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Forum

Pension Systems in the EU - Some Policy Issues

Pension reform has been a staple ingredient in econom-
ic and social policy-making in most European countries
over the past three decades. Some countries, such as
Italy, enacted sweeping reforms as far back as the 1990s,
whereas others are still in the process of comprehensive
pension reform (France). Population ageing — leaving rel-
atively fewer people of working age to support pension-
ers and occurring with varying speed in different coun-
tries — has been the most important catalyst for reforms.
Pension reforms have often been politically controversial
and subject to intense political debate and public dissat-
isfaction.! Changes to pension rules often affect a large
part of the population and due to the demographic situa-
tion most often involve a reduction in entitlements; hence
large groups of the electorate can be mobilised. France is
the proverbial example of this, with massive strikes over
proposed pension reforms occurring once or twice a dec-
ade, most recently in 2019. Reforms in Italy following the
financial crisis also led to widespread social dissatisfac-
tion.

There are two main dimensions to pension policy: a public
finance dimension and a broader social policy dimension.
In the face of population ageing, the critical public finance
issue is that of sustainability. In Europe, most pension
systems have a (substantial) pay-as-you-go (PAYG) el-
ement — current pensions are in part financed by taxes
levied on current workers. Securing public finance sus-
tainability as the population ages comes down to a com-
bination of increasing the effective retirement age and
lowering the average pension amount paid out per person
(Valkonen and Barslund, 2019). The social policy dimen-
sion is primarily about redistribution within the pension
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system, ensuring an adequate pension is available to all
and setting the age at which one can draw a pension. The
contributions to this Forum illustrate these elements well.

Franco and Tommasino (2020) trace the history of lItal-
ian pension reforms, starting from the overhaul in 1992,
which addressed severe financial unsustainability and
a fragmented pension system, and through subsequent
adjustments. They then look at the outcomes in terms
of labour market participation of older workers, financial
sustainability, pension adequacy and supplementary
private pension savings. Their overall assessment of the
Italian pension system is (mildly) positive, though spend-
ing on pensions as a percentage of GDP will outpace that
of other eurozone countries. As they discuss, the system
is not without challenges, some of which are common to
other countries’ pension systems. In particular, they take
up the issue of pension coverage of non-standard work-
ers, a category of employees predicted to increase in the
future (OECD, 2019a).

The French pension reform proposal, currently going
through legislation and social partner deliberation, is cov-
ered in great detail in this issue by Boulhol (2020). As with
the ltalian case, financial sustainability and simplification
of a fragmented pension system are important objectives.
Employees in France are covered by a multitude of dif-
ferent pension schemes with varying rules on pension
entitlements. The latter limits both transparency and job
mobility that requires a change in the pension scheme.
It also creates inequalities concerning pension entitle-
ments for otherwise identical career trajectories and life
time earnings profiles. These issues are, to some extent,
addressed in the new proposal, and Boulhol discusses
some ideas for further desirable improvement.

Valkonen, in his succinct description of the Finnish pen-
sion system, attributes its relative success in terms of
fiscal sustainability and coverage to a “capacity to make
extensive reforms when required” (2020, 92). Besides, the
Finnish system has an automatic sustainability stabiliser
linking the pension age to life expectancy — a feature now
available in a number of EU countries including in the Ital-
ian system as well as the current reform proposal for the
French pension system. Valkonen then goes on to dis-
cuss the implications of potential challenges to the Finn-
ish pension system and pension systems in general. Like
Franco and Tommasino, he touches on life expectancies
among socio-economic groups and changes in the struc-
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ture of labour markets. In Finland, a recent reduction in
fertility challenges the long-term financial sustainability of
the pension system and Valkonen outlines potential op-
tions for adjustments.

Werding (2020), writing about ageing and the pension
system in Germany, assesses that the current system is
financially viable until around 2025, after which the effec-
tive retirement age will have to increase or pension enti-
tlements must be reduced. A government commission is
currently mulling over further reforms. One issue is that
private — so-called third pillar — pension savings are not
delivering the desired results. This is mainly due to low
uptake and regulation that limits investment in equity.
Werding argues that an expansion of occupational — sec-
ond pillar — plans may be a promising path forward.

Financial sustainability of public pensions in a Euro-
pean perspective

All four contributions illustrate that when it comes to en-
suring the financial sustainability of pension systems, EU
countries have come a long way over the past two dec-
ades. Ageing populations will lead to only a moderate
overall increase in pension expenditures as a percentage
of GDP towards 2040, as seen by comparing the lines
from the 2015 and 2018 Ageing Reports (Figure 1). Con-
trast this with the first European Commission report in
2001.

The main drivers of this development have been cross-
country decreases in the average pension paid out rela-
tive to average country wages (the pension benefit ratio)
and a substantial (expected) increase in the future effec-
tive retirement age. The increase in effective retirement is
a function of a reduction in early retirement options and
other pathways to early retirement, as well as an increase
in the statutory pension age in most countries (Nordheim,
2016).

This article discusses in brief two themes — touched upon
in one or more of the articles in this Forum — of impor-
tance to current and future pension policy, namely differ-
ences in life expectancies and the issue of means testing
of pension benefits and associated high implicit marginal
tax rates.

The challenge of socio-economic differences in life
expectancy

It is well established that there are (substantial) differenc-
es in average life expectancy among groups with different
socio-economic status in most EU countries. While there
is no one set definition of socio-economic status, one

Figure 1

Projected changes in pension expenditures in EU
countries
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Note: AR 2018 refers the 2018 Ageing Report, AR 2015 to the equivalent
2015 report and so forth.

Source: Author’s own elaboration based on the following primary sourc-
es: European Commission (2001), Budgetary challenges posed by popula-
tion ageing: the impact on public spending on pensions, health, and long-
term care for the elderly and possible indicators of the long-term sustainabil-
ity of public finances, EPC/ECFIN/655/01-EN final; European Commission
(2009), 2009 Ageing Report: Economic and budgetary projections for
the EU-27 Member States (2008-2060), European Economy, 2; European
Commission (2015), The 2015 Ageing Report - Economic and budgetary
projections for the 28 EU Member States (2013-2060), European Econo-
my, 3; European Commission (2018), The 2018 Ageing Report: Economic
and Budgetary Projections for the EU Member States (2016-2070), /nsti-
tutional Paper, 079.

approximation is to consider groups of people based on
their educational attainment. Mosquera et al. (2019) did
a structured literature survey of studies analysing differ-
ences in life expectancy at age 50 for EU countries. They
found that differences in remaining life expectancy at age
50 between individuals with low (ISCED 0-2) and high
(ISCED 5-8) educational attainment range from 1.6 years
in Finland for women to 11.3 years in Estonia for men.
Though these differences in life expectancy and health do
not seem to be increasing, there is also no evidence that
demonstrates that attempts to reduce socio-economic
inequalities over the last two decades have been particu-
larly successful (Mackenbach et al., 2016; Barslund and
Ludolph, forthcoming).

To what extent a pension system can be judged fair given
structural differences in life expectancy across socio-
economic groups is not straightforward and will depend
on the exact design of the system and other social poli-
cies in place, and how these policies interact with the
pension system. However, as pointed out by Franco and
Tommasino (2020), if there is a tight link between labour
market performance and the accumulation of pension
rights (as, for example, in the Italian points-based sys-
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tem), converting these rights into pension annuities based
on a population-wide estimate of life expectancy will
short-change groups of individuals with lower than aver-
age life expectancy.?

Heterogeneity in mortality rates also has a bearing on
the calculation of pension adjustments in pension sys-
tems that allow for some flexibility in retirement relative
to a ‘target’ pension age, including where flexible retire-
ment is allowed only after the target age.® Postponing
retirement beyond the target age increases future pen-
sion payouts in an actuarially fair manner, on average.
Average life expectancy is the basis of this calculation.
If a group of people have a shorter life expectancy than
the population average, the pension adjustment for this
group of people will be less than their shorter life ex-
pectancy warranted on strictly actuarial terms. Similar
arguments can be put forward regarding a statutory
pension age differentiated by differences in group life
expectancy.

While it is clear that there are arguments in favour of tak-
ing group-specific mortality rates and life expectancies
into account in the pension system design, it is much
less clear whether such an approach is practically fea-
sible. There is also the question of why this approach
should be limited to the pension system, and not also,
say, to health care usage or unemployment benefits,
where there may also be population group differences in
average usage.

An important aspect often missing in the discussion of
group differences in mortality and health is that while
there can be substantial differences in group means, the
distributions of outcomes may have considerable over-
laps. To illustrate this, consider the distribution of the
number of chronic diseases for individuals aged 60-64 in
EU countries by educational attainment (Figure 2).* The
difference in means is visible; however, it is also shown
that a significant share of people with low educational at-
tainment have better health outcomes than many people
with high educational attainment.

The implication is that using educational attainment (or
other broad socio-economic measures) is likely to be a

2 For a specific discussion of the Italian system see also Holzmann et
al. (2020). For a numerical example of how large the difference can be
in monetary terms between equal or differentiated mortality rates, see
Knell (2019). See also the discussion in Valkonen (2020).

3 See Valkonen (2020) for Finland and Boulhol (2020) for France.

4 Data on the distribution of life expectancy outcomes would have been
preferred, but by its nature such data comes with a large temporal lag.
Subjective health correlates with objective health indicators, which
again at older ages correlates with mortality. See Miilunpalo et al.
(1997).
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Figure 2
Number of chronic diseases by educational
attainment in EU countries among 60-64 year olds
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Note: ‘High’ and ‘low’ refer to high educational attainment (ISCED 3+) and
low educational attainment (ISCED 0-2) respectively.

Source: SHARE data wave 6, pooled sample for the countries AT, DE, SE,
ES, IT, FR, DK, GR, BE, CZ, PL, PT, Sl and HR.

very imprecise instrument to target differences in life ex-
pectancy and will probably introduce other inequalities as
a result. Individual targeting and assessments of working
capacity are alternative instruments to address health
and associated mortality inequalities.

Means testing of pension benefits and high implicit
marginal tax rates

Means testing of pension benefits occurs when eligibil-
ity for a given pension benefit is subject to a test of other
income or asset resources (means) available to the indi-
vidual or the household. Means testing is often applied
when a minimum or basic pension benefit is in place to
avoid old-age poverty, but has also been suggested as a
means to reduce the costs of universal pension benefits
(Cumbo, 2017). As a social policy instrument, means test-
ing is cost effective in reaching targeted groups. However,
it can have adverse behavioural effects and in the con-
text of (private) pension savings can introduce very high
implicit marginal tax rates (Sefton et al., 2008) when the
means tested benefit is tapered off as own resources in-
crease. As an example, consider an individual close to re-
tirement age with a labour market career of low wage em-
ployment and with many interruptions. This person may
not, through the pension system in place, reach the mini-
mum basic pension as he retires. He will therefore qualify
for the means tested minimum pension once retiring. But,
this also implies that any additional pension savings done
before retirement (and which are included in the resourc-
es that the basic pension is means tested against) faces
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an additional implicit tax equal to the means tested basic
pension benefit foregone as a result of the extra pension
savings done prior to retirement.

In general, means testing can distort behaviour when it
comes to decisions on how much to save (accumulate
resources), and which assets to save in (which resourc-
es to accumulate) if not all assets are part of the means
testing. A further complication is that means testing rules
can be complex and not straightforward. This has the
advantage of limiting distortive behaviour (as individuals
cannot react to the adverse incentives), but may on the
other hand lead to poor savings management by disad-
vantaged groups.

Means testing is prevalent in most EU countries (OECD,
2019b). It primarily affects asset-poor people, but in
some instances can affect a larger share of the popu-
lation. Andersen (2015) reports that for some types of
means tested pension benefits in Sweden and Denmark,
marginal effective tax rates on pension savings can be
close to 100% at some pension wealth levels, once the
tapering off of pension benefits is included. Means test-
ing in those two countries also affects both low and mid-
dle income groups.

The trade-off with means testing is between targeting
(and hence lower public expenditures) and behavioural
distortions. The more precisely a benefit is targeted, the
steeper the tapering off of the benefit, raising the implicit
marginal tax rate on the accumulation of own resources.
Managing this trade-off can only be done on a case-by-
case basis. However, with many EU countries actively
encouraging the development of private pension savings
(either via occupational savings or private savings prod-
ucts), and with tight public finances, the importance of
paying attention to means testing and distortionary ef-
fects will increase.

Concluding remarks

Pension systems differ across the EU due to historical
legacies. Countries are also following different demo-
graphic trajectories and may, therefore, have different
options available in adjusting to population ageing. Fur-
thermore, pension systems interact with the tax code and
many other aspects of social policy, including those re-
lated to long-term care and health services. Hence, the
purpose of this Forum is to shed light on some key issues
and features of pension systems relevant to most, if not
all, EU countries by looking at the history of and policy
discussion around the pension systems in the four coun-
tries of Finland, France, Germany and Italy.
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