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Restructuring of an Old—age Income Security System to
prepare for the Aged Society

Old-age income security system in Korea is comprised of the National
Basic Living Security Scheme for the low-income people, Basic Old-age
Pension for the elderly who have been excluded from the National Pension
Scheme, and the public pension systems such as the NPS for the general
public and Special Occupational Pensions including Civil Service Pension.
Meanwhile, the Retirement Pension, which uses retirement allowance as an
old-age income source, was introduced in December 2005 and since then
has been operating in parallel with the existing retirement system. And the
Private Pension Scheme, which is based on individuals' spontaneous
participation, was first introduced in 1994 and revised into New Private
Pension Scheme since 2001.

As such, Korea's old-age income security system has a multi-tier
protection structure in which both the government and individuals bear
responsibilities. Thus, it appears that Korea have an advanced old-age
income protection system with multi-tier protection which many international
organizations recommend to implement. However, a closer examination of
its eligibility and management reveals that it has more than a few problems
that may keep it from working in an efficient manner in the future. That
is, the seemingly advanced old-age income security system in Korea is
actually far from providing a real multi-tier protection. In this regard, this
study proposes suggestions with which to revamp the old-age income
protection system in a way that fits an aged Korea.
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302 302 32 | 32 | 270 | 270 | 1730 | 1730
2005 90 | 90
GBS | 33| 04 | 04 | 3D | 3.1 |01 | @201

507 | 507 81 | 76 | 426 | 43.1 | 35373573
2010 90 | 90
@0)| @0)| 06 | 06 | 33) | 34 | 277|279

799 | 804 | 176 | 155 | 623 | 649 | 6253 | 6384
2015 90 | 90
@3)| @3] 10 | 08 | G4 | 35 |(338) | (345

2000 117.1 | 119.1 | 393 | 305 | 77.8 | 88.6 | 988.8 |1,031.9 9.0 9.0
45)| @46)| (15 | (1.2) | (3.0) | (34 | (37.8) | (394)

2ops| 1606 | 1678 | 787 [ 579 | 820 [ 1099 [1397.6[15350 | [ o
43| @n| e | a6 | 3 | 31 | 392 | @1

o] 2062 | 2255 | 1432 1013 | 630 | 1242 [17618[2,0240| o | o
@4 @8 6| ey | a3 | en |G |lws | '

o] 2421 | 2857 | 2364 [ 1635 | 57 | 1222 [1924.12.7488] | o
@y| @8] @o | en | on | en | 323 | @2 | '

259.9 | 3483 | 3769 | 258.1 | -116.9 | 902 [1,619.6/3,298.9
2040 90 | 90
GBS | @7 G0 | 33 | (16 | 12) | @L7) | @41

237.3 | 403.0 | 553.8 | 377.3 | -316.5 | 25.6 | 478.4 |3,613.3

2045 90 | 90
26)| @3)] 60) | @D | 34) | 03) | 5.1) | (389
2344 | 4436 | 7728 | 5249 | 5384 | 812 | - [34889
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20)| 38| 67 | @35 | 47 | 07 (30.2)
2844 | 454.1 [ 9922 | 6725 | -707.8 | 2184| - [2,7815

2055 314 | 90
20)| 32| 69 | @7 | 49) | -15 (19.4)
3464 | 4245 [1,295.8] 8766 | 9495 | 4521 - [1,1312
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19) | @4 | 13) | @9 | (53) | (25 6.3)

2ogs| 4255 | 4255 [1,671.4]1,128.5]-1,2460 7030 | - | a5 | 230

19 | 19| 75 | 6.1 | 56 | (32

525.1 | 525.1 [2,101.1]1,415.3]-1,576.0| -890.2 -
2070 360 | 243
19) | 19| 76 | 6.1 | 57 | (32
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B A& ﬂ:ﬂ.lﬂ 5
NFEYRW | FAEARE | B A JzHns
MR | ABE | ABA | ARF | A | AEF | ABAE | AEF
173 173.0 451 3232 278 150.1
2005 . .
21 | @ | 522 | 315 | G2 | a4 | B4 | B33
354 357.3 801 569.7 448 2124
2010 . .
@ | @9 | @7 | @ | 650 | aee | | %7
625 638.4 1,320 928.6 694 290.1
2015 ’ . .
338 | 345 | 712 | con | 675 | as7 | YA | 83
989 1,031.9 | 2,071 | 1,4304 | 1,082 | 398.5
2020 ’ ’ ’ ’ 47. 2.1
318 | @94 | o0 | 46 | @3 | asz | |7
1,398 | 1,5350 | 3,110 | 2,1389 | 1,712 | 604.0
2025 ’ ’ ) ’ ’ . .
392 | @ | 673 | ©00) | @y | aro | ¥ | 718
1,762 | 2,124.1 | 4221 | 2,891.7 | 2,459 767.6
2030 ; ’ ’ ’ ’ . .
317 | @55 | 004 | 619 | G271 | qea | KT | T3
1,924 | 2,748.8 | 5,782 | 3,940.0 | 3,858 | 1,1912
2 > b 2 > b b . .
05 33 | wez) | 972 | ©62) | @8 | oo | >3 | 3
1,620 | 3,2989 | 7,846 | 53425 | 6,226 | 2,043.7
2040 b b 2 b by b . .
QL | @an | amo) | ais) | @33 | @3 | 200 | 67
478 3,613.3 | 10,853 | 7,386.4 | 10,374 | 3,773.1
2045 ; ’ ; ’ 3 . :
G | 389 | 1167 | @94 | a116) | @we | 4 | B0
- 3,488.9 | 14,504 | 9,865.3 | 14,504 | 6,376.4
2050 . ’ ’ > ’ ] 4
(302) | (1255) | (854) | (125.5) | (55.2) 3
- 2,781.5 | 18,351 |12,473.9| 18,351 | 9,692.4
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(194) | (127.8) | (868) | (127.8) | (67.5) 223
2060 - 1,131.2 | 23,645 |16,050.8 | 23,645 |14,919.6 ) 72
63) | 1325) | 899) | (132.5) | 83.6)
2065 - - 30,765 |20,845.3 | 30,765 |20,845.3 i i
(1387) | (940) | (1387) | (94.0)
o |- - [ 39550 [26,754.1] 39,550 [26,754.1| ]
1435) | O1.1) | 1435 | 911
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4 THAMEE Cd[s
of tigr A7k vl&3}, WHFE49 E(internal rate of return: IRR)ol| U3t

#4777} deh Aok

(E 2-1-5) =0ldAZH Y ™. 2o F0ixZ B35}
a. 20081 Al BHMQl M =AMZ 2R AR
(&9 A4, o, %)
hy= s 9 hy= s ) o= = § [
JOﬁLLiX}*’] JO:\F_]LL.EX]'*’] ﬁéﬂﬁix} oﬁ—pix}"]
AEZZ 1/3 12 24
v R e I e e e R s B - el o e R o B R s B
AFFAB) 694 666 | 828 | 794 | 1230 | 1,180 | 1,375 | 1,318
BAHAALS(Y) | 1,377 | 1,377 | 2,065 | 2,065 | 4,130 | 4,130 | 8713 | 8713
AETAISBly) | 5038 | 4837 | 40.09 | 3846 | 29.79 | 2856 | 1579 | 15.13
F=9]H] 335 | 322 | 267 | 256 | 198 190 | 1.89 1.82
N4 A A (96.1) (95.9) (96.0) (96.3)
WEEFEIRR) | 1059 | 1037 | 934 | 911 | 771 748 | 746 | 723
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AFF9AB) 1,744 | 1473 | 2,075 | 1,751 | 3,069 | 2,586 | 3,696 | 3,112

BAHTAS(Y) | 2,266 | 2,266 | 3,399 | 3399 | 6,799 | 6,799 | 14,790 | 14,790
2E5UAEBly) | 7694 | 6498 | 61.04 | 5151 | 4515 | 38.04 | 2499 | 21.04

Skl 303 | 256 | 241 | 203 | 178 | 150 | 164 | 138
N8 AR A (84.5) (84.2) (84.3) (84.1)

WHESEIRR) | 770 | 706 | 682 | 617 | 566 | 499 | 530 | 4.65
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c. 2008 FAl 26M¢l M FLUZZA 42

ArEede | gueedd | oo | gEeEA

AFFHAB) 2711 | 1,926 | 3250 | 2,309 | 4,868 | 3458 | 5784 | 4,109
BARFLE(Y) | 3,595 | 3,595 | 5393 | 5393 | 10,786 | 10,786 | 23,532 | 23,532
25UAE®Bly) | 7540 | 5357 | 6027 | 42.81 | 4513 | 3206 | 2458 | 1746

Skl 273 | 194 | 218 | 155 | 164 | 116 | 151 | 1.08
AR AR A) (71.1) (71.1) (70.7) (71.5)

YWESJEIRR) | 698 | 575 | 618 | 493 | 512 | 385 | 477 | 355
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AR ARE| AR | RS AR AAZARR | ALE|ARA | A

5641 | 0.183 | 0.169 | 120,124 | 111,273 | 6,743 | 7,225 | 0.056 | 0.065 | -0.157 | -0.168
5741 | 0.204 | 0.190 | 126,867 | 118,498 | 6,601 | 7,027 | 0.052 | 0.059 |-0.154 | -0.164
584 | 0.225 | 0.213 | 133,469 | 125,525 6,350 | 6,712 | 0.048 | 0.053 | -0.148 |-0.157
594 | 0.247 | 0.236 | 139,819 | 132,237 6,111 | 6,399 | 0.044 | 0.048 | -0.142 |-0.149
6041 | 0.273 | 0.260 | 145,930 | 138,636 | 5,594 | 5,812 [0.0.38 | 0.042 |-0.130{-0.135
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(ZF 2-1-8) IRUAZH e 2E 7ol 21KBase Case): 7|z A=
(F$: A9
g | 2SS | geade | L S aagg
s 1) Lo‘r U E
(RR) (SSW) SSA) (4R (TR)
614 0.286 144,448 2,505 0,017 0.058
624 0303 141,943 3437 -0.024 0.080
634 0.320 138,506 4323 0.031 0.100
644 0337 134,183 5,156 -0.038 0.119
654 0354 129,027 5,951 -0.046 0.137
T 1) 7HdAe) FARA LS o3 A 9 dFF e wg
Ch "0 24
olAre] AlEFolAd A= 2008 FA] 5549 HHEZERASAES 7E
Udoz EA4¢ Aot 2y o]y st AT 2HFUo] AR
3} A g A Wate AVE Fotslr] YAE AE Aldiel o
st AE7F Wagool g Aolth B EXNoE o] ¢ 2008 T4
404 2 25411 73 ZEdAel dial] fl9k TS WHoE AlE# oA
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fr -

25TA 8

=

SSA

Accrual Rate

vl

LA

©
T

R

<
<

0.298
0.326
0.356
0.387
0.419

0.241
0.267
0.294
0.322
0.351

340,055
355,722
370,010
382,738
393,361

275,373
290,101
303,420
315,43
325,110

15,667
14,288
12,727
10,622
8,197

14,727
13318
11,823
9,867
7,633

0.046
0.040
0.034
0.028
0.021

0.053
0.046
0.039
0.031
0.023

-0.199
-0.182
-0.162
-0.135
-0.105

-0.188
-0.169
-0.150
-0.126
-0.097

ol rR ot H 2L X 4ol r2 ot N BN

64
65
66
67
68
69

0.226
0.271
0.316
0.361
0.406
0.451

0.190
0.228
0.266
0.304
0.342
0.380

401,558
385,748
373,481
364,557
358,786
355,988

332,743
319,424
309,089
301,570
296,709
294,351

-15,809
12,267
8,923
-5,770
2,798

-13,319
-10,335
-7,518
-4,861
2,357

-0.039
-0.032
-0.024
-0.016
-0.008

-0.040
-0.032
-0.024
-0.016
-0.008

0.202
0.157
0.115
0.074
0.036

0.170
0.132
0.096
0.063
0.030

ol 2 N rg

64
65
66
67
68
69

0.380
0415
0.449
0.483
0.517
0.552

332,743
326,591
318,140
307,504
294,796
280,120

-6,152
8,451
-10,635
-12,708
14,675

-0.018
-0.026
-0.033
-0.041
-0.050

0.079
0.108
0.136
0.163
0.189
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(F 2-1-9) IUAFHM ol 2ERlazh AU bn(H %)

—

b. 2008 YAl 25M|(H T LSAE 7[F)e EF

2| AEUA S SSW SSA Accrual Rate| Tax Rate
R T - T I R A

60 | 0.298 | 0.199 | 564,318 | 377,466 | 23,731 | 18,453 | 0.042 | 0.049 |-0.187|-0.146
61 |0.326 | 0.222 | 588,049 | 395,920 | 21,699 | 16,943 | 0.037 | 0.043 |-0.172|-0.134
62 | 0.356 | 0.245 | 609,748 | 412,863 | 19,297 | 15,140 | 0.032 | 0.037 |-0.154 | -0.121
63 10.3870.269 | 629,046 | 428,003 | 16,343 | 12,919 | 0.026 | 0.030 |-0.131|-0.104
64 10.418 10.295 | 645,390 | 440,922 | 12,763 | 10,216 | 0.020 | 0.023 |-0.103|-0.082

65 10.226 | 0.160 | 658,153 | 451,138 |-25,000|-17,761|-0.038|-0.039| 0.202 | 0.144
66 |0.271]0.192 | 633,152 | 433,377 |-19,380|-13,768 |-0.031|-0.032| 0.158 | 0.112
67 10316 | 0.224 | 613,771 | 419,609 | -14,084 | -10,006|-0.023|-0.024| 0.115 | 0.082
68 10.361 |0.257 | 599,687 | 409,603 | -9,098 | -6,463 |-0.015|-0.016| 0.075 | 0.053
69 1 0.406 | 0.289 | 590,588 | 403,139 | -4,408 | -3,131 |-0.007|-0.008| 0.036 | 0.026

ol R ot M 2L X ol r ot MO BN

70 10451 ]0.321 | 586,180 | 400,007 0.000|0.000| - -

65| - 10380 451,138 7,182 | - |-0.016] - |0.058
A 66| - [0349 443,956 -10,211} - |-0.023] - |0.083
7] |67 - ]0378 433,745 -13,082| - |-0.030f - |0.107
A 68| - 0407 420,663 -15802| - |-0.038| - [0.129
= | 69| - 10436 404,861 -18,377| - |-0.045| - |0.151

70| - 0465 386,483 - 10.000| - -

FUAFY 2 AE LHFA Fo] G F A FHAN Aol

Aol $4 AFAYE 252 AT &

FAE FRA AAA B AolH, ol ANENE Fo HFAL
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Zvol ZAA Hu, AFgdl 9sf A5 ds FL& AA Xtk §HEo,
"}—?Z} =% AKwhite collar)®} HEZEL wH7|7to] 2o A AS57|7H
LEH Aog Fou 0139] deFol =oh wekA 1530%
AE2 SAAEE 7199717k &
o= %911% FHF s AR gA He TA-o] BT
5 .

rL
=
Y
)
M

A9 F 7HA 2EAQ 2AE Eoldle 2y 4= FH7I9DOR
Aoz AeS Tl 799k Folof dAE 7o§}?3‘}L 740101‘3} 7}%?74

Ko
& %3 7)ojsh gole] AAE FReke WS o
2o Aol opd AR WAGES Ae)ae] FES o)
sl AAAe Favh BASA FEE ST AHMAS =) 9
A Frhe BRI FAAAR AR A 2
o

X
o
o

s
o

ofr
ol

13) 1530 8ol 30 7}%]0§ HAAaHER, 309 T Ha A5V 15
de His 7€ A5UAE HE&se WAae Ard
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2 FIHSie| HAH Bol% 2 LW

=

AP GRS 19840 BAAS R Frstel] 7]EY A5 AEE HE

atal thobs AAE AE9) A 3] (Pension Commission)S T4 8FaL 19901 o]
A BIAME Bxch AT F 939 AFAE At U o&
2 299 AFARY 2EAQ FAHS dirsrlde FEsve oA
o] = oIt} 191 98 FAAA S AT Eedge 1Y
ofgo] ® ASRIFII 23l (the Left Party, BT 239 F8 7

A=, 7 FOoRFE AMAY AAS 9w Y dedETER

TAHNTGE Holth ol Al 1984 AE91€E]7t TCL

(Tjénstemznnens Centralorganisation, AFF-2x=%)¢] HH|2 ol€tt & 7]y

gebAAE Eah sk Ao te WA Eolchly Buet o)

+% ARRemisy’t AEFE 2qdel FAFY B, ARA
o

ojfflde] wjAlEAGaL st o]5e] oA

H
ARt o] g ero] WA S AL A gte] o] AFdhe Fito] FEY F 4
A E e BB ATt o] A oldFor AV AAgE T
AEALY HpF ARNFE(New Democracy)o]l AE7HE ] kol
Hhdstel gE e wiel, yrA] 57 gges A AFAdd2 &%

14) ©] FE2 Anderson and Immergut(2007), 5241(2004), Ministry of Health and Social
Affairs(2000), 223 Palmer(2002)9] =LA 2]&3}3 .

15) o] Y3 AP 15308 THES 2040302 ue s 9dow Fdo
P TCLARFA=2)7F 8744 jhjsta HE3GAA 82 o] 55 B3l wily

BE doA FRHNAHF-EA, 2004).



ME e 3] S0 dis] AHA FA FAT 5 ATt o] 30 A
199218 8ol HuMNE Faf Ays =, AfaSel 2ASF 47w
Aoz A3 i)E/ATA NN AA EFHEF )4 S (contribution
wage base)®] F7HEC AF, 12| i) A A YA wjA| e} Fapnka

o 71E & FATIO o]F T AT 1994d 249 7|9} g}
AeE BHeE JEIYI|ANDO) B RS Fo Hgow &

Hj$-2ke] &2 (pension right)S 914 E ) I
susol sl G Fosty AuAFAAN 1 HlE&S FIBI ©
& 2% F7HEY HRAHEAEDC) MAATAL S

HATHLZE 25222 A1), ©@FF= id A57F4ANA
ARl wet Wslele Agddradol #X SAME TR @7]1%
A (basic pension)¥} K ZFF (pension supplement)S <1 F(guarantee
pension) ©. 2 TAE ). @F-AF(partial pension)< A8}, Al 614
FH Ji1Y Adde wet dus FHE & A FAFINGR

(flexible pension age)HE =3} @1954d SAARHE= Al AaA =0l

16) SHA T AAARte] 9E AL o k. 71 2 ol HABRY ASASHceiling)
% de 459 g RIs 73 ARG AReH Erde EIsE
F Ftke Yol /\F’] T AR Bt AT AEE FAAE
°] de 7o deiiE EIRE FH8tE ols dAgd AgelA Xﬂﬂ?‘fﬂf’
ettt o] AR 1993L401] HEE%ME 3 HZFRIA7E 1E HE 1) <
daAS AR, 2% ¥ohe S B} 258 00U HIRE i 2
AFPo] ZojAA gormg B } ow AF(tax) 2 B8t A7]g0] opd =
2 AEAIIE AoAA FYE &F O}Oﬂﬂ}
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e} Agdo] AAEH, 19349 o)A EAAE AR Y3l AFE A
Hh=th 19354004 19530] Blojd AR wid 5% AA|Z=e] Ao
S5 %= glti(Anderson and Immergut, 2007: 375-377).
& Qo] WAl wxel AT HFEE9] white] %W
17 ZAEH AA FdgA #F2E F 5SS 9ES ) A" 9
T A e AAEtS AWsteZIE dofetiinh ofoll wet 1994
64 8 279} 198t ¥EFH E SHAZA 19943 9¢
TN FElg ARG Y AGS AAAA doh 2y B
W whdto] AXAA, B AE FHstal A8AAY Ve FAE
237 Yl AR F 2 AA718ka 19999 193E Aol So)7HA
= Ac}.18)

dov
R
22

32

e

r

X
©

N

e

17) 53] 15304 739 714 2 FAASE TCOAREE S%ez)7t 7B 24 vt
Aok 78 XA 93Fgo] 2 LO(Landsorganisationen i Sverige, AJ4H =)<
A%, FARLEE il PoIRert AR A BAILE AFa AT,
15301 789 ARG} 7| Z2RAGFFe] St AT ol 388 HE Ul
22 Uk B4R FA HAHLZ AMEA FEold AFHIEE JMIARE 50%E
Heof st Foll valld = vHYIAE #3]RA] &tk
SAF(Svenska Arbetsgivareforeningen, AFEAFEHANE Mk ddsla, 7]oje} Fof9
AAE UF Z3e S =o| H7HthAnderson and Immergut, 2007).

18) AMIY AZR7} Al S AAZ HJdds w29 Tt Alge 0957ty 4d4
HA(FDC) 7HAFQ =2 v A (premium pension)S 7}k #E stk AR @
AZ AAE daRI5 digh 222 F2& Ast7] A3l JERP5T%)E HA
stof AR ZRAA Bgol BAGA RS S, dRufRe A9 A8}
AAAA gtthe AolUhh A2 R E HiEoz AF7|de] ddd 470
ofgz Al FAdel FHTh o2 AN 919 F 7FA] AL EE AR
b FHHoE 1%p HEEE Y FEte S 8513, AR g4l ZEugd
T HYSES 2%004 25%= Idshe dl Fejshalnh. 22lan 1998 FAdo el
9] oAt TS AN YFlM FHEIE JHS ROl 1998 49 2
g v ASHEdEEE EAAEHS SAA deAEY A S EdTh
(Anderson and Immergut, 2007).

o



29dle F+ FHAAFATE HAFIHR] A4 7] 2 A5 (basic
pension) ¥ AALSAE HZ3= F719F (pension supplement) 2 7|2 H
A& sk, 1 9ol ATPE} &= FFFQDB)H] Y ASHEAFoR
FAE AT g ATP $o HAA=E oy, BE 7|9&
25%~4.5%%2 (NFE9 AHA=sAE 35%) 71990 dAH
A ARgARG o R FolA E 3ZTEATE 1994/1998 74 S
E3] ATPE= NDCASH] 89S (income pension)@ $H4 2 ZHuH)(FDC)S] =
21 A F(premium  pension) &2 AT YL, 7)ZAFI RIS
3918 o] BAAF (guarantee pension) O E A E ATt 7|HAF
W&ol WEtEo] AL A& oA DBY ZIddwelA WE £E2 DC
NHAFo R ko] o]FoA 1 Stk o] AF7HE S Q] NDC
SH]# ¢ 5 (income pension), 32|74 I (premium pension), 123l B7

A
o1 Z(guarantee pension)d] O 7 AFAYE AR oo} 2}

oy ol

;
ol

flo
ol

o2

1. NDCAEH|HAZH =(Income Pension)

1) NDCe| 7|= &2

NDCASHE AT SR7IEe FHd 719d tig s 7l
H AR 71581, A7 FE Al A EE ¥ FHYS Al
Z 8t g AAshs Aot wekM UEeAEe AddsH
2ol 71999t J7-5 Wyl dANTE SN LT A=
Tl "ot 2y delg oAt AJE AA] FHH= Aol ofy
1 gEY 715 H, 7j9ge d SEAEY =¥dEoE ARET



of
ol
-z
&
ol
>,
1o
B
oxl
Ao
of
© ok
b
_’E
=~ off
e,
ofr
ol
e
-
i)
o

sl weh 299 57 gk w}aw Sk AR B 9 ol
2 Q193] Fojop o}*fﬂ AAD B4 ARoiee 224 AT 3

AR 7R A A59 1721%5 EEE Fated], 7FAE
7%, YA A 1021%E AHEA7) FEeit) 1721%4 HIE= 7ML 2
@Gele 725 At E2 A S(after-contribution income)tHH|Z 3HAFsHH
18.5%7F S, Bt 185%7F AeRIRE OISHQD}. o] 185% %ol
A 16%= NDCASHHAFY Aoz 479 & 11(buffer fund)©]
144 U5 Eo7tal, UrA 25%E Zuy %Q AAAZ A=
o] Atk A% FTOoE A HAFA 5 A5 %Xlo}ﬂl = A5l
=, RISE FHalof 3t olm) H7be WA ARSI 1021%5 UH%J
o2 FRaE o W AYe YHAANA AFoz Feit

NDCASHEAFY 97 g9 718802 gy 22 Fo A
S B8 ALFETEAT, 2000 : 75)



Pn : n¥dF A9 AFH

ci tifEel FYske 71dE

rj: 719gel g8 jAze FoAEHE ojAE
k: dFAEY 7Hdds

Gn : EHA A ] B 7|t oI™

A7) el el ekt gisel, A QFFede 9 A
o T Flolele] oAt gAHR FAS ) A%

Sl =
o] 2REA Hofdtho) wetd ARTRAAR(F, 614) olFdE

T oA B3 ASHM TEATE 2EARAM L5 BANFA V| E
she A%, AAAR WBAel Z7kaH Wk AFFRE ANE %F
5 78S ddnh A QA AFE dawddel St
A H 25dAE £ AsotA dokekd & 3-2-1 Fx). 29994
AT YA ALHE del due YUE PRI g1 BN B
& MRS 2EACNN TdE ARl LT Fojoigo] FojHnt
Z+

19) F AFARAA 7HA71E B PARGL FAET 200099 7, FA A
AFAE] 0.0312%©]TH(Swedish Social Insurance Agency, 2007: 23)
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(E 3-2-1) NDCaSH[ g2 Ta/lAlddd 2S5t E HaHoi|A)

izl
) IEJ—L:] ,}1\45‘ ]EH':] % - =
a| e Capital =y | aza | g4 % A7 31%*—70
B Balance ! o + o HA &
3| BU | gy | XA 68U | A e | @)
ojdg (%) ke

22 | 27,061 | 5,006

23 | 27,602 | 10,213

24 | 28,154 | 15,626

60 | 57,432 | 414,368

61 | 58,580 | 433,493 | 2424 | 17,096 | 0.30 19.69 | 21,043 | 0.37

62 | 59,752 | 453,217 | 2341 | 18,516 | 0.32 19.14 | 22,654 | 0.39

63 | 60,947 | 473,557 | 22.59 | 20,061 0.34 18.58 24,397 | 041

64 | 62,166 | 494,528 | 21.78 | 21,746 | 0.36 18.02 | 26287 | 043

65 | 63,409 | 516,150 | 2097 | 23,588 | 0.38 1745 | 28342 | 046

66 | 64,677 | 538,438 | 20.16 | 25,603 0.40 16.88 30,580 | 0.48

67 | 65971 | 561,411 | 19.36 | 27,814 043 16.30 33,024 0.51
68 | 67,290 | 585,088 | 18.55 | 30,262 0.46 15.72 35,716 0.54
69 | 68,636 | 609,488 | 17.76 | 32,944 0.49 15.14 38,654 0.57
70 | 70,009 | 634,629 | 16.96 | 35,927 0.52 14.54 41,906 0.61
T EE O 22409 A& AR 61414 704 Atolell B &S AA st
71 A7A v 223 7iR19 Aol desvhE vid AATE
O & 2%°]H, Fododwe ddF4Hunisex) 7]Folth
Z}E: Palmer(2000).
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(ABS7HEL 1L6%)= vIY AFshe AAFH 2 (front-loading  system)<
A sta ot whebA %_“ﬂ;—‘#?_ NDCO| B-FEY T/ AN A5uAE
°f FHS & 3-2- 1«1
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‘o‘%‘fﬁ}t"} 3 oA G A Fshe Aol ofslstH "ok
9] Frontloaded #¢] A). ‘Jr%oﬂ ‘?:% AL 4 A e hdol

A9l 9434 A

v 1 @: offt
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EU
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=
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=

FE AAY Bole A4 At g} FAHoE fenE d 9

TH(Palmer, 2000; 2002).
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ZHZEHM A=Al (economic adjustment index)2| M

(3) 3eHAI:

=
=

Agd o7l W AA FeEde] Aol

ko

)

A ZA A% 2] (the economic adjustment index)S 2§

I
—_
o

o]
2R

g S0, o} <¥E 322590 dA]F o]
Al AAEAE A FLEA 1.6%

A
H

A

I 71&

S

oF AAAFZ7HEC] 0.6%°] &3}

"ol e tiMinistry of Health and Social

=

Age A7

21%2A

Affairs, 2000).



AU E
1.6% 23% 0.6%
B7MISEA) 3.1% 3.1% 3.1%
7% YFHSE 1.6%9+2] 2o|(B) 0% 0.7% -1%
% duvo FEAB) 3.1% 3.8% 2.1%

Z}& : Ministry of Health and Social Affairs(2000 : 8)l| A4 A]-4d.
(4) 4tA|: 947|328 2 0 d&X S(balance index)2| X

HIAR  NDCHAME =7k A4 A ¥ (financial
equilibrium) 5= A o|A&S OB A AAsI=1ol| At AA oA}
o AUAA =4 AAsH obrg DOl EAgE avE A4
27 BASHA "ok F2AQ FATES ol F7] HallMe dFolAE
= 1917 &5(FE 107 de:)dsEo] ofd, A 7hdAe Faeh A
E% A (sum of covered earnings, or contribution base)®] F7-E] AFAIA
of gt} =7tY AFAFTHE WY aSFFEYE A4 FHa
A S(contribution base)®] TFEO|A AAE7] wFoltt. ¥, ATl
BF, 497 dEdsES ¢
base® 717} AT AS5E7MES WA X® AS AEo] 79
Z3sHA €k 28a 29

loinsl A9olE GF S BHFRE FAAA 2a A 449l B
3 e

2L
£
-
¥
2
o
ol
g
re
ol
2L
>

r2
N
A

o] GDPUIH] 37%%HE 2o s wl AF7N
=

&
< B olF AYlF QAN P B A5FAe 45
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AFAFLL Fa0] ALAANT d& o 49 A Ao HFahe A7)
F¢ 571 uffer fnd)°IZHE O)FS 442 Lhro] £ FES
ek o] S A AFARA FY LA F A 29 93
WA FAES FAHT Yok ES ARHOE B Sue)
ATEE 100% BAZsH7] sl As2dGAZA TP X5 (balance index)
£ =Y3g Qe840 FNES A 2T 4, T
ARG SIATAG AFHUES B Aol 3 unul NDC i%
e F AKEPE Y -

A (pension liability)9] Hl&S A4tst
Hl & Atsle A Fols o]
ol2 T FHAF7} FzEolofdr A3}

Health and Social Affairs, 2000; Palmer, 2002).

(e
o
QL
Jote
e
ot
o
re,
ol
_1%
|1.IO
:I:‘:
o Jo of

2. Z2|01™9 AZ(Premium Pension)

9 AFe NDCASUAAF L AAAYoE S
SR, Rsppaos 29uel Jl3e] AN gE NDCSH 2 9
ARGull funding40) 71 A AFAe] FH B, ATAE
FEAR FAHL oF o AT e AFAN A HaR
o NDCZSUAAZ(IS NDCHFIH YA 614E Aol
e, AFAE BolodHos o] Agelo] AHHT: NDCHT
A% Agse ue } $7A90] glot §4o met 43AT AT
hsstn ol A% Ade] gast BAss agd 230 A

20) NDCASH| g AFNA 7 =
A geth e Agd gis
At 2X 2, D] daALt
o] &A3] FHAH AL ot , &
o] FZH= Zo] AA getrl fME}.

B el kAt 7% 5] el
27158 Stk 7149 RS glol]
Al daE g a9h f5ds
AFoz FolAn QuAgeln 24 A9

H::_&
re

ﬂ FlO



H7}15) 2] ¢F=th(Swedish Social Insurance Authority, 2007).
Zug A5 AL $A dFTHNE T FEEe F 18.5%Y

ATEIE ¥ 25%2 vidEnh &, /Hd2 77870006 dAN)S] +FH
E T UE A9 g, Adgo] o] oA e AF ZengA
ZHE=(Premium Savings Fund)gh= 7t 98k FAFAHES A}
S 7FdET2) 299 Ao 29 3371 ZerddsH PP,
Premium Pension Authority)o]lA REF A4 AFAFS Sz &
2t webd B Erto] RIZEY] FHE RIZIA o]FoA =

o] TH(Swedish Social Insurance Authority, 2007; Weaver, 2007). AF4H=0]
UAE Aot #es T3] FRHSE strd, #-&H 7} 2006
W FiFog 87159 04%° BT =2 v AHS Ao 3

F=lar Ath(Weaver, 2007)

N

3. E&1=(Guarantee Pension)

ok,
N

4 2 o

H ooz @ o

ol o
S
N
Ho
%
>,
=
ro,
rlo
rie,




3-2. 29|dl NDCHZH 2| olsfet AlAKE =& 155

A 19 AFFFA ez we £ Qe Bgdgde 9
7,047SEK(23 2 oF 986,580)0]H, HRFFAe A9 94 12,572SEK(Y
32 9 1,760,0009)°]t}.22)

(28 3-2-2] 2ozl AdLalol=

NDC £5HHEZ - 2TUZ

Annual pension - Manthly pansion
in price-relatad in SEX )
hade amaunts

3074 10157 A
272 8999 -

2134 F 047
190 6268 -

1

i} ]

Annual persion in price-relatad 114 125 2] 3
e amounis

Menthly pension in SEK (2008) 3772 4169 89% 10157

NDC &SE[H %=

A& Swedish Social Insurance Authority, 2007

22) 1 SEK: 140.7294(7i¥l 718, 109 71%)

23) 493 weid, BAARFo] A4HE W, v gddae FEYL FAED AR
NDCASHHAZY AFHE 16%7F oFd 18.5%<] 71o&oA LR
o Hgsp7]o AR Zejujdadde] x8E Aoz o]ddle Aol &l
P GAFd AMEEA] ¢a NDCOF Bt FAAE AMEsle A BT 9
§& deesly] Atolty & gl Uidt FAE-s EE97] A% 1
HEo)7|% sith BAgdAFe 7EFHoZ HEFAFo]7d, gk AA zajudd



4o Bl 7)2H Paold 22st Je8s BAS ksl ),
asulgdFe] 44 FAES AR BIL BTCAY AFLST
ol et FAES el 9 <ad 322> Ueht 950l ALS
FUAANE ARRATANN L50ADT F3A) 10055 T3,
Aol 41 69SEK(%§}E 583,609, BE/HT FFA] A9l gd 77
MAe de5HA 48%Te gstel 22st Jel3s] 712 oA

AFTH
713 ok AAES] Fgo g Qg 2006 #A, GE/F =919 A5
] ] 10,157SEK(¥3t2 1,421,980)¢] A7 ZgFHo|g}t
T RAAFE Boy I o]% & §ha] ot

4. ATPS| NDCASHM=22| EHAIM g Fitd

=7k A8 E 19990 61417F Y& 1938 o] A FAAES A Al
T AE&S A Ferh o5 7€ A et AFE ATP 59 E
=t) 19544 o]% S 3% 2HA Al daAEY A wE

A 5 9 "k 1938~1953d Ato]ol] Ejo]
= TrAe] &9tk A5 94 FEe
kL] UrDin—E CaSH g AeH 2 n|

tﬂ, Uol7} o]d4E ATPY HI&o| Folxx

0@

Aol 474 o}&l h=nls
AA= NDCS Z |
W, 19389 EA2= FA TPﬁ”éoﬂ o3 041"“«1 80% = XIJH“, o]
T 1d¥ FoFSFE 1 HFo] 5% FojE0], 1953942 ATPT
o3 5%E AE&e¢n YA 95%= A A9 HE&S whAl Hm, 1954
ARHE 100% A AL 78S weth 37 ATPAA] 353 7|43

g RAATI WHA AHEIA HY, TeAn|RATY $0)0] E& A$ VT B
AAgel vol Atk wAZe 2T + Ut FYA Ade Y5 zATYA
29 5942 Fol7] sl A wHL SolA 9 Bk
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< Jtiz JHE NDCHEAR BEAte s 715 dad HgA

71Zo] Btk Aol BE WEolAE 199 JFF7hec] A

A48 295 Al g =o] AR

1. JlsRalol s chaTEsel Tey

THATAET} Zholop & 24, 2 FHATALY FEE HF 3
JHAZE AAHI AT Barr, 2006). A, 7§le] AT A 2wl

Heglolty. ol g9 FAASFsE §3
? ]

7)) AHRES HZ8 I F 4aS5o

F7lsolth MR EA )T Fdofio] drhf A 1 olfE ¢
28 4 g} o]¥d EFAAEL QIR e ASY 4E A
oA wreth v JeRkdod e #A Farde A8 [
Fooqig o] o Fo] 7bEsla, o) TAR JEAYY] FgH oS Ed
7hsstth wEba FJod Aol BIEE P02 AT ¥, 7Y A
Aol a2 RE FEARe] A5odS JheA st F4e 93
of gk ASA t&S st Aolth AA, Q1o gk 7|2RAgH &5
AEreltt =9l RIEFS titrE RSk Jdoln weka o5
gt Rie FHAFY 2 53170 g9k 283 As7AY gele
EE Ag5aAe AFoZ 3 wleA 5 715 AGEAS AAX
T AT FAHATo| ZFolof & 7B 9702 AAHI Yo} gFE
o FHAFAEE 9 A VTS EF A gled, RIE
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=1
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ofl
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o
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15 DA OIS BRN =ASEERH TEYel

A}ﬂixw 5% IS AHEE ) A (@o2E BFEh
Ho) 190471998 A2 AL, 9 3744 7% % AHFEA)

ofr

2 AgAmelA Belela, Uz dE7EsE o Ao 5 449
% §2ATE AA ATPAN Estel AFAFo] ok TuARNA ¥
2ot 599 AggAzZIRoR ALt AFAYAAA FojA
£ Solads, gatusd 2RI 0F 28 £ v g
AFAFAN FESE Aol ohlel, @A AR IAAYOE A

= AAEY. 293 AFAET} ZFolord A7)
NDCASHI A AFH ZejuddgolA B3sta, BE 752 NDCA

P HEAFY A%
adshare AY B AS BAoRE HERTe Foe FUsTn

g3 © g 19 XH;@%%—F% B99) B
o g4 $8o] AsAA

718 Aoy % A AT
B A= Yol EopHlth ol dAFAAY s}
doz st AALE 5 k. mEkA
AFATY A" 715S FE3Y b5 Fx88he o] AAede &
£ 2AwE7]7e 2549 ATol7E SFTHILO, 2000, World Bank,
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3-3. Finnish and Norwegian Pension
Reform - Implications for Preparing

Aged Society
Ismo Risku and Mika Vidlund

Abstract

Norway and Finland are expected to face relatively strong pressure in
their public finances due to an ageing population and the resulting growing
age-related public expenditure. The population of Finland is ageing faster
during the next two decades than the rest of the EU member states.
Although ageing in Norway is expected to be less pronounced than in
Finland and most other OECD countries, Norway has been projected to
experience one of the sharpest increases in public expenditures as a share
of GDP. In Finland the largest pension reform since the initial years of the
scheme has taken effect from the beginning of 2005. Likewise in Norway,
the current national pension insurance scheme will in 2010 entail the most
comprehensive reform since it was introduced. This paper gives an overview
of the structure and functioning of Finnish and Norwegian pension
provision. The focus is on major features of the 2005 reform in Finland
and the forthcoming 2010 reform in Norway.

Norway and Finland share many similarities in their pension reforms and
thus in preparation for ageing society. The recent reform in Finland and the
forthcoming reform in Norway should significantly reduce the pressures to
increase pension contributions. One of the main factors in this respect is
the establishment of the life expectancy based pension adjustment. Due to
life expectancy adjustment pension expenditure will in practice remain
unaffected by the changes in the longevity. In both countries the average
effective retirement age is clearly below the official retirement age.



Strengthening the incentives for work has been one of the main principles
when countries have renewed their pension schemes. The reforms will bring
a closer connection between work throughout the life and the pension.
Likewise by increasing flexibility and rewarding for later retirement people
are encouraged to work longer.

1. Introduction

Finland and Norway are both on their way to renew their pension
systems. Actually, in Finland the largest pension reform since the initial
years of the scheme (1962) has already taken effect from the beginning of
2005. Likewise in Norway, the national pension insurance scheme will
entail the most comprehensive reform since it was introduced in 1967. The
new pension system should take effect from 2010.

Norway and Finland will face a significant ageing of population over
coming decades, thus the need for pension reform is quite similar to the
situation in other OECD countries. However, in Finland ageing occurs
earlier and is more rapid than in most other OECD countries. Many
similarities between these two countries can be found in preparing for
ageing society. Both countries are moving towards a more actuarial system
neutralizing the effects from further growth in life expectancy. In addition,
in both countries the reforms aim to stimulate labor supply. Even though
both countries have large pension funds the pension scheme will be based
on an intergenerational solidarity contract and the pension systems are to be
financed mainly on PAYG-basis.

The purpose of this paper is to give an overview of the structure and
functioning of Finnish and Norwegian pension provision. The focus is on
major features of the 2005 reform in Finland and the forthcoming 2010
reform in Norway. This paper will describe the main reasons behind the
reforms as well as the main goals and changes caused by these reforms in
both countries.

The rest of this paper is structured as follows. First, a short



3-3. Finnish and Norwegian Pension Reform - Implications for Preparing Aged Society 173

economic-demographic overview is given from both countries serving as
background information for the reader. After this the forthcoming pension
reform in Norway will be presented in section 3.

This section will include a short look to the history and a brief
description of the current pension system. The main focus is, however, on
the 2010 reform. The chapter will concentrate on changes to the old-age
pension scheme due to fact that for the other pension arrangements the
reform is still under discussion. Thus, an overall picture of all the elements
of the reform can not be provided. However, the old age pension of the
National Insurance Scheme is the core of the overall pension system, thus
providing a basis for all the other pension arrangements. In chapter 4 we
shall turn our look to the Finnish pension system and its reform. As the
pension reform has already taken effect, a more thorough picture can be
given. Finally concluding remarks will be made as well as summarizing the
main similarities and differences between Norway and Finland.

2. Economic—demographic overview of Norway and Finland

2.1 Population

Finland and Norway, like most OECD countries, will experience
significant population aging in the next decades. Population aging is
particularly fast in Finland. However, current trends imply that in the longer
run the rest of the EU will become older than Finland. According to the
Eurostat 2005 population forecast old-age dependency ratio (65 + per 15 -
64 years old) in Finland will rise from 2002 level of 22 percent to 41 by
2025 and 44 by 2050. The corresponding EU25 figures are 25, 36 and 53
per cent.

Population aging in Norway is milder and comes later than in Finland or
in EU25 countries. In fact old age dependency ratio in Norway has been
falling from early 1990s and it will still fall (Figure 3-3-1). To some



extend differences in projected old-age dependency ratios are caused by
different projection assumptions (Table 3-3-1). However, differences in the
existing population structures are also driving these results. Largest cohorts
in Finland are aged between 50 and 60 years whereas in Norway largest
cohorts are aged between 30 and 40. Even though the total population in
Finland exceeds that of Norway by 14 per cent, number of children aged
between 0 and 10 years is slightly smaller in Finland than in Norway
(Figure 3-3-2).

[Figure 3-3-1] Old-age dependency ratios in Norway and Finland, 1950-206
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[Figure 3-3-2] Population pyramids, Norway and Finland 2005.
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(Table 3-3-1) Overview of the assumptions for the population

projections.
Norway Finland
Total Fertility rate 1.8 1.84
Net immigration per year 16 000 10 000
Life-expectancy at birth 2002 2050 2002 2050
Men 76.5 84.7 74.9 85.8
Women 81.6 88.9 81.5 89.7

Relatively high fertility is characteristic to both Norway and Finland.
Birth rates close to replacement rate and significant net immigration together
mean that new birth-cohorts will not decline in their size. Growth in life
expectancy i3 projected to be strong in both countries. At first sight



life-expectancy gains may seem exaggerated, at least in Finland. However,
these assumptions fit nicely to the observed trend (Figure 3-3-3). One
consequence of these assumptions is that the populations of these two
countries will grow until the end of the projection period

[Figure 3-3-3] Life-expectancy at birth, Norway and Finland
1950-2060.1)
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2.2 Macroeconomic trends

Finland

In Finland the total production growth has been strong since deep
recession in early 1990s. Between 1995 and 2006 an average growth rate
has been close to 4 percent. Among old EU-countries only Ireland has
enjoyed stronger growth rates. Economic growth is expected to cool
somewhat in 2008 to about 2% to 3 percent. Inflation has also been among
the lowest in the EU, with the general government surplus nearing 4
percent of GDP, a surplus expected to persist in 2007. The budget has
benefited from higher than-expected growth combined with a determined
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implementation of the government's multi-year spending limits on outlays.
The debt ratio has fallen below 50 per cent of GDP (and expected to fall
below 40), and the pension systems' assets now approach 70 per cent of
GDP.

The labour market has improved markedly since the mid 1990s, with
rising participation rates and comparatively strong employment growth.
Following the recession of the early 1990s, the unemployment rate reached
16.8 per cent in 1994 and the employment rate fell to a low of 60 per
cent. From 1995 onward, the recovery allowed for a reduction in the
unemployment rate to current 7 per cent, and a rise of the employment rate
close to 70 per cent. The employment rates for, in particular, people aged
from 59 to 64 years have increased. This latest employment figure leaves
Finland above the OECD average at 65.5 per cent, but well below other
Northern European countries. Although Finland has experienced improvement
in unemployment and employment rates over the past 15 years, it is now
broadly in line with the OECD average. Especially men lag clearly behind
the OECD average, whereas women’s participation in the labour market has
traditionally been high. (Table 3-3-1.)

The total development of the social protection expenditure has been
moderate despite the increased demand for pension security and social
welfare and health-care services and the high unemployment rate. In 2005 -
2007, the ratio of social spending to the GDP continued to be 26-27 per
cent, which is still below the EU average (for a decomposition of social
expenditure in 2005 see Annex 1).

Norway

Growth in the Norwegian economy has been strong for the past three
years. Since the summer of 2003, the Norwegian economy has seen a
recovery. The gross domestic product (GDP) increased by 2.9 per cent in
2006, while the GDP for “mainland Norway” (excluding income from oil
and foreign shipping trade) increased by 4.6 per cent., with mainland GDP
expanding by around 4’; per cent annually. The high oil prices, which are
a result of vigorous growth in the world economy for several years, have



contributed to steep growth in Norway’s disposable real income. The strong
growth is expected to continue in 2007. Also wage and price inflation have
been remarkably subdued. This has been underpinned by the two strong
macroeconomic policy pillars of inflation targeting (target of 2% per cent)
and the fiscal guidelines, both adopted in 2001. Fiscal policy has been
prudent, and in 2007, for the first time since 2001, the central government
non-oil structural deficit is set to meet the target of 4 per cent of the
assets of the Government Pension Fund-Global (GPF), in line with the
fiscal guidelines.

The large oil and gas revenues, as well as the policy of saving these
revenues and investing them abroad through the GPF, have allowed Norway
to run large budget surpluses and amass large net government assets. For
example, according to IMF (2007) in 2006, the budget surplus of the
general government was estimated at 25.9 per cent of its mainland GDP.
At the end of 2006, net assets of the general government equaled 150.2 per
cent of mainland GDP. The Government Pension Fund was about 121 per
cent of mainland GDP (80 per cent of GDP) in 2006. Although the
government’s net cash flows from petroleum operations are expected to
gradually decline, Norway is expected to run large fiscal surpluses for many
years to come.

Employment has increased substantially and the unemployment rate is
now the lowest in almost 20 years. Norway represents high participation
rates for both men and women. The unemployment rate is expected further
to decline from an average of 3.4 per cent in 2006 to 2.5 per cent in
2007. Employment is expected to grow by 2.1 per cent in 2007.

The labor market has tightened significantly over the last couple of
years. However, the ability to absorb substantial numbers of immigrant
workers testifies to its flexibility. The tightening of the labor market
contributes to higher wage growth. Based on the wage negotiations
concluded so far, wage growth is estimated at 4% per cent in 2007. Higher
wage growth is expected to lead once again to higher underlying consumer
price inflation in 2007.
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(Table 3-3-2) Key figures of the Finnish and Norwegian economies, 20035.

Norway Finland OECD
GDP billion, PPPs, US$,current prices 218.2 162.4
GDP per capita at PPPs, US$, current prices 47 207 30 959 30 065
Employment rate, total, % (15-64 years) 75.2 68.0 65.5
- Men 78.3 69.4 75.0
- Women 72.0 66.5 56.1
- 55 - 64 years old (men and women) 67.6 52.6 52.0
Unemployment rate, % 4.6 8.4 6.6
Total tax revenue, % of GDP 44.0 442 35.9
Gross public debt % of GDP 50.6 48.3 76.9
Consumer  price  index  (CPI), change
2004-05.% 1.6 0.7 2.6

Source: OECD Factbook 2007

2.3 Income distribution and relative poverty

The basic principles of the Finnish and Norwegian social security system
are founded on the Nordic welfare model which is described as
comprehensive or universal. One of the main principles is that the statutory
social insurance provides insurance cover for all citizens against loss of
income or high costs arising from major social risks such as illness,
disability, unemployment, accidents, old age, spouse’s death or childbirth.

The Nordic model has also proven to be egalitarian. Essentially all
benefits are "gender-neutral", in that women are treated as individuals with
needs and rights of their own. In addition general taxation has the effect of
redistributing income. Several previous studies have shown that the
differences in the income levels are smaller in the Nordic countries than in
most of the OECD countries (Figure 3-3-4). Income distribution in the
Nordic countries has also stayed below the OECD average for decades.

Even though income inequality has increased since the early 1980s in
Norway and especially in Finland, the Gini coefficient is still among the
lowest in the OECD area (see annex 2). Income inequality among the
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elderly population has tended to be lower than among the population of
working age. The distribution of income among the households is very
similar in Norway and Finland (see Annex 3).

[Figure 3-3-4] Gini coefficients of income concentration in 27 OECD
countries, 2000.
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As a result of the Nordic countries' universal, redistributive social
insurance systems, poverty rates are among the lowest in comparison to EU
15 or OECD countries. In the following (Figure 3-3-5) at-risk-of-poverty
rate comparison has been made for persons aged 65 years and over in
EU-15 countries and Norway. As can be seen Finland and Norway look
very similar standing side by side below the EU-15 average.
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[Figure 3-3-5] The share of persons (65 years and over), in EU-15
countries and Norway, with an equivalised disposable income below the
risk-of-poverty threshold, which is set at 60 % of the national median

equivalised disposable income (after social transfers), 2005.
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Similarities and dissimilarities in living conditions across countries come
more into focus when the situation of different household types is
examined. (Table 3-3-2) shows the ratio of the population living in
households with an income of less than 50 and 60 per cent of the median
equivalent disposable income in 2004. The use of two different kinds of
thresholds provides an indication of the number of people with incomes just
above or below the chosen threshold. In both countries the poverty risk of
the elderly clearly increases when the threshold is set at 60 per cent. Once



again these two countries look very similar. The poverty risk is highest
among those living alone. Especially single people over 65 have a higher
poverty risk than others in both countries. The results support the fact that
relative income poverty among the elderly tends to be concentrated among
the very old and those living alone. These features concern especially
women as they live longer than men and they have not been able to
accrue a sufficient earnings-related pension. Otherwise, the relative risk of
poverty for the elderly is very close to all the other households.

(Table 3-3-3) Proportion of the population living in households with an
income of less than 50 and 60 per cent of the median equivalent disposable

income, per cent, 2004.

Finland Norway

50% | 60 % | 50 % | 60 %
Single childless people under 154 26.9 191 252
65/67 years
Single providers 6.3 20.3 10.0 18.7
Childless couples under
65/67 years 2.8 53 23 4.0
Couples with children 3.1 7.9 2.8 5.7
Single people over 65/67 years 11.5 36.0 10.5 37.1
Couples, where one or both partners are 25 86 0.7 50
over 65/67 years
All households 5.1 11.7 6.0 11.0

Source: Nososco 2007

In both countries the most important long-term fiscal challenge is posed
by the effects of population aging, expected to begin in the next decade. In
both countries the reforms, once implemented, promise improved work
incentives likewise long-term pension savings. In the following these will be
discussed more thoroughly.
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3. Pension schemes in Norway

3.1 Important years in the National Pension Insurance Scheme

The Norwegian pension system has remained quite intact since the
introduction of the national pension insurance scheme. The national pension
insurance scheme secures an income in the event of old age, incapacity for
work and death of the family breadwinner. The scheme is administered by
NAV, the Norwegian Labour and Welfare Organisation, which was
established on July 1, 2006. NAV is a merger of three former
organizations: the National Insurance organisation (state), the National
Employment Service (state) and The Social Welfare System (municipal).

The old age pension insurance scheme was introduced in 1936 with the
retirement age of 70 years. The pension was means tested and paid to
poor. The means testing was removed in 1957 and the old age pension was
paid as an equal amount to all. The current National Pension Insurance
Scheme?) was established in 1967 introducing a basic pension to all
pensioners, and a new element - the employment based supplementary
pension, which is paid in addition to the basic pension. The supplementary
pension is earnings-related whereas the residence-based basic pension
provides a flat-rate minimum income. In 1969 an income test was once
again incorporated in the national pension scheme in the form of special
supplement for pensioners who have no, or only small earnings-related
supplementary pension.

Disability pensions date back to 1936 as temporary measures were
introduced to provide assistance to the blind and disabled, but these were
replaced in 1960 by a general disability insurance scheme which in turn
became part of the National Insurance Scheme in 1967. Likewise, survivors'
benefits were made part of the National Insurance Scheme of 1967,

25) The National Insurance Act came into force on 1 January 1967. Currently
benefits from the National Insurance Scheme are granted according to an act of
28 February 1997.



replacing earlier allowances for surviving children from 1957 and widows'
allowances from 1964.

Later on main changes have been made to the retirement age and to
determining factors of the earnings-related pension especially by changing
the earnings limits upon which the pension is calculated. Under the
National Pension Insurance Scheme pensions are determined in relation to
the basic amount (B.a). For example, a full basic pension equals 100 per
cent of the B.a. and a full special supplement is 79.33 per cent of the B.a.
The basic amount is adjusted by Parliament each year, in accordance with
changes in the general income level. The adjustment takes place 1 May
each year. The B.a. is €8352 (NOK 66,812) per 1 May 200726). In
calculation of earnings-related supplementary pension (so called pension
points) the average B.a. is used and it’s value per 1 May 2007 is €8 190
(NOK 65 505).

The ceiling for pensionable earnings and for earnings from which
contributions are collected was at first set at 8 times the B.a. In 1970 the
ceiling was raised to 12 B.a. However, only income up to 8 B.a. was
credited at full rate and income between 8 B.a. and 12 B.a. at 1/3. Pension
contributions were collected at full rate up to the ceiling. In 1986 this
ceiling for national insurance contributions was erased, so that nowadays
contributions are also paid from incomes that do not give any pension right.
In 1992 the benefit level was reduced so that the bending point was
lowered from 8 B.a. to 6 B.a. and income between 6 B.a. and 12 B.a. was
credited at 1/3. Also the supplementary pension per centage (wage-benefit
ratio) was lowered from 45 per cent to its current 42 per cent level. On
the other hand, pension accruals granted in the case of unpaid care was
introduced. In 1998 the special supplement was raised from 63.2 per cent
up to current 79.33 per cent of the B.a. Originally (in 1969) it was set at
75 % Ba.

The retirement age was reduced from 70 to current 67 in 1973. The
retirement age was made flexible in that sense that it is possible for the

26) Exchange rate used: 1 Norwegian krone (NOK) = 0,125 euros (average rate
August 2007)
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insured person to continue at work and accrue a pension until the age of
70. However, the pension is reduced (40 per cent of the exceeding income)
if the earnings exceed a determined limit (2 B.a. in 2007) in the period
between the age of 67 and the age of 70. It is not possible to draw
old-age pension from the National Pension Insurance Scheme before the
general retirement age, except for certain categories of insured persons27).
However, other pension schemes make retirement possible several years
earlier.

3.2 Description of the current pension scheme

Today, every insured person is guaranteed a minimum old-age pension,
which consists of the aforementioned basic pension and a special
supplement. The minimum old-age pension is independent of previous
income and contributions paid. A full pension is paid if the insurance
period (residence) is at least 40 years. If the insurance period is shorter the
pension will be proportionally reduced. For a single pensioner the full
minimum old-age pension is €1,250 (NOK 9,985) a month per 1 May
2007. The special supplement is reduced by 100 per cent of the
earnings-related supplementary pension. In addition a pensioner may receive
possible supplements (income-tested) for children and spouse.

The amount of the supplementary pension depends on the number of
pension-earning years and the yearly pension points. A full supplementary
pension requires as a general rule 40 years of accrual. Otherwise the
pension is reduced proportionally. A full annual supplementary pension is
42 per cent of the amount which appears when the current B.a. is
multiplied by the average pension point for the person’s twenty best income

27) There are pension schemes that are adapted to the National Insurance Scheme
and they function as special early retirement schemes for people under the age
of 67. Pension insurance for seamen was introduced in 1949. The retirement age
for seamen is 60. Pension insurance schemes for forestry workers and fishermen
were introduced in 1952 and 1958 respectively. The retirement age is 63 for
forestry workers and 62 for fishermen. The scheme for forestry workers ceased
to exist as per 31 December 2005.



years (final pension point). The maximum of pension points, which could
be credited for any one year before 1992, was 8.33. For earnings from year
1992 on, the maximal pension point is 7. Example of pension calculation
can be found in Annex 5. (Figure 3-3-6) shows the pension recipient’s
statutory ~ pension  consisting of the minimum pension and the
earnings-related pension.

[Figure 3-3-6] Basic structure of the Norwegian statutory pension.
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The number of old age pensioners at the end of 2006 was 634,216 (see
also Annex 6). The number of pensioners who receive the special
supplement is declining, 184,123 pensioners (29 %) received the supplement
at the end of 2006. About 88 % of these were women (161 434).
Supplementary pension was received by 580,784 pensioners (91.6 %).
(NAV.)

The average old-age pension was about 1 516 euros per month (NOK
12,131) at the end of 2006. Average old-age pension for men was 1,800
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euros (NOK 14,419) and for women 1,310 euros (NOK 10,478) per month.
(NAV.) The average wage was 3945 euros per month (NOK 31,565) in
2006; for men €4,130 (NOK 33,060) and €3,590 (NOK 28,707) for
women (Statistics Norway). Large differences in the benefits payable to men
and women can be seen to be due to a larger accumulation of
earnings-related pension for men.

Financing

The national pension scheme is a PAYG system and is financed by
contributions from employees, self-employed persons and employers and
financial support from the State. Norway also has a large pension fund,
which is fully integrated into the state budget (see below for further
information).

The contribution rates and the level of state grants are decided upon by
Parliament. In addition to pensions the following contributions finance the
whole National Insurance Scheme. The pension reform should establish a
separate pension premium to make old-age pension saving more visible.
This is now under consideration by the Government. The pension
commission proposal for the pension premium was about 17 '4 per cent
corresponding to an accrual rate of pension credits 1.25 per cent for each
year of employment at today’s life expectancy and retirement at the age of
67.

At the moment the social insurance contribution rate for employees is 7.8
% of pensionable income (gross wage income). The rate of a self-employed
person’s contribution is 10.7 % of pensionable income28) (income from self
employment). The contribution rate for other kinds of personal income
(pensions etc.) is 3.0%.

The employer’s contribution is assessed as a per centage of paid-out
wages. The contributions are differentiated according to the regional zone in
which the employees reside. There are seven regional zomes reflecting inter

28) For certain categories of self-employed persons (fishing, forestry, agriculture) the
contribution rate is 7.8 %.



alia the level of economic development. The employer’s contributions are
14.1% (zones 1 and 1 a), 10.6% (I a and II), 6.4% (III), 5.1% (IV), 7.9 %
(IV a) and 0 % (V) according to the zone.

Government Pension Fund

The origin of the Government Pension Fund can be traced back to 1990
when the Norwegian Government Petroleum Fund was formally established.
However, the fund mechanism entails that money will only be allocated to
the fund when there is a budget surplus. In the first half of the 1990s
there were budget deficits due to the strong recession. Only in 1995 was
the budget back in surplus, and the first transfer from the state budget to
the Petroleum Fund was made in 1996 for fiscal year 1995. After that the
Fund has grown strongly.

In order to strengthen the public’s sense of ownership of the Fund and
make it easier to accumulate financial assets for the state, the Norwegian
Parliament adopted the Act relating to the Government Pension Fund in
2005 and establishment in 2006. The name change underlines the aim of
the Fund to support savings for financing future pension payments. The
pension system under the National Insurance Scheme will, however, remain
financed over government budgets on an ongoing basis ("pay-as-you-go").

The Government Pension Fund consists of two parts: "The Government
Pension Fund - Global", which is a continuation of the Petroleum Fund,
and "The Government Pension Fund - Norway", which was previously
known as the National Insurance Scheme Fund (Folketrygdfondet). The
Ministry of Finance is responsible for the management of the Government
Pension Fund. The operational management of the Pension Fund Global is
carried out by the Central Bank (Norges Bank), which invests the fund’s
capital in bonds and equities outside Norway in accordance with guidelines
issued by the Ministry. Equities account for 60 % of the Fund’s strategic
benchmark portfolio, consisting of equities listed on exchanges in Europe
(50%), America/Africa (35 %) and Asia/Oceania (5%). Fixed income
instruments account for 40 % of the portfolio, consisting of fixed
instruments issued in currencies from Europe (60%), America/Africa (35 %)
and Asia/Oceania (5 %). At the moment actual benchmark portfolio
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somewhat differs as the equity portion is being gradually increased from 40
to 60 per cent following the guidelines of Report No. 24 (2006-2007)
presented to the Parliament on 13 April, 2007 (Ministry of Finance 2007).

The operational management of the Pension Fund - Norway is carried
out by Folketrygdfondet and it is primarily invested domestically. Equities
account for 60 % of Fund’s portfolio, consisting of equities invested in
Norway (85 %) and in Denmark, Finland and Sweden (15 %). Fixed
income instruments account for 40 % of the portfolio with the same
portfolio as for equities.

The Government Pension Fund - Global consists of petroleum revenues
whereas the basic capital of Government Pension Fund - Norway originates
primarily from surpluses in the national insurance accounts from the
introduction of the National Insurance Scheme. The market value of the
Government Pension Fund - Global at 31 December 2006 was €223 (NOK
1,783.7) billion (NOK 1,966.6 billion at31 August 2007), about 114 % of
mainland GDP29) (i.e. excluding petroleum activities). (Norges Bank 2007.)
The market value of the Government Pension Fund - Norway was €13.6
(NOK 109.1) billion i.e. about 7 % of mainland GDP.

The fund is created to meet the rapid rise in public pension expenditures
in the coming years. Still, the fund is not earmarked for pension
expenditures. The outflow from the fund is the sum needed to cover the
non-oil budget deficits. This also means that net allocations to the fund
reflect the total budget surplus. Fiscal policy, which regulates the outflow
from the fund, is anchored in the guideline that over time the structural,
non-oil budget deficit shall correspond to the real return on the fund,
estimated at 4 %. Thus, in a way real return can be seen to provide a
partial pre-funding of pension liabilities. Operation of the Pension Fund is
further discussed in chapter 3.5.1.

29) Mainland GDP (2006):NOK 1 563 243 million ; GDP (2006, total): NOK 2 151
670 million (Statistics Norway)
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3.3 AFP- collectively bargained early retirement scheme

In addition to the national pension scheme a large share, about 60%, of
the working population is covered by the AFP-arrangement, an early
retirement scheme which was introduced through the 1988 collective
negotiations, and extended in later bargaining rounds during the 1990s30).
People covered by the AFP-scheme can retire at the age of 62 years with
little or no reduction in the pension amount (compared to the amount the
person would receive if retired at the age of 67 years). The rationale
behind the establishment was not to allow for a combination of work and
pension, but to relieve older employees who for health reasons wanted to
retire earlier than the general retirement age of 67. At the time the
retirement age was set at 66 years, but has later been reduced on several
occasions; to 65 in 1990, 64 in 1992, 63 in 1997, and finally 62 in 1998.

It was not until 1997 that the introduction of the so-called ‘partial
pension’ opportunity enabled employees to combine pension with paid
employment in the AFP. On several occasions the scheme has been
criticised for being too generous in the meaning that too many people leave
early and that many of the employees who leave could have stayed in
employment longer. The number of pensioners has risen and at the moment
there are over 40,000 AFP-pensioners (Figure 3-3-7). Both the employers'
organisations and the Government have argued that the scheme should be
revised (or abolished). The trade unions and in particular the Norwegian
Trade Union Confederation (LO) have strongly defended the scheme.

30) The AFP was first introduced in 1988 by means of an agreement between the
Norwegian Confederation of Trade Unions (Landsorganisasjonen i Norge, LO)
and the Confederation of Norwegian Business and Industry (Neringslivets
Hovedorganisasjon, NHO).
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[Figure 3-3-7] Number of AFP-pensioners in 1995-2006.
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Source: NAV

3.4 Occupational pension schemes

In the public sector, occupational pensions have existed for many years.
Pension arrangements for state employees and The Norwegian Public
Service Pension Fund were established by law in 1917 and cover all central
government employees. During the years after the Second World War,
occupational pensions were gradually introduced both in the municipal and
the private sector. The Municipal Insurance Company was established in
1949 and administers almost all the special pension schemes for local
government employees. Practically also all municipal employees are covered
by occupational pensions. In the public sector extensive coordination rules
exist governing the relationship between public sector pension schemes and
the National Insurance Scheme. E.g. civil service pension scheme guarantees
employees 66 per cent of their wage level at the time of retirement
(regardless of changes in the level of the national pension insurance
scheme) after 30 years of service.

Coverage of occupational pensions was unequal before the Act relating to
mandatory occupational pensions entered into force on 2006. Before this,



approximately 40% of the employees were covered by occupational pension
schemes in the private sector.

In the private sector the great majority of the occupational schemes are
company specific and mainly defined benefit schemes. Up to 2000, only
defined benefit schemes were given the special taxation treatment, which is
the reason why so few defined contribution schemes were developed in
Norway. From 2001, the Act on Defined Contribution Occupational Pensions
has regulated defined contribution plans®!). The new regulations provided tax
allowances also for companies with DC-plans.

Based on the white paper regarding the future pension system in Norway
(St. meld. nr 12 (2004-2005), the Storting decided 26 May 2005 that
legislation regarding mandatory occupational pension should enter into force
from 1 January 2006.The 2006 Act relating to mandatory occupational
pensions means that most employers must either have a DC or a DB
pension scheme for their employees. Employers who already have an
occupational pension scheme must ensure that the scheme satisfies the Act's
minimum requirements. The Act does not apply to employers who have a
pension scheme in accordance with legislation or collective agreements that
apply to state or local authority employees.

Employers will pay contributions into the scheme every year and the
contribution must be at least 2 per cent of the employees' earnings between
1 B.a. and 12 B.a. in a DC-scheme. A corresponding requirement applies to
DB schemes. In addition to the contribution, the pension scheme shall also
contain an insurance element that ensures that employees continue to accrue
pension entitlements in the event of disability. It is permitted to exclude
employees under the age of 20 and those in part-time employment of less
than 20 per cent of a full-time position from the pension scheme.
Employees may be required to also contribute to their own pensions, but
such contributions will not reduce the minimum requirement for employers'
contributions. The main rule is that pensions shall be paid for at least 10

31) The new Act relating to defined-benefit pension plans also took effect on 1
January 2001. The regulation of occupational pension schemes was previously
covered by the Act relating to taxation on property and income.
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years from the age of 67 years.

3.5 The 2010 pension reform

3.5.1 Challenges facing the pension system

The most important long-term fiscal challenge is posed by the effects of
population ageing. The ageing of the population is caused by the fact that
pensioners live longer than previous generations. In addition the share of
the working age population is shrinking due to declining birth rates.

The latest population projections from Statistics Norway, which were used
in the Pension Commission's work, estimate that the remaining life
expectancy for a 67-year old will increase from about 17 years today to 22
years in 2050. It was 14 years in 1973 when the retirement age was
lowered to 67. The share of the population 65 years and older is projected
to almost double towards 2050 as a share of the working population, from
slightly more than 22 per cent today, to approximately 40 per cent in 2050.

It is estimated that expenditure on old-age, disability and dependents’
pensions within the National Insurance Scheme increases from 9 per cent of
mainland Norway GDP at present to almost 20 per cent in 2050 under a
continuation of the current pension system. This is mainly caused by
expenditure on old-age pension which is estimated to increase from 6 to
about 15 per cent of mainland Norway GDP. (St.meld. nr. 5 (2006-2007.)
This is a significant increase and well above the average when compared to
other OECD-countries (see Bellone and Bibbee 2006).

In addition to growing financial burden there are a number of other, so
called system-related challenges in Norwegian pension system that have
become more evident over the almost 40 years that have passed since the
introduction of the current pension system. The main challenges relate to:

- Poor correlation between the overall career income and the pension

- Uneven possibility for flexible retirement as it is not possible to draw
oldage pension under the statutory pension system before the age of 67.



Early retirement for non-health related causes is today only available for
those who have access to pension schemes outside the National Insurance
Scheme, such as the AFP or occupational pension schemes with special
retirement ages.

- Lack of incentives to remain at work after the age of 62 as the AFP
scheme is designed to give the same pension at the age of 62 as if one
had remained working until reaching the age of 67

- The civil service pension guarantee a total pension benefit (66%). This
implies that government employees are sheltered against changes to the
statutory pension system. In addition, as long as private and government
pension schemes differ, this may to some extent prevent mobility between
the private and the public sector.

Despite Norway’s relatively high statutory retirement age a key problem
over the past decade has been the fall in the effective retirement age (see
Annex 4). Consequently, even though Norway boasts the highest OECD
employment ratios for older workers (aged 55 to 64), employment rates fall
sharply with age, particularly from age 62. This kind of development can
largely be seen to be encouraged by the AFP-scheme. The effect of the
AFP-scheme can be seen from the following figure describing the pathways
to early retirement in Norway.
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[Figure 3-3-8] Share of population aged 50 to 66 on different kind of
“early retirement” benefits, 2005.
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Limited petroleum wealth

The petroleum revenues place Norway in a more favourable financial
position than most other countries when it comes to dealing with the
growth in pension expenditure. Projections presented in the Norwegian
Government’s white paper indicate that the Pension Fund will grow to 195
per cent of mainland GDP at the end of 2010. Given the present guidelines
for fiscal policy, the Fund is expected to reach a level of around 250 per
cent of mainland GDP by the year 2020, before starting to gradually
decline.

However, as can be seen (Figure 3-3-8) the accrued pension liabilities
substantially exceed the assets of the Government Pension Fund. According
to the Ministry of Finance the value of the old age pensions accrued was



about €480 (NOK 3,874) billion at the beginning of 2006 and the amount
of pension assets approximately €236 (NOK 1,890) billion. Thus, about 49
per cent of the accrued old age pensions were funded in advance. In 2007
the corresponding ratio has risen almost to 55 per cent.

Taking into account also disability and survivors’ pensions, the pension
liabilities were estimated at slightly over 300 per cent of mainland GDP in
2006, increasing up to 420 per cent of GDP in 2050.

In addition, unlike most pension funds, the capital of the Government
Pension Fund - Global can not be dedicated to meeting future pension
obligations, only its expected real return of 4%, given the fiscal rule. The
guidelines for economic policy stipulate that fiscal policy shall be geared
towards a gradual and sustainable use of petroleum revenues. Over time the
structural non-oil deficit shall correspond to the expected real return on the
Government Pension Fund - Global, estimated at 4 per cent.

Therefore, only real return can be seen to provide a partial pre-funding
of future pension liabilities. The fund is mainly a transformation of
depleting resources (oil and gas) into financial assets. As this wealth
belongs in theory to present and future Norwegian generations, the capital
stock should be preserved, and only the returns consumed, to allow future
generations their own choices in allocating these earnings. However, since
the fiscal guidelines were established in 2001, the use of petroleum
revenues has exceeded the expected real return on the Pension Fund -
Global. This is also one of the reasons why the Government proposed a
revised Fiscal Budget for 2007 with an estimated structural, non-oil deficit
somewhat lower than in the approved budget and below the expected 4 per
cent real return on the Fund.

From 1997 until year end 2006, the average annual return on the
Government Pension Fund - Global was 6.5 per cent, whilst the average
annual real return (after management costs and inflation) which is of
relevance under the fiscal rule adopted for budget policy purposes was 4.6
per cent, as measured in foreign currency (Ministry of Finance 2007) (for
closer look see Annex 7).
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[Figure 3-3-9] The Government Pension Fund and accrued pension
liabilities, per cent of mainland GDP 2005 - 2060.
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3.5.2 Background of the reform process

On 30 March 2001, the Stoltenberg Government appointed a Commission,
with members from the parties holding seats in the Parliament (Storting)
and independent experts, to examine the main objectives and principles of a
reform of the overall pension system (incl. reforms to national pension
insurance scheme, AFP scheme and occupational schemes). The Commission
published a preliminary report on 4 September 2002.

The Commission was to submit its final report to the Ministry of Finance
and the Ministry of Health and Social Affairs within 1 October 2003. In
autumn 2003, the deadline for completion of the Pension Commission's
work was somewhat extended, and the Commission submitted its final
report on 13 January 2004 in a green paper (NOU 2004:1 Modernised



National Insurance Scheme - Sustainable Pensions for the Future). A broad
majority of the members of the Pension Commission, comprising all
members except those from the Party of Progress and the Socialist Left
Party, supported, in the final report, a reform of the old age pension under
the National Insurance Scheme. The Commission assumed a gradual
introduction of a modernised National Insurance Scheme from 2010
onwards. The report of the Pension Commission was circulated for
consultation on 14 January.

On 10 December 2004, the Norwegian government issued a White Paper
(Stortingsmelding nr. 12 (2004-2005) proposing changes to the present
pension system on the basis of the Commission’s report. On 26 May 2005,
the Norwegian Parliament, Storting, made decision on the main principles
for a pension reform. The Storting asked the government to return with
evaluations and proposals for amendments in the pension system in a
number of fields.

Following the compromise reached by parliament in the spring of 2005
the Norwegian government presented its proposal for a new pension system
in October 2006. (White Paper: Stortingsmelding nr.5 (2006-2007)). Finally
on 23 April 2007 parliament reached broad-based agreement on reform.
Agreement closely follows the government’s 2006 white paper. Although
some questions still remain unresolved, the main characteristics are clear.

In connection with the old-age pension reform also disability and survivors’
pensions must be adapted to the new old-age pension. Government
appointed a public committee on 5 August 2005 which was mandated with
committing a study on a new disability pension scheme. The committee
published a report (proposal) for a new disability pension scheme onl6 May
2007 (NOU 2007:4). The report was circulated for consultation on 13 June
with the final date of 1 October 2007. Evaluations and proposals as regards
the survivors’ pension scheme will be examined later on by the
Government.

In addition to the statutory pension schemes the AFP (early retirement
pension) scheme is to be renewed and integrated with the new general
early retirement scheme. A tripartite commission set up by the Norwegian
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government in June 2007 is expected to propose a new early retirement
pension scheme by the end of 2007 and the scheme will be incorporated
into the wage settlements for 2008.

As a part of the overall pension reform, an obligation was introduced for
enterprises to establish an occupational pension scheme securing their
employees an old age pension in accordance with the requirements of the
Act on mandatory occupational pensions. The deadline for establishing such
a mandatory occupational pension scheme was set at the end on 2006, and
it had to have economic effect for the employees from 1 July 2006 (latest).

The main principles of mandatory occupational pension were already
presented in this paper as part of the current pension system description.

3.5.3 Main aspects of the pension reform

The pension reform is to be gradually phased in from 2010. The main
goals of the Government in pursuing a reform are:

(1) Making the pension system economically and socially sustainable. This
means a pension system which over time does not impose too great a
financial burden on the occupationally active. A prerequisite for an
economically and socially sustainable pension system is that it gives
good incentives for work.

(2) Having a good income redistribution profile and gender profile. This is
pursued by ensuring that all retirees receive a guaranteed minimum
state pension and furthermore that all those who have had pension
earning get something in return, on top of the minimum pension. This
is also of importance for women as long as women have lower
incomes than men. Today, many occupationally active women receive
a minimum pension in the same way as people without previous
income from work. In addition, pension earning must reflect the work
effort throughout life. Thus, it is also important to compensate for loss
of income due unpaid care.

(3) Being simple and comprehensible the reform should contribute



simplicity to make the individuals able to calculate the size of their
pension under different circumstances. People should also be able to
make well-founded decisions on when to retire and on the need for
saving for one’s old age.

Following the overarching aims the forthcoming pension reform is based
on the following main principles:

Calculation of benefits based on lifelong earnings

A flexible retirement age under the National Insurance Scheme
Introduction of a life expectancy adjustment ratio

Changing indexation rules

Basic security in the form of a guaranteed pension

Redefining and extending pension rights for non-working periods

The main principles above bring new model for pension accrual likewise
for drawing pensions when compared to the present system (see Table
3-3-1). Each element of the reform will be further discussed below.

(Table 3-3-4) The main changes to the Norwegian pension system.

Pre-reform After reform
Retirement age 67 From the age of 62 (flexible)
Insurance period 40 years Lifelong earnings
Pensionable wage Best 20 years All career earnings
Life-expectancy | Not applicable Life expectancy adjustment ratio
adjustment Staggered ceiling from | All income up to 7.1 Ba.
Upper earnings | 6 B.a to upper limit | (linear)l
limit (ceiling) 12 B.a
Wage-benefit ratio | 42% + 1 B.a/ 1.35 % of the income per year
Unpaid care | Pension earning equal | Pension earning equal to 4.5 B.a.

(minimum amount) | to 4 B.a.

Unpaid care for up to the age of 6 yearsl
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children

Military service
Indexing  pension
payments
Indexing  pension
entitlements

Minimum  pension
(amount)

Occupational
pensions

up to the age of
Tyears

Not pensionable
earning

Wage growth

Wage growth

1,7933 x B.a

Voluntary

2.5 B.a. as the basis for pension
earning
Average of wage and price
growth

Wage growth

Guarantee pension at the current
level, reduced by 80 % of the
income-based pension

Mandatory

1 The Governments original proposal for income ceiling was 7 B.a. and unpaid care
for children up to the age of 4 (see also Annex 8 for original Pension
Commission’s proposal and the other three alternative accrual models that have

been considered).

New model for pension accrual

A new accrual model for the old age pension consists of the following

qualities:

- An income-based pension which entails annual pension accrual

equal

basically to 1.35 per cent of the income for a person that starts drawing
the pension at the age of 67, given the life expectancy in 2010.

- All income between 0 B.a. and 7.1 B.a. (€ 58100; NOK 465000 in
2007) shall result in a pension.

- A guaranteed pension at the level of the current minimum pension.

- The guaranteed pension to be reduced by 80 per cent of the earned
earnings-related pension.

Even after the reform the National Pension Insurance Scheme continues
to be a defined benefit system financed on a pay-as-you-go basis.

Likewise the pension benefit continues to include two elements, a
guaranteed residence based minimum benefit and an income based benefit.



Contrary to the basic benefit in the present system, however, it is means
tested against the earnings-related pension benefit (see Figure 3-3-9).

Reform will bring a stronger relationship between earnings and pension
benefits as the earnings-related pension will be based on all-years-rule.
Every year pension entitlements will be credited in a pension account in
accordance with the person’s employment income and on the basis of
unpaid care work.

The reform ensures equal pension for equal lifetime income, irrespective
of how this is divided over the working career, as long as the annual
income is below the ceiling. In the new pension system there is a lower
limit for pension earning thus providing a good ground for supplementary
private pension scheme. The pension of the individual will in future consist
of the pension from the statutory pension scheme combined with a pension
from the supplementary scheme.

The clear correlation between work throughout life and the pension
makes the model also easier to understand.
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[Figure 3-3-10] The structure of new old age pension scheme in

comparison to the current scheme.
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A new model for drawing pensions

A new model for drawing the old-age pension consists of the following
qualities:

- It will be possible to draw a pension from the age of 62.

- The flexible old age pension is designed in such a way that the annual
pension reflects the expected number of years as a pensioner.

- It will be possible to draw a full or partial old age pension as long as
the pension from age 67 exceeds the level of the minimum pension.

- It will be possible to combine the drawing of an old age pension with
work, without the pension being reduced.

The reform will establish a general, flexible retirement age under the



National Insurance Scheme. Nevertheless, the AFP-scheme shall be
maintained, however, with adjustments which are decided later on (2008) in
negotiations with the social partners. According to the Government’s
guidelines all employees subject to the AFP will receive a supplementary
pension regardless of whether they decide to leave early before the age of
67 years. Currently, only those who choose to leave early benefit from this
arrangement.

After the reform the pension can be drawn fully or partially from the
age of 62 and contrary to the current system it will become possible to
combine pension and work without the pension being reduced. There will
be no upper limit on retirement age. The aim is to ensure a good balance
between incentives for work and freedom of choice. This will be reached
by linking the benefits to life-expectancy for each cohort. The pension will
be adjusted in accordance with retirement age and remaining life
expectancy, thus making the system also more actuarial. By remaining in
the labour force for a longer period of time the individual’s pension will
increase, and vice versa.

Annual pension is increased by approximately 5 per cent for each year
the retirement is deferred, because there will be one less year to divide the
earned pension entitlement by. In addition, one additional year in the labour
force will give extra pension accrual, which increases the annual pension by
approximately 2.5 per cent. The proposed drawing model increases the total
amount of the annual pension by approximately 7.5 per cent for each
additional year in the labour force without drawing a pension.

It is estimated that the life expectancy based pension adjustment will
mean that an individual will have to work an additional 8 months in order
to maintain the same replacement rate when the life expectancy of the
population is increased by one year. This will result in a career 2 /2 to 3
years longer in 2050, with the expected increase in the life expectancy. An
example of the effect of the adjustment is presented in the following table,
where reference is made to a person born in 1943 and retiring at the age
of 67 in 2010. Those born in 1948 are the first who can choose to retire
at the age of 62 in 2010. However, as it can be seen from the table, if
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they leave early their pension is going to be about 21 per cent smaller than
those from the 1943 cohort retiring at 67. Likewise, persons born in 1963
will get about 8 per cent and those born in 1983 about 17 per cent lower
pensions than reference level if they retire at the age of 67. Thus, the
younger cohorts should work until the age of 69 or 71, respectively, in
order to compensate for the effect of the life expectancy adjustments.

(Table 3-3-5) Old-age pension in relation to reference levell

classified by retirement age and cohort, %.

Age 1943-cohort 1948-cohort 1963-cohort 1983-cohort
62 80 79 74 69
63 83 82 77 71
64 87 86 80 74
65 91 90 84 77
66 95 94 88 80
67 100 99 92 83
68 105 104 96 87
69 111 109 101 91
70 118 116 106 95
71 125 123 112 100
72 133 131 119 105
73 143 140 127 111
74 153 150 135 118
75 165 161 144 125

1 Old age pension to a person born in 1943 and who takes retirement at the age of
67 in 2010 is equal to 100
Source: Stensnes et al. 2007

Thus, for a given retirement age, increasing life expectancy is reflected in
an increasing divisor. The divisors at different retirement ages for
individuals belonging to the above mentioned cohorts are illustrated in
(Figure 3-3-11).
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The Government’s proposal gives better incentives for work. At the same
time, the overall effect on the pension level will also depend on e.g. life
expectancy adjustment ratio and how the individuals adapt to it. The
introduction of the life expectancy based pension adjustment ratio is also
the most important measure in order to make the statutory pension scheme
sustainable in the long run. When the annual pension amounts are adjusted
with this ratio the expenditure on old-age pension will remain more or less
unaffected by the increased longevity. Individuals will be able to counteract
the effect on their annual pension amount by deferring the reduction of
their work effort and the drawing of their pensions. The ratio shall be the
same for men and women.

In a flexible pension system, the differences in the annual pensions may
increase, as a consequence of the individuals’ own choice concerning time
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of retirement. In addition, everybody will not have the same opportunities
to remain in work after having attained the age of 62.

Redefining and extending pension rights for non-working periods

The pension reform improves the minimum security of pension accruals
for non-working periods. Today, pension accrual is granted in the case of
unpaid care for children under the age of 7 and in the case of care for
elderly, sick and disabled. After the reform everybody shall get a minimum
pension accrual in case of unpaid care equal to an annual income of 4.5
B.a. (NOK 295000, € 36 850), i.e. » B.a. higher than today. Otherwise
pension entitlements from unpaid care work will be based on previous
employment income, with an upper limit corresponding to the basis for
calculating statutory maternity pay. Originally the Government proposed
granting pension rights for care for children up to the age of 4. However,
after the Parliamentary discussions this was changed up to the age of 6
years.

In addition, conscripts are given pension earning. According to the
Government’s proposal mandatory military service means that one has to
refrain from an ordinary income from work, and thus from pension accrual.
In the Government’s opinion, there are thus good reasons for the
introduction of a pension crediting arrangement for persons serving as
conscripts. 2.5 B.a. (NOK 163,760; €20,470) is suggested as the basis for
pension accrual for completed military service. It is suggested that such
credit should be given in addition to any pension accrual based on income
from work. The aim is to introduce this arrangement with effect for new
conscripts from 2010.

The reform will also improve the provisions for pension accrual for
unemployed persons, including persons who are involuntarily working
part-time, while receiving unemployment benefits, so that unemployed will
be credited with pension accrual based on previous income from work. In
the current scheme, pension accrual is based on the unemployment benefits.

According to the pension settlement in the Storting, the Government was
also asked to consider crediting students with pension earning. The



Government reached the conclusion not to credit students with pension
accrual. According to Government’s proposal persons with a higher
education will often have a higher overall lifetime income than persons
without higher education, something which will be reflected in higher
pensions.

Changing indexation rules

The income dependent entitlements shall continue to be adjusted by wage
growth until retirement, while paid-out pensions shall be adjusted by an
average of wages and prices. This change will remove the indexing rule on
wages passed in 2002. The guaranteed pension will be adjusted against
wages, less the effect of the life-expectancy adjustment ratio. This implies
that the guaranteed pension may be adjusted by almost 0.5 per centage
point less than wage growth, based on Statistics Norway’s estimates for
future life expectancy developments. Different indexation rules imply that
the minimum benefit over time is reduced relative to the income
component.

Transitional provisions

There is no final decision on the transitional provisions for the new
accrual model for old-age pension in the National Insurance Scheme.
According to the Government’s reent bulletin persons born in 1953 or
earlier would have their pension entitlements determined on the basis of the
present regulations.32) Persons born in 1963 or later will have their pensions
determined solely on the basis of the new system. Persons born during the
years 1954-1962 will have their pensions determined proportionally on the
basis of the present and the new system.

The Government has also not made final decision on retroactive pension
entitlements for unpaid care work under the present National Insurance
Scheme.

However, the Government proposes that the life expectancy adjustment

32) see www.regjeringen.no news published 29.11.2007
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ratio is to be applied to new retirees from 2010 onwards, with flexible
retirement being introduced at the same time. Likewise the new system for
the indexing of pensions is to be applied to all retirees from 2010 onwards.

The Government should present a proposal for legislation on a new
pension scheme before the year end 2007.

Even after the reform, civil service pensions equivalent to two thirds of
the wage at the time of retirement are continued. However, the civil service
pension schemes are adjusted to the new National Insurance Scheme model,
without decreasing the level of the civil service pensions, but so that they
are also covered by the provisions on the adjustment ratio based on life
expectancy and the new indexation. The final adjustments will be made
through negotiations between the social partners of the public sector. Also
the AFP-scheme shall be maintained, however, with adjustments which are
decided later on (2008) in negotiations with the social partners.

3.5.4 The main consequences of the reform

The Government’s proposal means that the expenditure on old age
pensions as a per centage of mainland GDP is estimated to be reduced
from 15 to 12 per cent in 2050 when compared to the present system.

In a pay-as-you-go system where public pension expenditures are financed
by current tax revenues, the ratio of workers to old-age pensioners has a
significant impact on the fiscal balance sheet. One measure of the fiscal
burden of the public pension scheme is the so-called contribution rate
defined by Disney (2004) as “the average rate (on earnings) that would be
required to finance current spending on public pensions without budgetary
transfers or the accumulation or decumulation of public pension funds”. The
contribution rate C may be formally defined as: = P / (L + 0.5P).

Where P represents the yearly general pension expenditures in the
National Insurance Scheme, and L represents aggregate yearly labour
incomes, included compensation for the labour effort among the
self-employed. It has also been taken into account that pension benefits are
taxed at about half the tax rate on labour incomes (for further information



210 TEALEE CfH[EH SH2E =S AEEAAA Lot

see Stensnes et al. 2007; Fredriksen and Stelen 2005). The contribution rate
is expected to double from about 11 per cent in 2006 to about 22 per cent
in 2050. According to projections presented in the Government’s white
paper the reform will reduce the contribution rate needed for financing the
old age pension expenditure from 21.8 per cent to 17.6 per cent in 2050
when compared to present system33).

The tax burden of financing the sum of old age, disability and survival
pension benefits has increased from a level of about 7 per cent in 1967 to
about 15 per cent in the early years of 2000s. The contribution rate is
estimated to increase to 25 - 30 per cent after 2040. This increase of about
10-15 per centage points is equivalent with the estimated increase in the
expenditures in the Insurance Scheme from about 9 per cent of GDP in
2002 to almost 20 per cent in 2050 according to the report from The
Pension Commission.

The effects on the contribution rate (base line scenario) for financing old
age pension expenditure are presented in (Figure 3-3-7). A decomposition of
the main elements of the reform reveals that the new earning model
increases pension expenditures, when seen in isolation. This is caused
especially by the increased connection between pension entitlements and
former labour incomes, likewise the proposed accrual rate of 1.35 % which
is higher than at present. The effect of this element to is estimated to
increase the contribution rate with 1.3 per centage point when compared to
the present system. The old-age expenditure in 2050 is estimated to rise to
NOK 238.4 billion in comparison to current system NOK 223.6 billion (as
measured in 2006-values).

The introduction of the life expectancy based pension adjustment ratio is
the main factor of the reform regarding reduction of the contribution rate.

33) The future pension burden i.e. challenges of financing the increasing pension
expenditures depend on the development in demographic characteristics like
fertility, mortality and immigration, as well as characteristics affecting supply of
labour, like education, disability, retirement age, participation rates and part time
work (especially for women), and the design of the pension system. The effects
on the contribution rate have been analyzed by use of Statistics Norway’s
dynamic micro simulation model, MOSART, documented in Fredriksen (1998).
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As life expectancy is assumed to increase during the entire period of
projection, the effect of this element increases. This element also includes
the effect of the flexible retirement permitting retirement from age 62. In
total the contribution rate is reduced by 3.8 per centage points in 2050
(difference to upper curve).

Likewise the change in indexation rules is estimated to further reduce the
rate by 1.2 per centage points in 2050. The difference between the two
lowest curves represents the effect of increased supply of man-hours among
persons of working age. Although labour supply is estimated to increase as
much as 4 per cent as a result of closer connection between contributions
to and benefits from the pension system, the partial effect on the
contribution rate of this element is only about 0.5 per centage point in
2050. Thus, in total the Government’s proposal is estimated to reduce the
contribution rate by 4.2 per centage point.

[Figure 3-3-12] Effects on the contribution rate caused by a shift to

a new old age system, decomposition in different elements.
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According to the Government’s white paper the new system should give
the average future pensioner, regardless of wage level, more money than
existing pensions that take affect at age 67. But there are two complicating
factors that make a real comparison harder to measure, and they are both
likely to work against future pension levels. One is an adjustment for life
expectancy. All future pensioners will have their pensions reduced in step
with increases in national life expectancy. The other is that pensions will
not be increased completely in step with national wage increase rates,
meaning pensioner purchasing power will be under that of the work force.
Even so, pensions are increased more than the price growth.

A changed indexation of paid-out pensions is, when seen in isolation,
estimated to reduce the average replacement rate by 7-8 per cent after 10
years as a pensioner, compared to the situation if the pensions were
indexed in line with the growth in wages.

Moreover, the reform seeks to maintain the redistributive characteristics of
the present system. Stensnes and Stelen (2007) have analyzed the
consequences of the reform by using the MOSART model and the first
impressions of how different accrual schemes distribute income between
individuals at system maturity in 2050 are shown in (Figure 3-3-8). The
horizontal axis measures the GINI coefficient of inequality and the vertical
axis shows women’s pensions as a share of men’s, on average. Along the
two dimensions, the reformed system would indicate growing inequality.

However, it is worth noting that there is greater inequality in labor
incomes than pension benefits. The public old age pension scheme is
redistributive, due to components such as a minimum benefit and the annual
income ceiling on accumulating pension entitlements. Income replacement
ratios are therefore higher at the lower end of the income scale. A closer
link between earnings and pensions in the accrual scheme will therefore
tend to increase inequality in benefits, while this very link is also at the
heart of improving work incentives by reducing the implicit tax rate on
social security contributions. In deciding on a pension accrual scheme,
government is faced with the classical trade-off between equality and
efficiency.
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[Figure 3-3-13 ] Distributional indicators for pension benefits in 2050.
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Stensnes and Stelen (2007) have also analyzed distributional consequences
of the present and reformed old age pension systems in more detail
breaking annual pension benefits in 2050 down by pension income per
centile (see Annex 9). For the bottom four deciles, pension levels will
remain largely unchanged with pension reform. This is mainly caused by a
guarantee pension at the same level as the minimum pension in the present
system before taking adjustments for increasing life expectancy into account.

The distributional impact of the other elements affecting the lowest
deciles is not large, and the different elements partly counteract each other.

The top six pension income deciles will experience an increase in the
pension level, reflecting both the increased accrual coefficient for pension
entitlement and the sharpened actuarial properties of the system in general.

The gains are largest for the highest income groups. For both schemes
the curves are convex for the uppermost deciles, because they exhibit an
increasing gap compared with the average incomes.



4. Pension schemes in Finland34
4.1 History of pension provision

4.1.1 The first National Pension Act and Start of Earnings-Related
Pension

The national pension scheme covering the whole population was
established in 1937. The insurance based on personal pension saving
accounts was mandatory for persons aged 18-65. An independent Social
Insurance Institution, supervised by Parliament, was established to implement
the act. This administrative model still applies to the national pension
scheme.

The National Pension Act of 1937 never achieved its aims. Due to the
modest 2 per cent contributions, the level of the pensions could never have
become very high. In addition high inflation during the war and
reconstruction period gnawed the scheme. The low level of the national
pension was the cause of dissatisfaction.

The employers and the employees had together established pension funds
for the employees already prior to the National Pension Act. However,
administration of these funds lacked actuarial know-how and their affairs
were not supervised. At the end of the 1950s they covered about 220,000
people. The pension entitlements were usually lost when changing jobs. In
addition pensions for 25,000 persons were arranged in private insurance
companies.

The State had its civil servants’ pensions, and many municipalities had
their own pension regulations for their officials. According to the Public
Welfare Act, the employer was liable to provide for his long-term employee
in case of loss of work capacity due to old-age or illness. It was required
that the employee did not get an income elsewhere. Until 1970 children
had a legal obligation to provide for their ageing parents.

34) Chapter 4.1 draws on Kontio (2007) and, chapter 4.3 on Borsch-Supan (2005).
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4.1.2 “Civil servants’ pensions for all”

In the 1950s the structure of the labour force was changing with
industrialization and the number of rural population started to decrease.
Women continued to participate in the labour market after the war, so the
social security in old-age based on home care diminished. Assistance
pensions for war widows, orphans and invalids provided a new model for
pension provision.

There was a general agreement on the need to reform the National
Pension Act, but all the more disputes about the direction of the change,
even within parties. The flat-rate scheme financed by tax revenues came
into force in 1956. This solution was supported by the representatives of
the rural population. The level of the national pensions increased even 2.5
times. The abolishment of the pension accounts was felt as an income
transfer to farmers. This caused resentment especially in the employees’
organizations.

The earnings-related pension committee was established at the end of
1956. When shaping the earnings-related pension scheme the motto was
“civil servant’s pensions for all”. The committee suggested creation of two
pension acts, which would cover most of the private-sector employees. The
general private-sector pensions act Employees’ Pensions Act, (TEL) and the
Temporary Employees Pensions Act (LEL) were enacted in 1961 and 1962.
Financing of the pensions was and is still based partially on the
pay-as-you-go principle and partially on pre-funding.

The employers got the right to borrow the accumulated pension funds
through so-called premium loans. The employers’ support for the act was
also sought through suggesting that earnings-related pensions be handled by
private insurance providers. The committee saw a decentralised scheme also
as cheaper than a centralised scheme.

The employees found the guarantee of receiving the accrued pensions
from different employment contracts very important. Due to this vesting
principle the competing pension providers needed a liaison body,
maintaining a common register of the pension entitlements. The Finnish



Centre for Pensions was founded. The Finnish Centre for Pensions was also
to handle pension components financed jointly on thepay-as-you-go principle.

4.1.3 Period of broadening pension benefits

The 30-year period after the enactment of TEL in 1961 was a period of
extension of the range and level of the pension benefits. As the number of
pensioners was still low, the financing base was favourable for benefit
enhancing reforms. The period was also dominated until the mid-1970s by
the dispute over the direction in which to develop the pension system.
Rivalry alternatives were the earnings-related pension scheme and the
national pension scheme.

Originally the earnings-related pensions covered only old-age and
disability. The TEL target level was 40 per cent of the final wage. An old
age pension accrued from employment contracts of at least six months from
the age of 23, and a full old-age pension based on final wage accumulated
in 40 years. The old-age pension could start at the age of 65. In contrast,
in the LEL industries, where the work typically consisted of short-term
employment contracts, average earnings were the basis of the pension. In
the beginning earnings-related pensions were very small. They mainly
supplemented the national pension.

In case of incapacity for work the person’s pension was calculated as if
he or she had continued to working until the age of 65. The time from the
beginning of the disability to the age of 65 is called the projected
pensionable service. Survivors’ pensions extended the scope of the scheme
in 1967.

The Employees’ Pension Act affected the modernisation of the civil
servants’ pensions. Local government pensions were harmonised through a
separate act (Local Government Employees’ Pension Act KVTEL). The
State Employees’ Pensions Act (VEL) was enacted in 1966.

In 1970 also entrepreneurs and farmers obtained statutory pension
provision through the Self-Employed Persons’ Pensions Act (YEL) and the
Farmers’ Pensions Act (MYEL). The following year the pension benefits
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were extended by the unemployment pension.

Earnings-related pension provision was improved especially through an
overall increase in 1975, when the accrual rate was increased from 1 per
cent to 1.5 per cent and the target level of the pension rose from 40 to 60
per cent. In this connection the roles of the national pension and the
earnings-related pension were redefined. The primary role of the earnings
related pension was emphasised. Instead of the earlier full wage indexation
a half-way index (50 % weight on wages and 50 % weight on consumer
prices) was applied to pension calculation and revaluation of pensions from
1977.

The individual early retirement pension was introduced in 1986. The
individual retirement pension was a disability pension, with milder
incapacity requirements than the normal disability pension. Also certain
independent professionals and remaining non-covered temporary workers
obtained their own pensions act, Pensions Act for Performing Artists and
Certain Groups of Employees (TaEL) in 1986. The part time pension was
introduced in 1987. It subsidises aged workers who want to shift to the
part time work. The age limit has varied between 56 and 58.

4.1.4 Cost-cutting reforms in the 1990s

The statutory pension scheme, as well as the whole society, faced a real
challenge during the recession in the early 1990s. The unemployment rate
reached almost 17 per cent in 1994 and GDP fell from 1990 to 1993
almost 11 per cent.

In order to lessen the cost burden of the employers the employees were
made directly responsible for part of the earnings-related pension costs from
the beginning of 1993. The pension contribution was divided into the
employers’ and the employees’ shares. Further changes of the contribution
rate were equally divided by the employers and the employees. This
principle still applies. The 66 per cent target level in the public sector
pension replacement rates was abandoned. Accrual rates were lowered and
age limits were raised to match the private sector basis.



In 1996 an extensive pension reform took effect. Previously the
pensionable wage was calculated by taking into account the two
middle-most years from the four last years in each employment contract.
The calculation base gradually changed to the ten last years of each
employment contract. Pensions paid to persons aged over 65 were revalued
by a new index, in which consumer prices have a weighting of 80 per cent
and wages a weighting of 20 per cent. The accrual rate for projected
pensionable service was weakened from 1.5 after the age of 50 being 1.2
between 50 and 60 and 0.8 between the ages 60 and 65. The basic amount
of the national pension, which was paid to all pensioners, was abolished.

4.2 The 2005 reform

4.2.1 The national pension scheme

The 2005 reform kept the national pension scheme by and large
untouched. It guarantees a minimum pension if the person’s earnings-related
pension is small. The benefits include old-age, disability and unemployment
pensions as well as the survivors’ pension. The national pension scheme
contains also special supplements including housing allowance for
pensioners. Unemployment pensions will be abolished from the national
pension scheme due to the 2005 reform.

The national pension is usually awarded at the same time as the earnings
related pension. Each Euro paid by the earnings-related pension scheme
reduces the national pension by 50 cents until the national pension is zero
(Figure 3-3-14). Approximately half of all retirees receive income from this
scheme, but only 7 per cent have a national pension as their only pension
income.

All benefits and earnings limits in the national pension scheme are linked
to the consumer price index. From time to time an overall increase to the
national pension is made by decision of the Parliament, so that the level of
national pensions would not lag too much behind the general living
standard. The latest overall increase was carried out in 2006 and the next
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will take effect at the beginning of 2008.

[Figure 3-3-14] Total pension in 2007 according to earnings level,

euros/month.
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4.2.2 The earnings-related pension scheme
Focus of the 2005 reform is the earnings-related pension scheme. It pursues
three major aims:
(1) to make the earnings-related scheme more sustainable by
(a) linking old-age and survivors’ benefits to life-expectancy
(b) increasing the extent of prefunding
(2) to decrease labour market distortions by
(a) restricting access to early retirement

(b) introducing a window of flexible retirement age
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(c) sharply increasing the accrual rate within the window of retirement
(d) abolishing the cap on the replacement rate

(e) abolishing the link between benefit calculation and employment
relationships

(3) to make the system more equitable by
(a) basing benefits on life-time earnings and harmonizing benefit rules

(b) equalizing the minimum age for benefit computation and contribution
requirement

(c) changing indexation rules
(d) redefining and extending accrual for non-working periods
(¢) redefining pensionable pay for the projected pensionable service

One principle of the reform was that each earned euro should contribute to
the pension. Below each element of the reform will be discussed.

1. Increasing the sustainability of the earnings-related pension scheme

(a) Linking benefits to life-expectancy. From 2010 onwards old-age and
survivors’ benefits will be indexed by life expectancy. The aim of
the life-expectancy factor is to adjust benefit levels so that the
present value of the benefits does not change when life expectancy
changes. Beginning with the cohort of 1948, the starting level of the
old-age pension of each cohort is multiplied by this factor. Each
year the factor is the annuity value of the unit pension for a person
aged 62 years relative to the annuity value of the unit pension for a
person who is aged 62 in 2009.

Estimates of the life-expectancy factor based on two different
population projections are presented in (Figure 3-3-2). The effect of
the factor has increased in between the population projections. For
the younger cohorts the factor will create a substantial “pension

9

gap”. Whether this gap will be filled by working longer, saving
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privately or a smaller pension is simply accepted is up to the
individual.

(b) Increasing the extent of pre-funding. The Finnish earnings-related
pension scheme is a partly pay-as-you-go and partly funded system
which has about 120 billion euros worth of assets, invested both
domestically and internationally (see Chapter 4.4).

The funds are not individualized at the employee level, in the sense
that an employee would be able to differentiate the funded part from
the pay-as-you-go part nor to make an individual investment decision.
The funded part affects the contribution rate, not benefits.

The 2005 reform included a decision to increase funding by 7.5 per
cent of private sector wages during the next 8§ years. This is
additional funding on top of normal funding required by the
scheme’s rules. The build-up of the 7.5 per cent fund is financed by
an increase in the contribution rate of about 0.9 per centage points
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[Figure 3-3-15] The life-expectancy coefficient according to a pre-reform
(Eurostat 2001) and the latest projection (Statistics Finland 2007). The

coefficient is determined for each birth-cohort.
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2. Decreasing labour market distortions

The effective retirement age among Finnish workers is low compared
with other OECD countries (Annex 4). The 2005 reform takes a number of
measures to increase the labour force participation among elder workers.

The aim is to increase the effective retirement age by three years until
the year 2050.

(a) Restricting access to early retirement. The pre-reform pension scheme
had a multitude of pathways into retirement, including
unemployment pension, variants of disability pensions and the
part-time pension.

The unemployment pension will be abolished for persons born 1950
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or later. However, these individuals can still receive earnings-related
unemployment benefits from the age of 57 until they are eligible for
old-age pension. This is two years later than the corresponding
unemployment tunnel for older generations.

The individual early retirement pensions among the disability
pensions will be abolished for individuals born after 1943. However,
social factors in addition to medical factors will be taken in the
account when granting disability pensions to individuals older than
60 years.

The part-time pension is made less attractive by reducing the accrual
rate and increasing the eligibility age by two years. Workers can
take up part-time pensions now two years later at age 58. Part time
earnings contribute to the old-age pension at the same rates as
full-time earnings. In addition, the difference between full-time and
part-time wage also enjoys pension accrual. The difference enjoyed
an accrual rate of 1.5 per cent, in the reform this was reduced to
0.75 per cent.

(b) Introducing a window of flexible retirement. The old system had an
old-age retirement age of 65 and the possibility to retire earlier
between ages 60 and 64 at the cost of actuarial adjustment to the
pension. The adjustment was 0.4 per cent per month (4.8 per cent
p.a.). The reform changes this to a window of retirement between
ages 63 and 68 plus an early retirement option at age 62. The
adjustment is 0.6 per cent per month (7.2 per cent p.a.). Retirement
incentives during the window period are mainly governed by a high
accrual rate (see ¢ below).

(c) Increasing accrual rates at older ages. Benefits are calculated by
multiplying indexed pensionable earnings with the accrual rate. In
the pre-reform system the accrual rate was 1.5 per cent for earnings
between ages 23 and 59 and 2.5 per cent for earnings between ages
60 and 64. New accrual rates are 1.5 per cent between ages 18 and
52, 1.9 per cent between ages 53 and 62 and 4.5 per cent between
ages 63 and 67. Age-dependent accrual rates value earnings in later
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life more than earlier earnings. Therefore they create an incentive to
work later.

Abolishing the cap on the replacement rate. The pre-reform scheme
provided a cap on replacement rate through so-called pension
integration. The private-sector earnings-related pension could not
exceed 60 per cent of the highest pensionable wage during the
career. In the public sector the limit was 66 per cent. This
mechanism created a disincentive to work once the cap was reached.
The new system abolishes the cap and there is no maximum on the
replacement rate anymore.

(¢) Abolishing the link between benefit calculation and employment

contracts. In the pre-reform scheme the pensionable wage was
calculated as an average from the ten last years of each
employment contract. In practice this was a complicated rule with
special clauses. However, if salaries increased with seniority, it
created a disincentive to change job.

3. Increasing equity

There are many elements in the 2005 reform designed to make the
earnings related pension scheme more equitable and more actuarial. In
addition the reform added some “carrots” to reduce the impact of many
“sticks”.

(a) Basing benefits on life-time earnings and harmonizing benefit rules.

As described above, the pre-reform scheme had elements of a final
salary system. This procedure ignores earning differences among
workers earlier in the career. It tends to benefit individuals with
increasing salaries and stable employment contracts. However, in
some sectors (self-employed, farmers and LEL workers) life-time
average earnings have always been the basis of benefit calculation.
One undesirable property of the old benefit rule was that even
exactly identical earnings careers produced different pensions, if the
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(c)

number (or timing) of employment contracts varied between
individuals.

After the reform the scheme bases the pensionable wage on all
earnings and does not distinguish among jobs in different sectors of
the economy. The number or timing of the employment contracts
does not affect the benefit level.

Minimum age for benefit computation and contribution requirement.
In the pre-reform system employers and employees had to pay
contributions into the scheme from age 14 on. The benefit accrual,
however, started at age 23. Individuals who started their careers
early were penalized relative to individuals starting their career at
age 23. In the reformed scheme contributions are due for workers
aged 18 and over and benefit accrual starts at the same age.

Changing indexation rules. The reform introduced a subtle change in
the indexation formula applied to the pensions in payment. In the
pre-reform scheme benefits of retirees aged less than 65 were
indexed according to the half-way index (50 % wages 50 % prices).
After age 65 the index was changed to a 20-80 mixture. This
created dissatisfaction among pensioners older than 65. The new
scheme applies the 20-80 mix between wage and price increases to
all retirees. However, in order to prevent large relative benefit
decreases a lump-sum increase to young and middle aged pensioners
was introduced. For individuals under 27 years of age the lump-sum
increase is 21 per cent of their earnings-related (disability) pension.
This increase is granted when the pension has been five years in
payment. For persons older than 27 years the increase is reduced by
0.7 percentage points until it has disappeared.

The working-age index (or wage coefficient) which is used to
convert nominal money to real valued money to form the basis for
the benefit calculation was also changed. Before the reform the 50

50 index was applied. In the new system this was changed to an
index with 80 per cent weight to wage changes and 20 per cent



weight to price changes. It was estimated that this index together
with basing benefits on life-time earnings would be cost neutral.

Redefining and extending accrual for non-working periods. The
reform unifies and extends accrual calculation during non-working
periods. Earnings-related unemployment periods had been covered
also in the pre-reform scheme. Also non-working periods lasting less
than one year, given that they were inside an ongoing employment
relationship accrued a pension. Under the new system a pension
accrues during earnings-related unemployment, parental leave,
sickness leave and studies which terminate with qualification. There
are also some less significant non-working periods accruing a
pension.

Redefining pensionable pay for the projected pensionable service.
Before the reform an individual either had or had not a right to the
projected pensionable service in the case of disability. Without the
projected pensionable service the disability pension equals the
accrued pension. The accrued pension is always low if the
individual is young. The projected pensionable service was granted
if the end of the last employment relationship was not too distant
from the occurrence of the disability. This meant that one single
day could be decisive when calculating the amount of the pension.
In the reformed scheme the wage used for the projected pensionable
service is the average wage from the five years preceding the
disability. One day can not be decisive anymore when granting the
disability pension.

The most important changes of the 2005 reform from the point of
view of long-term expenditures are collected in (Table 3-3-6) sign (
+/—) shows a direction of the impact.



3-3. Finnish and Norwegian Pension Reform - Implications for Preparing Aged Society — 227

(Table 3-3-6) The most important changes affecting pension expenditures
in the 2005 reform.

Before the reform After the reform Cost
Pensionable The last 10 years s .
. from each Life-time earnings -
earnings
. employment contract
“?de’“ng Wage 50 / Price 50 Wage 80 / Price 20 +
entitlements
23-59 1.5 % 18-52 1.5 % +
Accrual rates 0 53-62 1.9 %
6064 1 23% 637 45 %
Genera 65 63-68 ?
retirement age
One year rule and
Accrual for non earnings-related Almost all N
working periods unemployment earnings-related benefits
i benefit
Life expeptancy No YVes )
coefficient
Individual early
retirement and
Resricting unemployment pension
early retirement abolished. ’
Y Start of the part-time
pension from 56 years
to 58 vears

Transition rules

The main rule is that the changes take effect from the beginning of the
2005. The pensions earned prior to 1.1.2005 are calculated as if the
employment relationship ends 1.1.2005. This pension accrual is vested. After
1.1.2005 pensions accrue according to the reformed legislation.

There are several qualifications to this general rule. Private sector
employees who retire from the job they are holding on 1.1.2005 by 2012
are guaranteed a pension calculated according to the old legislation.

However, if the new legislation results in a higher pension, it will be
paid. Public sector employees must work until retirement in jobs they are



holding 1.1.2005 if they want to enjoy special accruals based on old more
generous benefit rules which were in force until early 1990s (see Chapter
1.3).

Restrictions of early retirement affect only younger cohorts. The right to
the part-time pension at the age of 56 is kept for cohorts born in 1946 or
earlier. Younger cohorts have the right to the part-time pension after the
age of 58. The individual early retirement pension is abolished for cohorts
born in 1944 or later. The removal of the unemployment pension will
affect cohorts born after 1949. The life-expectancy coefficient affects cohorts
born in 1948 or later.

Unification and renaming of pension acts

As a consequence of the 2005 reform the private-sector employee pension
acts TEL, LEL and TaEL were unified into the Employees Pension Act
(TyEL). Also the local government and the state employees’ pension acts
were rewritten and renamed (KVTEL -> KuEL, VEL -> VaEL).

4.3 Effect of the 2005 reform on long-term prospects

The Finnish Centre for Pensions calculated long-term contribution and
expenditure effects of the 2005 reform in 2002. These projections are
described below. The projections include only private sector employee
schemes (TEL, LEL and TaEL), though the effects would be roughly
similar if all the earnings-related pensions were included into the projection.
Main assumptions of the projections are shown in (Table 3-3-7).
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(Table 3-3-7) Main assumptions of the long term projection 2002.

In 2050
In 2002 Old New
legislation legislation
Life expectancy, men 74.9 80 years
women 81.5 85 years
Old-age dependency ratio 22 % 44 %
Employment rate 67.7 % 70.4 % 72.0 %
Effective retirement age 59 years 60.4 years 62.0 years
2005 - 2050
Growth in earnings level (p.a.) 1.75 %
Investment yield (p.a.) 35 %

It was estimated that the 2005 reform would postpone the -effective
retirement age by 1.6 years in the long run. Furthermore due to earlier
reforms there was an assumption of an increase in the effective retirement
age of 1.4 years. Therefore the total postponement would be three years. In
2002 it was anticipated that the effective retirement age would increase by
0.6 years by 2008. This change was in fact achieved by 2006.

The old legislation implied ever increasing expenditure and contribution
rates. These were consequences from ever increasing life expectancies. The
reform stabilised the expenditure level after the 2030s to 31 per cent of the
wage sum (Figure 3-3-17). As far as the long term expenditures are
considered, the most important reform element was the life-expectancy
factor. In fact, according to the latest population forecast it is even more
important than estimated before the reform (Figure 3-3-16).

The contribution effects of the reform follow mostly from the expenditure
effects. However, the effect of the extra funding is also visible in (Figure
3-3-4). Taken together, according to the long term projections the reform
would cut expenditure and contribution rates approximately by 4 percentage
points in the long run.



230

PERCENTAGE

PERCENTAGE

THARIE L3 8RN = ASREH PELel

[Figure 3-3-16 ] The projected expenditure rate for private-sector
employees’ pension schemes (TEL, LEL, TaEL), 2002 - 2005.
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[Figure 3-3-17] The projected contribution rate for private-sector
employees’ pension schemes (TEL, LEL, TaEL), 2002 - 2005.
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4.4 Pension financing

After the 2005 reform benefit rules in the earnings-related pension
scheme are mainly the same for all insured regardless of pension act.
However, financing arrangement vary between the acts.

The employers, the employees and the state contribute to the financing of
the pensions. The role of these contributors varies between the schemes.
Pensions are mainly financed through the pay-as-you-go (PAYG) principle,
but some schemes also include significant pre-funding (Table 3-2-8). The
employees have paid part of the pension contribution since 1993 (Chapter
1.4).

(Table 3-3-8) Insured, contributors and assets in pension schemes.

. Assets
Act Insured Contributors (31.12.06)
Private sector
TyEL employees Employers, employees 78.9 bn €
MEL Seamen Employers, employees 07 b €
and the state

YEL, Self-employed and the N
MYEL Self-employed state =~ (
VaEL, . Employers, employees

KuEL Civil Servants and the state 348 bn €
Nathnal Residents Employers and the state =0
Pension

4.4.1 Private sector

Since their introduction private-sector employee pensions are being
financed through partial funding. Part of the pensions is funded in advance
and part is financed from current pension contributions. The implementation
of private-sector employee pension provision has been decentralised to
pension insurance companies (7 companies), company pension funds (30
funds) and industry-wide pension funds (8 funds).

The employer chooses the pension provider. However, the pension



benefits do not depend on the pension provider. The pension providers may
give bonuses or rebates on the pension contributions to the employers as
permitted by its solvency. The level of the bonuses has varied considerably
both between pension providers and over time. Bonuses vary also between
insurance contracts within the pension company.

The pension insurance companies’ pension contribution includes pooled
(or PAYG), old-age and disability components. The assets for future
pensions are accumulated through the latter two components. Average
contributions for the year 2007 are shown in (Table 3-3-9).

The pensions of self-employed persons are financed purely on the PAYG
principle. The self-employed persons’ contributions are used to cover the
pension expenditure for the year in the question and the state finances the
remaining portion.

(Table 3-3-9) Average components of the TyEL contribution in 2007.

Component Per centage
Pooled (PAYG) 16.1
Old-age 3
Disability 2
Other expenses 0.9
Bonuses -0.4
Temporary rebate -0.5
Total contribution 21.1

Asset allocation and realised returns

Premium lending directed at the employers and investment loans were the
most important investments up to the beginning of the 1990s. The
deregulation of the financial market from the 1980s and the recession in the
1990s significantly reduced the demand for premium lending. During the
recession in the early 1990s the Finnish state rapidly acquired debts, and by
1997 Finnish government bonds had become the most important asset class
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for the private-sector earnings-related pension scheme. Investment regulations
were reformed in 1997. The aim was in general to diversify more
investments and in particular direct more assets to stocks. The proportion of
share investment grew between 1997 and 2006 from 11 to 40 per cent
(Figure 3-3-18).

[Figure 3-3-18] Investment portfolio of the private sector pension providers
in 1997 -2006. Source: the Finnish Pension Alliance TELA
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The market value of the invested capital has more than doubled between
1997 and 2006. The growth is due to the investment returns on and the
fact that the funded contribution components have so far exceeded the
funded components of pensions paid. At the end of 1997 the proportion of
investment in shares in the private sector was 11.0 per cent and at the end
of 2006 as high as 39.3 per cent of all investments.

The period 1997-2006 is divided into three sub-periods according to the
development in the stock market. The years of 1997-1999 and 2003-2006
were years of strong increase in share prices and the years 2000 -2002
were years of strong decrease in share prices. The realised average return
over the whole period was 7.3 per cent (money-weighted average, MWR).
The average real rate of return was 5.8 per cent a year. Yearly returns are
presented in Annex 7.

The realised real rate of return of almost 6 per cent clearly exceeds
typical values used in the long term projections. Even though the return has
been achieved through fairly low-risk investments, there is reason to use a
lower return assumption in the projections. The high realised returns are
partly a consequence of the exceptionally good returns on Finnish shares
during this particular period. Also decreasing interest rates have contributed
to realised returns. The prevalence of either phenomenon cannot be relied
on for the future.

Investment and financing reform in 2007

The investment operations and financing technique of the private-sector
earnings-related pension scheme were reformed significantly through
legislative changes at the beginning of 2007. The main aim of the reform
is to increase the risk-bearing ability of the pension providers so that they
can increase the proportion of investments in shares in their investment
allocation. This raises the expected return and risk level of pension assets.
When realised, the improved investment returns reduce the need to increase
the pension contribution in coming decades.

Financing rules in force prior to 2007 implied that the ratio of pension
assets to wage sum would increase continuously. At the beginning of 2007
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regulations were changed so that asset accumulation will slow down in the
long term. As a consequence the contribution level will be more stable over
time.

4.4.2 Public-sector earnings-related pension financing

Public-sector pension financing was based on the PAYG principle until
the late 1980s. At that time the Local Government Pension Institution
started pre funding aiming to prevent contribution rates increasing to
unsustainable levels. The target is to stabilise the contribution rate slightly
under 30 per cent of wages.

The premium income under the local governments’ pension scheme
(KuEL) consists of the salary-based employer and employee contributions.
In addition, there are pension contributions based on pension expenditures
and early retirement pensions. These contribution components help to
maintain the salary-based contribution level close to the private sector level.
Otherwise local governments would be biased to privatise their services
production because of the pension contribution.

All the pension contributions from the state pension scheme (VaEL) are
collected to the State Pension Fund. However, this fund does not pay the
pensions. The state pensions are paid by the State Treasury from the state
budget and the State Pension Fund may contribute and usually does
contribute to the budget. The aim of the State Pension Fund is to
accumulate funds until the assets correspond to one-quarter of the state
pension liabilities. In 2007 almost half of the target was achieved.

At the end of 2006 the Local Government Pensions Institution held 22.0
billion euros worth of assets and the State Pension Fund 10.3 billion.
(Figure 3-3-19) shows the development of earnings-related pension assets of
the whole public sector from the end of 2000 to the end of 2006.
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[Figure 3-3-19] The investment portfolio of the public-sector pension
providers, 2000 - 2006.
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Source: the Finnish Pension Alliance TELA

Of the public-sector earnings-related pension assets approximately 52 per
cent are invested in shares. The proportion of foreign investments in all
investments was about 80 per cent. The proportions of investments in
shares and foreign investments were clearly higher than in the private
sector.

The higher proportion of investments in shares is explained by the
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difference in funding mode. In the public sector only the amount of the
employee’s accrued pension rights has been determined, but not the share
funded from it or thus the pension liability to be covered. The investment
operations are based on the target allocation of investment objects as
decided by the administrative bodies, from which deviations can be made
within certain limits, for instance, on the basis of development in the view
on interest rates or share prices.

The Local Government Pensions Institution has also set a long-term target
for the real rate of return, which is four per cent a year as of the start of
funding. The average annual real rate of return of the investments of the
Local Government Pensions Institution has been 4.9 per cent from the
beginning of 1988 to the end of 2005. The State Pension Fund sets its
targets annually.

The public-sector investment returns have varied more than the
private-sector returns (Annex 7). In years of falling share prices returns
have been lower and in years of rising share prices higher than in the
private sector. The larger variation is due to the larger proportion of
investments in shares in the public-sector assets.

4.5 Future prospects

The projections below have been prepared at the Finnish Centre for
Pensions in autumn 2007 (Bistrom et. al. 2007). The expenditure projections
are based on the legislation which took effect in 2005. The calculations
concerning the financing of private sector pensions follow the rules which
take effect from the beginning of 2007.

4.5.1 Assumptions

The most significant assumptions of the long-term calculations presented
in the following are:



Population forecast by Statistics Finland 2007

The effective retirement age increases by 1.6 years by 2025 and
by 2.4 years by 2050 (2006: 59.5 years)

The employment rate increases to 71 per cent by 2025 and to 72
per cent by 2050 (2006: 69 per cent)

The real annual growth rate in earnings is 1.75%

The real return on pension assets is 4.0%

(Figure 3-3-20) showed the development of the life expectancy coefficient.
Other aspects of the Statistics Finland population forecast were presented
above (Chapter 2.1). Rapid population ageing during the next 20 years is
characteristic to Finland. In the longer run, however the pace of the
population ageing is likely to slow down.

The long-term retirement age, employment rate assumptions are similar to
those used in 2002 projection. Furthermore the assumed growth rate of the
earnings level is unaltered. The 1.75 per cent growth rate is close to
Finnish historical experience. Investment yields are assumed to be 0.5 per
cent higher in this latest projection compared to the earlier projections.
Historical experience of close to six per cent yield as well as the financing
reform of 2007 motivated a higher rate. This last assumption is significant
when evaluating the development of pension contributions and funds.

4.6 Expenditures, contributions and assets

The pension expenditure under the pension acts for private-sector
employees (TEL, LEL and TaEL/TyEL) in proportion to the wage bill has
been increasing since the acts entered into force in the early 1960s (Figure
3-3-20). The overall increase of 1975 can be seen in the figure (Chapter
1.3). The recession in the 1990s and the recovery from this recession are
the main deviations from the trend. In 2005 the expenditures amounted to
18.1 per cent of the wage bill. The growth in expenditure continues up to
the 2030s, after which the expenditures settle at a good 30 per cent of the
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wage bill.

The partial funding is visible in (Figure 3-3-20). The contributions have
exceeded the expenditures, except for the worst years of the recession. The
difference between contributions and expenditures as well as the asset yields
has been used to accumulate pension assets. The expenditure level will
exceed the contribution level permanently from the initial years of the
2010s onwards. The difference between expenditures and contributions is
financed through yields on the assets.

[Figure 3-3-20] Pension expenditure and contribution as per centages of
the wage bill for TEL, LEL and TaEL/TyEL in 1963 -2075.
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The expenditure and contribution rates have been trending up because the
scheme is maturing and the population is ageing. The pension acts are still
in the maturation phase, since the oldest age groups have not had time to
accrue an earnings-related pension during their whole work history.

However, mostly the future increase in expenditures is a consequence of
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population ageing.

Although the expenditure level under TyEL will exceed the contribution
level in the near future, the value of the assets of the pension providers
handling TyEL insurance increases over the whole projection period. Even
the ratio of TyEL assets to the wage bill increases till the early 2030s. At
the end of 2005 the TyEL assets amounted to approximately 1.8 times the
corresponding wage bill. The pension assets will amount to almost 2.5
times the wage bill in 2030 and roughly this level is maintained later on.

Public-sector pension expenditure in proportion to earned income has been
about 10 per centage points higher than private-sector expenditure. This
difference will continue to grow in the next few years, but in the longer
term the differences in pension expenditure per centages between the sectors
will narrow (Figure 3-3-21).

The current difference in pension expenditure per centages is due to the
historically more generous pension benefits of the public sector and
privatisations. They have transferred jobs from the public to the private
sector. On the other hand, there are no significant differences in current
pension accruals between the sectors. In the projection the labour force
shares of the different sectors are assumed to remain at their current levels.

The total statutory pension expenditure can be divided into private-sector
earnings-related pensions, public-sector earnings-related pensions and national
pensions as well as the group other pensions, which includes pensions from
workers’ compensation and motor liability insurance, military accident
compensations and pensions for front-veterans (Figure 3-3-21).
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[Figure 3-3-21] Earnings-related pension expenditure, per centage of the
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wage bill by sector, 1985 -2075.
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[Figure 3-3-22] Statutory pension expenditure in per cent of GDP in
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1985 -2050.
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The recession in the 1990s dominates the historical GDP share of
pension expenditures. The GDP share of the statutory pension expenditures
is currently not significantly higher than 20 years ago. This is slightly
surprising because the old-age dependency ratio of the population has
increased continuously and the earnings-related pension scheme has been in
its maturation phase. The significance of national pensions has declined.
Also the GDP share of the labour income in general has declined after the
recession.

The projected growth in earnings-related pension expenditures is mainly a
consequence of population ageing. Decreasing trend after 2030 comes from
various sources. The life-expectancy coefficient limits expansion of
earnings-related pension expenditure