
calculations often reflect old and transitional legislation rather than the current legislation.

1 In IE the reference period refers to the 12 months prior to the interview, while in the UK it is centred on the
interview date.
22 Fyture and trends in theoretical replacement rates are analysed in Section 5.2.1.
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TRRs are calculated for an assumed hypothetical worker, who in the base-case has a given
earnings and career profile (male, earnings of average wage constant over his fulltime 40 years
career and retiring at 65). The TRR calculations include for each country only the schemes that
are mandatory, typical or have a wide reaching coverage (Annex 5). In the variant cases the key
assumptions of the base-case are changed, one at a time (for example assumptions about
earnings profiles, the sex of the worker or the length of contributory periods, etc.). The gross
TRR is defined in relation to the pre-taxed income (excluding employer contributions, but
including employee contributions). The net TRR is calculated as net of income taxes and
employee contributions.

The choice of specific common assumptions about the hypothetical worker inevitably implies
that only a share of individuals is actually represented by a career scenario and that
comparability between Member States of replacement rate levels depends on the degree to
which the commonly defined individual case is representative in different Member States. For
instance, the levels of theoretical replacement rates may be overstated for countries where the
coverage of systems or the pensionable age is lower than the one assumed in the calculations
(for information on pension ages and on coverage of the different pension systems see Table 2
and Table 3) and understated for countries where the contributory conditions for full pension
rights exceed the simulated career length. Information on contribution rates assumed in the
calculations is also important to interpret the representativeness of the TRR calculations (Table
4 and Annex 5 provide information on contribution rates for current and prospective
calculations).
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Table 2. Actual legislated pensionable age, actual retirement age and seniority

Average age at retirement| Seniority (including non
Actual legislated pension eligibility age of new flows of retirees cgntributory periods) at
Type of Statutory retrieving a statutory retirement of new flows of
Scheme (DB, NDC pension retirees total (men/women)
or DC) Females
Males (where different from Total (men/women) Total (men/women)
males)

2050 2010 2050 2010 2050 2010 2010
BE DB 65 65 65 65 63,7 40
BG DB and DC 63 65 60 63 60.5 (60.5/60.4) 35.1(35.2/ 34.9)
Cz DB 62y 2m | 67y 10m [ 58y 8m* | 67y 10m 60,2 (61,7/58,6) 42,6 (44,3/40,8)
DK DB 65 67* 65,1 30
DE DB 65 67 63,5 (63,9/63,6)
EE DB and DC 63 65 61,5 65 61,0 44 *
EL DB
ES DB 65 67 63,43 (63,41/63,49) * 37,61 (39,89/31,25) *
FR DB 60 62 60 62 60,6 / 61,4 * 39,6 /37,7*
IE DB 66 68 66 68 63.5/64.7
IT DB and NDC 65 70 60 65 60(60,1/59,9) 30,7(33,9/27,1)
CY DB 65 65 63,4 42.8
LV NDC and DC 62 62 62 62 60,93(61,07/60,83)
LT DB and DC 63 65 60 65 60.5(59.6/61.7) 35.9(35/37.3)
LU DB 65 65 60 (61/59) * 40 (42/36) *
HU DB and DC 62 65 62 65 62,0 65
MT DB 61 65 60 65 59.70 (59.89/58.93)* 40 (40/40)
NL DB 65 65 65 65 65,0 50 *
AT DB 65 65 60 65 58,1 (59,1/57,1) *
PL NDC and DC
PT DB 65 65 63,4 30,8
RO DB and DC 64 65 59 65 60,7/58,3 39,1/31,7
Sl DB 63 63 61 61 60(62/58) 35(38/33)
SK DB and DC 62 62 60* 62 59.26 (61.74/57.94) 37.91 (41.22/36.13)
Fl DB 65 65 63,5 (63,4/63,6) 35,4 (36,6/34)*
SE NDC and DC 61/65 61/65 64,7
UK DB 65 68 60 65 (M) / 60 (W) 42 (M) / 26 (W)

* CZ: with 2 children

* Fl: 2009. Earnings-related pension without actuarial reductions or increments can be taken between ages 63 and 68.
* SK: For women without children

* ES: Only employees
* MT: Source: LFS, NSO

* LU: old age pensions / general scheme / residents

* FR: Retirees of the 1942's generation; Source: DREES, Les retraités et les retraites en 2010.
** FR: Duration of activity; all schemes, except disability and incapacity pensions. Source: CNAV (2010)

* AT: 15 years: qualifying condition for a pension entitlement of someone's own; 37,5 years: for corridor-pension (kind of early retirement
pension with deductions); 45 (m) / 40 (f) years: for early retirement due to long insurance period without deductions

* NL: public pensions are build up by residency between age 15 and 65
* EE: It includes some favourable pension years for some groups of people, where one senice year is counted as three (also parents used
to get additional senice years per child in the past)

Source: Indicators Subgroup of the SPC, 2010 — 2050 Theoretical Replacement Rates exercise
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Table 3. Membership and Coverage information

Membership and Coverage information, 2010

Number of pensioner:
Number of workers MITBE @l PERETOCIS

- Active membership of retrieving statutory pensions Number of pensioners retrieving Means-tested benefits
contributing to statutory N . . N ) R "
pensions (% of persons occupational (or private in (as % of population in occupational pensions (as % of (such as housing)
enrellles] i (e lelbeur general) pension schemes employment and of population in employment and of (number of beneficiaries
force) (as % of the labour force) | population above retirement population above retirement age) as % of population 65+)
age)

ES:

(1) Social Security System

(2) Participants in employment programmes (it does not include individual pension plans)

(3) All beneficiaires of contributory pensions of the Social Security system, regardless of age
Civil servants have different coverage; in total 100% of employed contribute to pensions

MT:

* Based on the number of all persons with NI contributions.

** The figure obtained as a ratio between total number of contributory and non-contributory pensioners in 2011 and
total labour force plus population 60/61+. Data LFS 2010 and Demographic Review 2010, mid-year population.

*** Sum of all energy benefit, sickness assistance, supplementary allowance and rent subsidy beneficiaries.

LU:
*: resident population

Sl:
* Estimation - the number of beneficiaries contains only data on minimum pension support beneficiaries

EE:
(1) State pensions: | pillar
(2) Il pillar: statutory DC

(3): 1 pillar
(4): Ii pillar
HU:

Membership of private pension fund (31 Dec. 2010) : 3093786
Average number of pensioners in 2010: 2937100

(LFS) number of economically active people: 4256000

(LFS) number of people in empl.: 3781200

Population above 62 (mid-year): 2007083

LV:

* Number of contributors (employees and selfself-employed persons) % of employment (average)

** Total number of old age pensioners as % of population employment (2010 average) and as % of population above retirementage (end of 2010)
SE:

(1) Source: Pensionsmyndigheten 2010, Eurostat =1882329/4545800

(2) Source: Swedish Pensions Agency and Statistics Sweden (65+)=1882329/1737246

(3) Percentage of persons 66+ retrieving occupational pensions

(4) Source: Pensions Agency, Statistics Sweden

CY:
*:45%, butthe cell is empty because only statutory pensions are included in the calculations.

Source: Indicators Subgroup of the SPC, 2010 — 2050 Theoretical Replacement Rates exercise
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Table 4. Contribution rates used in TRR calculations

2010 2050
Statutory Occupational Statutory Legislated or | Occupational | Legislated or
pensions (or in and voluntary | pensions (or in ad-hoc and voluntary ad-hoc
some cases Social pensions: some cases assumption? pensions assumption?
Security): Estimate of Social
Estimate of current Security)
current
BE *23 4,25 *24 Legislated 4,25 Ad-hoc
BG 16,00% 19,807
cz 28,007 Approximately 28,00 Legislated | Approximately Ad-hoc
1.4% of 1.4% of
average wage average wage
(private (private
contributions), contributions),
0.3% of 0.3% of
average wage average wage
(state subsidy) (state subsidy)
DK 10,80 10,80 Ad hoc
DE 19,90 18,00 4,00
EE | 20,00 and 16,007 4,00 azr;d 20,00 and 16,00 Legislated 4,00 and 2,00 Legislated
2,00
EL *30 Legislated 23,00 Legislated
ES 26,60
FR * 3 6 or 16 Ad hoc
IE 40,00 10,00 Ad hoc
IT 33,00 6,91
CcY 17,90 25,70 Legislated
LV 18,00 2,00 14,00 6,00
LT 24,30% 2,00 24,30 Legislated 2,00% Legislated
LU 24,00% Legislated 24,00 Legislated

2 The contribution rate for pensions in BE does not influence the amount of the pension entitlement. However, a
global social contribution is levied on wages for the financing of social security. In this global rate, the
pension contribution is of 16.36% of the gross wages (8.86% employers contribution — 7.5% personal
contribution)

2 |dem to the footnote 17.

% Earnings related PAYG, DB, administrated by National Social Security Institute: 17,8 % for persons born before
01.01.1960 (EE - 7,9%; ER - 9,9%); 12,8% for persons born after 31.12.1959 (EE - 5,7%; ER - 7,1%); 12%
State. Universal Pension Funds (UPF): 5% for persons born after 31.12.1959 (EE - 2,2%, ER - 2,8%).
Professional Pension Funds (PPF): 12%/7% for first/second labour category, paid by ER.

% The contribution rate of the Statutory pensions (PAYG + Statutory funded DC) will be 19,8% in 2050,
respectively 12,8% for PAYG and 7% for DC.

2 28% total (21.5% employers, 6.5% employees).

28 20%, who has not joined I1 pillar; 16%-has joined Il pillar — employer.

2 4% employer + 2% employee.

* public pensions: IKA: employers— 13,33%, employees— 6,67%; ETEAM: employers — 3%, employees — 3%.

*! Private pensions scheme (CNAV): Employer: 8.30% up to the SSC (3), plus 1.60% on the full wage; Employee:
8.30% up to the SSC (3), plus 1.60% on the full wage. Complementary Pension Scheme (AGIRC): Employer:
(2) 5.70% up to the SSC (3), plus 13.90% between one and four SSC, plus 12.60% between four and eight
SSC, plus 0.22% up to eight SSC; Employee: (2) 3.80% up to the SSC (3), plus 8.60% between one and four
SSC, plus 7.70% between four and eight SSC, plus 0.13% up to eight SSC. Complementary pension scheme
(ARRCO): Employer: (2) 5.70% up to the SSC (3), plus 13.30% between one and three SSC; Employee: (2)
3.80% up to the SSC (3), plus 8.90% between one and three SSC.

%2 Employers: 23.3%; Employees: 3% (1% for participant in the second pillar).

* Employees - 2% (Quasi-mandatory private scheme). Legislated for 2010 and 2011. In 2012 contribution rate
has been reduced to 1.5%. This reduction will be compensated by raising the rate to 2.5% in 2013.

% 8% - employee, 8% - employer and 8% - state budget.
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2010 2050
Statutory Occupational Statutory Legislated or | Occupational | Legislated or
pensions (or in and voluntary | pensions (or in ad-hoc and voluntary ad-hoc
some cases Social pensions: some cases assumption? pensions assumption?
Security): Estimate of Social
Estimate of current Security)
current

HU *® 18,50 8,00

MT 30,00% 30,00 Legislated

NL 17,90 13,30 and 17,90 Legislated 13,30 and 6,70 Ad hoc
6,70%

AT 22,80% 22,80 Legislated

PL 12,22 7,30

PT 34,75% 50,00; 34.75 Legislated 25.48; Ad hoc
11,00; 10.20;
4.87% 5.37

RO 31,30" 31,30 Legislated 6,00

Sl 8,85 and 15.50% 8,85 and 15.50 Legislated

SK 28,75 19,75% Legislated

FI 21,60 28,00

SE 16,00 2,50 - 30,00 16,00 Legislated 2,50 - 30,00 Collective

agreement
UK 23,807 8,00 23,80 Legislated 8,00 Ad hoc

Source: Indicators Subgroup of the Social Protection Committee (the assumptions used are those set by the OECD
which is responsible for the calculations pertaining to 2050)

Annex 2 and Annex 5 give all the background and context information to fully understand how
representative these calculations are for different Member States.

Since the representativeness of the TRR cases varies considerably among Member States the
direct comparability of the results is limited of. However, when the variant cases are
compared to the base-case, TRRs can be very useful tools to show how changes in career
length, earning profiles and career breaks (e.g. due to childcare or unemployment) can affect
pension levels within each country. Table 2 presents some information about the pensionable
age, the retirement age and the seniority that are used in the calculations for the different
countries.

* PAYG DB: mandatory social insurance pension scheme: Employers: 24%: Employees: 1,5%; (in 2010 total:
9,5% - 8% to private pension system, 1,5% to Pension Insurance Fund; in 2011 and 2012: 10%). Mandatory
DC private pension system: 8% (of total 9,5%).

% 10% employee; 10% employer; 10% the state Subject to ceiling.

3" Employers: 13,3%; Employees: 6,7%

* Employers: 12,55%; Employees: 10,25%

¥ Employers: 23.75%; Employees: 11%

“0 First pillar DB plans; Other DB plans; DC plans.

1 a) 31,3% for normal working conditions, of which 10,5% for the employee and 20,8% for the employer;

b) 36,3% for difficult working conditions, of which 10,5% for the employee and 25,8% for the employer;

c) 41,3% for special working conditions, of which 10,5% for the employee and 30,8% for the employer.

%2 8,85% employer; 15,50% employee.

*¥ SK belongs to Member States with statutory funded DC pillar.

“ Employers: 16.9%; Employees: 4.5(18-52) /5.7 (53-68).

*® The contribution to the statutory scheme stands at 23.8 (12.8% from employers and 11% from employees) in

2010/11. However income below the primary/secondary threshold is exempt and different rates would apply to

any income above the Upper Earnings Limit. The contribution covers some social benefits other than pensions

such as the National Health Service.
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3.1.1. The current relative income situation of the elderly

The relative income of older people has been rather stable at the EU-27 level over the
period 2005-2010. The relative median income ratio reached 88% for the EU-27 in 2010.
There are however substantial differences across countries, both in the levels and in the trends.

In CY the relative median income ratio is 64% (in 2010), while in DK, EE, BE and BG it lies
between 70% and 75% (in 2010). This can be due to low pension entitlements relative to the
disposable income of the active age group or high disposable income (perhaps due to low tax)
relative to pension entitlements. At the other end of the spectrum, FR, LU and HU in 2010
recorded a relative median equivalised income for people over 65 that was greater than that for
younger cohorts.

Between 2005 and 2007 the ratio for EU-27 dropped slightly from 86% to 84%*. In 2008
the trend was reversed as the ratio increased back to 86% and reached 88% in 2010.
These overall developments at EU level hide more dynamic situation between Member
States (see Figure 1).

In eight countries (BG, CZ, DE, NL, AT, PL, SK and SE) the ratio was lower in 2010 than in
2005. The decline was particularly visible in PL and BG before 2009, as the incomes of older
people did not follow the rapid increase in the incomes of the working age population. In PL
the decline might also reflect the fact that the newly granted pensions have been relatively
reduced after the 1999 reform. In SE the drop in relative living standards of the elderly is due to
the in-work tax credit that was introduced in order to encourage labour market participation of
the working age population.

In twelve Member States (IE, EL, ES, FR, IT, LT, LU, PT, RO, CY, MT and UK) the ratio
increased by at least 5 p.p. between 2005 and 2010, reflecting that the median income of the
elderly has been relatively improved. In seven countries (BE, DK, EE, LV, HU, Sl and FI) the
ratio was stable or increased by less than 5 p.p. This hides the fact that EE, LV, and LT
witnessed considerable fluctuations: a relative worsening of the median income situation of the
elderly in the boom years followed by improvements as the crisis struck and wages were
lowered.

When analysing fluctuations of the indicator, one has to take account of the fact that it is a
relative measure and its value is influenced by changes in the income of both the elderly
(numerator) and the working age population (denominator). A decrease in the income of the
working age population when the income position of people age 65+ remains stable might give
the impression that the position of the older cohort had improved. The indicator thus needs to
be assessed together with some absolute variables, e.g. the evolution in the per capita incomes.

“® The data are based on surveys and refer to the previous year (e.g. the 2010 data reflect income situation in
2009).
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Figure 1. Changes in median relative income ratio of elderly people over time: 2005 — 2010

Definition: The relative median income ratio is the ratio of median equivalised disposable income of persons aged 65 and
above to the median equivalised disposable income of persons in the complementary age group (0-64).

a) Countries where the ratio dropped between 2005 and 2010
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Note: RO: data available for 2007-2010, Source: Eurostat, EU-SILC, [ilc_pnp2]

¢) Countries where the ratio was stable or recorded a small increase of less than 5 p.p. between 2005 and 2010
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Note: The EU Survey on Income and Living Conditions (EU-SILC) has a significant time lag. 2010 (t) data refer to income and
employment for 2009 (t-1) while only the information on living conditions and material deprivation refer to 2010 (t). In IE the
reference period refers to the 12 months prior to the interview, while in the UK it is centred on the interview date.

As the median relative income ratio is based on equivalised household income®’, differences
between men and women fundamentally reflect income differences between people living in
single households. The overall tendency is for men to have a higher relative median income
ratio than women have (Figure 2).

Figure 2. Relative median income ratio for individuals aged 65+, by gender, 2010
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Source: Eurostat, EU-SILC, [ilc_pnp2]

Note: The EU Survey on Income and Living Conditions (EU-SILC) has a significant time lag. 2010 (t) data refer to income and
employment for 2009 (t-1) while only the information on living conditions and material deprivation refer to 2010 (t). In IE the
reference period refers to the 12 months prior to the interview, while in the UK it is centred on the interview date.

3.1.2. The current role of pensions in income replacement

According to ESSPROS data, pension expenditure in the EU-27 was 13.1% of GDP in 2009.
Public pension expenditures make up a big part of public expenditure (EU-27: 11.3% of GDP

*" See Annex 1 for explanations on indicators.
*8 Categories of pension benefits in ESSPROS: old-age, anticipated old-age, partial retirement, early retirement
due to labour market reasons, early retirement due to reduced capacity to work, disability, survivors'.
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in 2010*°, variance 6%-15%) and are a major factor in the present and medium to longer term
public budget position. According to the 2012 Ageing Report, public pension expenditure in
the EU-27 is projected to increase by 1.5 p.p. of GDP over the period 2010-2060 to a level of
12.9% of GDP. Pensions constitute by far the main source of income of older Europeans™, who
represent a large and growing share of the EU population. Over 120 million or around 24% of
Europeans are pensioners®. Almost 2/3 of these are women. The number of pensioners in
Europe exceeds the number of people aged 65+ by more than 30 million since many
people start receiving a pension before they reach the age of 65.

Aggregate replacement ratio

To assess how pensions play their role of replacing income, it is important to understand how
many people are covered by pension systems and how large proportion of their income is
derived from pensions. The aggregate replacement ratio measures the median individual gross
pension (including old-age and other pension benefits of people aged 65-74) relative to median
individual gross earnings (of people aged 50-59).

The ratio reached 53% for the EU-27 in 2010, although there are substantial variations across
countries, both in the levels and in the trends. In general, the aggregate replacement ratios show
that current median pension levels are very low compared to current median earnings in CY
(36% in 2010) and to some extent in EL, BG and DK (less than 45% in 2010). This can be due
to low income replacement from statutory pension schemes (e.g. BG), but it can also reflect the
immaturity of supplementary pension schemes (e.g. CY), low past labour force participation
rates and incomplete careers or under-declaration of earnings in the past.

As for its evolution (see Figure 3), the value of the ratio for the EU-27 decreased from 51% in
2005 and 2006 to 49% in 2007. Then it bounced back slightly in 2008, and the increasing trend
was amplified during the crisis years reaching up to 53% at EU-27 level in 2010. This is
primarily the result of the crisis-related decline in the wage incomes of people aged 50-59.

In 2010 compared to 2005, the ratio was more than 5 p.p. lower in five Member States (BG,
EL, IT, LV and PT). The initial 2005 value of the ratio for all these countries was higher than
the EU-27 average and the largest drops took place during the years 2006-07. The decrease
may still be fully recovered as the crisis continues.

In the same period the ratio increased by more than 5 p.p. in eight countries (DK, EE, FR, CY,
LT, RO, SK and UK). Changes in 2010 were the result of crisis-related decline in wage
incomes. Increases in the ratio in IE in 2007 or LV in 2008 (extension of supplementary
payments for pensioners) were probably the result of deliberate policy leading to increases in
pensions in payment. For CY continued increases in the ratio reflect at a large extent the
maturing pension system.

* The 2012 Ageing Rep