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Forord

Det svenska pensionssystemet omsluter ca 7 700 miljarder kronor
och beror alla som bor och arbetar i landet. Under 1990-talet
reformerades systemet i bred politisk enighet frdn grunden. Sedan
dess har det varit relativt stabilt. De senaste dren har det dock
kommit att diskuteras allt flitigare. Ett antal foérslag uwill
forindringar har presenterats och fler ir att vinta. Det finns dirfor
anledning att forvinta sig fortsatt intensiva diskussioner om
pensionerna de nirmaste iren.

I det sammanhanget ir det naturligt att Expertgruppen for
studier 1 offentlig ekonomi (ESO) intresserar sig fér omrddet.
Eftersom sambhillsdebatten manga ginger fokuserar pd det
dagsaktuella och hindelser under enskilda &r, kan det finnas
anledning att lyfta de lingsiktiga perspektiv som bor prigla en
diskussion om vdra pensioner. ESO gav dirfor en internationellt
erkind pensionsexpert, professor Nicholas Barr vid London School
of Economics, i uppdrag att utvirdera det svenska systemet och att
vid behov féresld forindringar.

Professor Barr konstaterar att det svenska pensionssystemet
overlag fungerar vildigt vil. Det betyder dock inte att det saknas
utrymme for forbittringar.

I rapporten pdtalas bla. risken foér att pensionerna med tiden
blir mindre och mindre nir medellivslingden ékar. For att dtgirda
detta forslds att pensionsildern succesivt ska hojas 1 take med
medellivslingdens utveckling.

Forfattaren  kritiserar  ocksd pensionssystemets nuvarande
indexering som innebir att dagens pensionirer paverkas fullt ut av
de &rliga forindringarna i l6nedkningstakten. Pensionerna i andra
linder ir ofta indexerade med prisférindringar eller en blandning
av pris- och loneférindringar.

Aven tjinstepensionernas utformning kritiseras. De miste vara
konstruerade si att de ir forenliga med de 6vergripande méilen for
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den allminna pensionen. De ska dirfér inte uppmuntra till kortare
yrkesliv, minska flexibiliteten i valet av pensionsilder eller begrinsa
rorlighet pd arbetsmarknaden. Det ir inte alltid fallet 1 dag. Detta ir
brister som foérfattaren framhéller att arbetsmarknadens parter
méste dtgirda.

Rapportens mest centrala rekommendation ir dock att samtliga
forindringsforslag ska hanteras s& att den breda politiska enighet
som hitintills har kinnetecknat systemet kan bevaras ocksd
framéver. Det svenska pensionssystemet ir inte 1 kris, och det bor
dirfor forbittras successivt och 1 fortsatt enighet, inte drastiskt pd
ett sitt som kan riskera systemets politiska uppslutning.

Professor Barr har under arbetets ging haft utforliga
diskussioner med personer som har mycket goda kunskaper om det
svenska pensionssystemet. Dessa méten har letts av docent Annika
Sundén, ledamot 1 ESO:s styrelse. Som alltid 1 ESO-sammanhang
ansvarar forfattaren sjilv for innehdll, slutsatser och férslag i
rapporten. Det ir min férhoppning att rapporten ska utgora ett bra
underlag fér den fortsatta diskussionen om det svenska
pensionssystemet.

Stockholm 1 oktober 2013

Hans Lindblad
Ordférande for ESO
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Sammanfattning

Pensionssystemen 1 minga linder stir infér radikala reformbehov.
Det svenska systemet reformerades i bred politisk enighet redan
under 1990-talet. Systemet har sedan dess varit relativt stabilt och
klarat det stresstest som en allvarlig finanskris innebir. Det betyder
dock inte att det saknas utrymme f6r férbittringar.

Vid internationella jimforelser har det svenska pensions-
systemet flera goda egenskaper. Det bygger pd en bred politisk
uppgorelse och har en inbyggd finansiell stabilitet. Systemet
omfattar alla som bor och arbetar i Sverige och pensionerna ir fér
nirvarande tillrickliga for de flesta. Pensionsdldern ir flexibel och
det gdr att vilja 1 vilken omfattning pensionen ska tas ut.

Men iven om systemet inte ir 1 kris s finns det anledning att
uppmirksamma ndgra forhillanden som med tiden riskerar att vixa
till problem.

Rapporten tar sin utgdngspunkt i tvd principiella frigor: kan vi
foérvinta oss att minniskor gor rationella val, och hur bér risker
(fér tex. svag ckonomisk utveckling) férdelas mellan olika
grupper?

Senare tids beteendeekonomiska forskning visar att minniskor
inte alltid fattar rationella beslut. Resultaten vicker frigor om val-
moijligheterna 1 pensionssystemet, bide di det giller premie-
pensionen och pensionsildern.

Innebir premiepensionssystemet for stora valmojligheter? I dag
gir det att vilja mellan ca 800 fonder. Forskningen férklarar varfor
minniskor under sidana omstindigheter ofta avstdr frin att vilja
over huvud taget. Detta visas ocksd tydligt av att ca 45 procent av
pensionsspararna och dver 95 procent av forstagingsviljarna inte
gor nigra aktiva val. Ett system med firre valmojligheter bor
overvigas eftersom det skulle gora valen enklare och minska
kostnaderna.
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Kommer de framtida pensionerna att vara stora nog?
Internationella erfarenheter visar att minniskor i allminhet gir i
pension s fort de fir mojlighet, dven om det inte ligger 1 deras
lingsiktiga ekonomiska intresse. I det svenska systemet ir det
mojligt att ta ut pension frin 61 &r. Men nir medellivslingden 6kar
s& innebidr det att pensionerna miste ricka lingre och lingre. Det
innebidr 1 sin tur att de blir ligre och ligre. Den l8sning som
foreslds 1 rapporten ir att pensionerna ska fortsitta att justeras i
forhdllande till den foérvintade livslingden och att pensionsildern
succesivt ska hojas 1 takt med att medellivslingden kar.

Det ir ocksd viktigt med flexibilitet vad giller méjligheterna att
fortsitta arbeta deltid vid pensioneringen. Minniskor skiljer sig &t i
onskemdl och férutsittningar. Det ir inte alla som vill inleda sin tid
som pensionir med pension pd heltid. Manga vill i stillet behilla
arbeten de upplever som meningsfulla, fortsitta tjina penar och lita
pensionsbehillningarna vixa.

En minst lika angeligen friga ir hur risker ska fordelas, bide
mellan pensionssparare och pensionirer, och mellan generation-
erna. Detta r en friga som fitt 6kad aktualitet pd senare tid nir det
blivit uppenbart att systemets balanseringsmekanism ir utformad
s& att storre vikt liggs vid finansiell stabilitet d4n vid pensionernas
niva.

Det svenska systemets grundliggande principer innebir att
anpassningarna vid finansiella obalanser sker bide automatiskt och
snabbt. Den automatiska stabiliseringen ir en av systemets styrkor.
Som den fungerar i dag blir dock anpassningarna onédigt skarpa.
Balanseringen kan ocksd fi den oavsedda effekten att dagens
forvirvsaktiva gynnas pd bekostnad av de som redan ir pensionirer.
Bida dessa problem har uppmirksammats tidigare, och &tgirds-
forslag tycks vara under évervigande.

En mer fundamental och lingsiktig friga ir om systemets
buffertkapital borde byggas upp, sd att en mindre skarp anpass-
ningsmekanism kan utformas fér att forbittra riskfordelningen
ocksd mellan generationerna.

Ytterligare en central aspekt pd riskspridningen handlar om
pensionernas indexering. Ett vildesignat pensionssystem bor ge
storre skydd till individer som har smd mojligheter att anpassa sig
till férindringar i sina inkomster Pensionirer bor siledes skyddas
mot stora svingningar i sina inkomster eftersom de har mindre
mojligheter in forvirvsaktiva att pdverka sin situation genom att
arbeta mer. I dagens system piverkas pensionirerna fullt ut av

10
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drliga forindringar i 16nedkningstakten. Pensionsutbetalningarna i
andra linder ir ofta indexerade med pristérindringar eller en
blandning av pris- och inkomstférindringar (som t.ex. i Finland).
Dirutdver kan man ocksd tinka sig olika former av garantier for
den nominella nivin pd pensionsutbetalningarna.

Riskspridningen 1 systemet kan ocksd diskuteras ur ett familje-
perspektiv. Andelen fattiga ir mycket hogre bland ensamstiende
pensionidrer in bland de som lever i1 parférhillanden. En mojlig
dtgird for att komma till ritta med det dr att forbittra grund-
skyddet, den s.k. garantipensionen, fér ensamstiende. En annan
moijlig dtgird ir att l3ta den efterlevande (oftast kvinnan) idrva en
andel av partnerns inkomstpension. Med undantag foér de
overldtelsemojligheter som finns 1 premiepensionen avviker
Sveriges strikt individbaserade pensionssystem tydligt frin det
internationella ménstret.

Rapporten fokuserar pd den allminna pensionen, men tjinste-
pensionerna méiste ocksd uppmirksammas. Tjinstepensionernas
utformning miste vara férenlig med de évergripande mélen f6r den
allminna pensionen. Det ir dirfér viktigt att de inte uppmuntrar
ull tdig pensionering eller begrinsar flexibiliteten 1 valet av
pensionsdlder och rorligheten pd arbetsmarknaden. I dag finns
sddana inslag 1 vissa tjinstepensionssystem. Det ir brister som det
ankommer pd arbetsmarknadens parter att dtgirda.

Vad ir di nista steg for det svenska pensionssystemet? Ling-
siktighet dr centralt for pensioner. Drastiska férindringar mdste
dirfor undvikas, 1 synnerhet fér de som redan ir eller snart ska bli
pensionirer. Min huvudsakliga rekommendation ir att férindringar
gors pa ett sitt som bevarar den breda politiska enighet som hittills
har kinnetecknat systemets framvixt och skotsel. Systemet ir inte 1
kris, och det bér dirfor forbittras successivt och i fortsatt enighet,
inte drastiskt pd ett sitt som kan riskera den politiska upp-
slutningen bakom systemet.

11






Executive summary

This report evaluates the design of the pension system in Sweden
in parallel with the reports listed in Box 1, the main focus being the
public pension system. After introductory discussion (section 1),
section 2 summarises the analytical approach. Subsequent sections
assess the system: objectives (section 3), adequacy (section 4), the
role of choice (section 5), labour markets (section 6), risk sharing
(section 7) and sustainability (section 8). Section 9 briefly
discusses disability pensions, and section 10 voluntary pensions.
Section 11 considers the way pensions policy is formulated and
offers some broad conclusions.

The primary objective of a pension system is to provide income
security in old age. That objective has at least four elements:
consumption smoothing, insurance, poverty relief and
redistribution. The reforms of the 1990s contributed to the
achievement of those objectives, commanded consensus and
survived the stress test of the economic crisis. Thus discussion of
improvements can be reflective rather than crisis management. In
the light of that broad conclusion, much of this report sets out
areas for discussion and possible directions of change rather than
specific recommendations.

Strengths and weaknesses

The strengths of the system can be summarised as follows.

— Consensual: the system involves most of the interested
parties and is run consensually.

— Unified: the national system is wunified; occupational
pensions allow variation with industry needs, though with
issues of how well they integrate with the national system.

- Adequacy: the system scores well for most people.

13
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Fiscal sustainability is built into the strategic design of the
system.

Coverage is high because (a) the guaranteed pension is based
on residence and (b) employment rates are high for both
men and women.

The system is well-designed in terms of the retirement
decision: benefits adjust actuarially for a delayed start to
pension; and the system provides flexible choice about
whether initially to draw the whole pension or only part of it.
Both aspects should be protected.

Though the system is not in crisis, a number of weaknesses will
over time compromise its ability to achieve its objectives.

14

Diminishing adequacy is a potential problem for two
reasons. First, the notional defined contribution (NDC)
design places all adjustment on the benefits side; thus fiscal
sustainability of the inkomstpension (section 8) has priority
over adequacy. Second, adjustment to rising life expectancy
is by reducing pension benefits at the age of retirement. If
people continue to retire at broadly the same age as at
present, benefits will over time become less adequate. If the
guaranteed pension is high enough the system will still
provide poverty relief, but over time will provide less and less
effective consumption smoothing.

The design of the brake mechanism means that adjustment
(a) may be too sharp and (b) has the unintended effect of
benefiting workers at the expense of retirees.

The indexation of benefits in payment faces retirees with
more risk than is optimal.

Insufficient account of family structure: as discussed in
section 4.1.2, the individual basis of pension design is a
partial cause of the fact that the incidence of poverty among
single pensioners is notably higher than among pensioner
couples.

Excessive choice: workers can choose from nearly 800
mutual funds as part of premium pensions. The analysis in
section 5 suggests that that amount of choice is inefficiently
large.

Occupational pensions can create impediments to labour
mobility and later and more flexible retirement.
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Strategic issues

MAINTAIN THE CONSENSUAL APPROACH. A central purpose of
pension systems is as a long-run institution to allow people to plan
over their life course. Long-run stability is therefore important:
policy should avoid shocks to the system, particularly for
pensioners and workers close to retirement. Thus the principal
recommendation is to preserve the consensual way that pensions
policy has been managed. Since the pension system is not in crisis,
it is better to reform somewhat more slowly on the basis of wide
and continuing consensus than reform sooner if that would risk
destabilising long-run political support for the system.

More specifically, the Pensions Group is an institution that
works and should be preserved. A number of questions arise:

- The Green Party was too small to be represented in
Parliament and was thus not included when the original
reforms were being discussed. Should the Green Party be
added to the Group?

— Should the Pensions Group be extended beyond the political
parties, e.g. to include representatives of workers and
employers?

— Should there be a periodic review of membership?

OBJECTIVES OF THE SYSTEM. Discussion of the objectives of the
system and the relative weights that should be accorded to each
(section 3) are part of the process of building and preserving
consensus. Discussion should include the founding principles
(section 3.2.1).

= Principle 1: The Life Income Principle: the central idea is
that every krona of contribution for every person should
count the same.

— Principle 2: Automatic adjustment to economic fluctuations.

— DPrinciple 3: Automatic adjustment to changes in life
expectancy.

— Principle 4: A guaranteed pension.

— DPrinciple 5: A part of the system that is fully funded and
provides individual choice.

These principles have fundamental implications which emerge
throughout the report.

15
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— DPrinciples 1 and 2 together embody a self-imposed constraint
that the costs of adjustment fall on current contributors and
pensioners. At least three aspects merit discussion.

Since benefits are strictly related to contributions,
the arrangement by implication gives fiscal
sustainability priority over adequacy.

There are other definitions of fairness. The two
principles imply that cohorts who live through good
times (l.e. with rapid earnings growth, and hence a
higher notional interest rate) will have higher pensions
relative to their previous earnings than those who live
through bad times. Thus each cohort is treated as a
separate entity, and each receives the pension to which
it is entitled on the basis of the rate of return to its
notional capital. This is one definition of fairness, but
not the only one.

Strict adherence to the two principles deliberately
leaves no room for government discretion. The
claimed benefit is potential protection against
government failure, but at a cost of forgoing the
potential benefits of wider risk sharing across cohorts
discussed in sections 7.4 and 7.5. Another way of
thinking about intergenerational adjustment is as
combining consumption smoothing with some
insurance against adverse economic outcomes. From
that perspective an element of intergenerational
adjustment can be thought of as an efficiency device.

— Principle 3 raises similar issues: a system that is regarded as
fair in a static context (e.g. with a constant age profile), will
face shocks. Demographic change affects output; the costs of
lower output have to fall somewhere. Thus intergenerational
fairness is part of the picture but so is risk sharing. A
separate issue (discussed below) is how the principle is
implemented: should adjustment be only by reducing
monthly benefits via the longevity coefficient, or should it
also include an increase in the earliest eligibility age?

- Pr1n01ple 4, again, could be 1mplemented in different ways:
via a pensions test, or as a citizen’s pension based only on age
and residence, discussed in section 4.1.

16
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— DPrinciple 5 raises the question (discussed below) of how
much reliance on rational behaviour makes sense in the
context of pensions.

The system was set up against the backdrop of acute economic
crisis, hence primarily to ensure sustainability. The resulting
choices in 1998' may have been right given the political economy
of the time, but may or may not be optimal in political-economy
terms today.

HOW MUCH RISK-SHARING? As discussed in section 7,
principles 1 and 2 have major implications for risk sharing.

- Optimal risk-sharing should take account of age. Many
pension systems, including the system in Sweden, offer
greater protection to people with smaller pensions; the
argument here is that, in addition, the extent of protection
against risk should rise with age. Adjustment should avoid
sudden large shocks, particularly for pensioners and workers
near retirement, since the welfare loss from a given
adjustment will be larger for an older person since an older
person has less time to adjust. Adjustment to pension
systems should take account of age-related differences in the
ability to accommodate shocks, with implications, for
example, for the way benefits in payment are indexed
(discussed below).

- Risk sharing across cohorts: as discussed above, principles 1
and 2 together imply that each cohort is self-financing. Thus
a cohort which goes through bad times will receive a smaller
pension than an otherwise-identical cohort who lives in
better times. That design forgoes options for
intergenerational risk sharing, discussed in sections 7.4 and
7.5, and raises the question of whether intergenerational risk
sharing via the guaranteed pension is sufficient, or whether
there should be at least some risk sharing as regards
consumption smoothing.

— The default fund invests heavily in equities for workers
under 55. Is age 55 too high for this purpose?

— Should the choice of unit-linked insurance be limited to
people with higher pension entitlements?

! The principles of the reforms, including some legislation, were agreed by Parliament in
1994; the main legislation was passed in 1998. This report uses the term ‘1998 reforms’ as a
convenient shorthand.

17
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- As discussed in section 10, the combined contribution to the

premium pension and most occupational pensions is 7 per
cent. Does the move towards defined-contributions for
younger workers in occupational pensions imply that the
system faces individuals with excessive risk?

HOW MUCH RELIANCE ON RATIONALITY? The model of choice
and competition underpinning principle 5 — a model that works
well in many areas — is the wrong model for pensions.

— The inkomstpension: the arguments in section 5.2.1 lend

18

support to two aspects of limited choice in the
inkomstpension: the system is mandatory; thus workers do
not have the choice to decide how much to save; and workers
have no choice of pension provider. These elements should
be protected from naive arguments that increased choice
necessarily increases welfare. On the other hand, the
inkomstpension relies on workers to respond rationally by
working longer as life expectancy increases. As discussed
below, uncritical reliance on rational behaviour can be
misplaced.

Premium pensions: choice is inefficiently large, as shown by
the high fraction of people in the default fund. Even for
someone with the necessary knowledge, the gain from
choosing more effectively in any particular month is small,
whereas the transactions costs in terms of time are
significant; thus even a knowledgeable person may not
review his or her choices sufficiently often. In addition,
pension products are complex, creating both information
problems and behavioural issues such as procrastination and
immobilisation, discussed in section 5.1. Section 5.2
considers ways of designing fully-funded defined-
contribution pensions in ways that avoid the problems of
excessive choice and the associated high costs of
administration.

Should the extent of choice increase with the size of the
person’s premium pension accumulation, i.e. should choice
outside the default fund be open only to individuals whose
accumulation exceeds a given size?
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Policy directions

ADJUSTING FOR CHANGES IN LIFE EXPECTANCY (section 7.3).
Adjusting pensions to rising life expectancy requires reducing
benefits at each age of withdrawal from the labour force. In
principle this can be done by focussing on:

— The level of the pension, by reducing monthly benefits at the
earliest eligibility age (i.e. the minimum age at which a
person can draw pension); or

— The age at which pension is first payable, by gradually
increasing the earliest eligibility age, with no compensating
increase (or a less-than-actuarial increase) in pension; or

— A combination.

Reducing the level of monthly benefits actuarially to reflect longer
life is the current system in Sweden. However, lessons from
behavioural economics call into question uncritical adherence to
the assumption of rationality. There 1is good evidence
internationally that many people retire as soon as they are allowed
to do so, whether or not that is in their own long-run best interests
or those of their dependants. In Sweden, though most people retire
at 65, an increasing share are drawing benefits at the earliest age of
61.

These arguments suggest that it would be desirable to increase

the earliest eligibility age gradually.

— Suppose that policy makers regard it as appropriate that
people on average should have a period of retirement that is
roughly half of their working life. This could be achieved by
raising the earliest eligibility age by two-thirds of any
increase in life expectancy. Thus the earliest eligibility age is
adjusted to relate the number of expected years receiving
benefit to the number of accrual years.

— When considering this approach, it would be desirable to
consider simultaneously the earliest eligibility ages for
inkomstpension and premium pension (currently 61) and
that for the start of guaranteed pension and the end of
unemployment benefit and disability pension (currently 65),
and also to discuss harmonising retirement ages in
occupational pensions with those in the national system.
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Thus the system should adjust to rising life expectancy in two
ways:
- Applying the longevity coefficient at the age at which a
person first takes pension assists sustainability.
- Increasing the earliest eligibility age broadly in line with life
expectancy assists adequacy in the face of potential non-
rational behaviour.

ADJUSTING FOR A DELAYED START TO PENSION (section 6.2.1).
Once the earliest eligibility age has been decided, a separate
question is how benefits should adjust where a worker delays
taking some or all of his/her pension. As with the option for partial
drawdown, Sweden is a praiseworthy outlier internationally, in that
adjustment for a delayed start is roughly actuarial and thus creates
no strong incentives either for or against continuing work.

LATER RETIREMENT BUT MORE FLEXIBLE RETIREMENT (section
6.2). Pension design should seek to raise the average retirement age
to assist sustainability, but to accommodate differences in tastes
and constraints across individuals by offering choice over how a
person moves from full time work to full retirement.

The need for later retirement is now well understood. However,
there is less understanding internationally of the gains from more
flexible retirement. Facilitating such choice (section 6.2.3) would
be good policy even if there were no concerns about sustainability.

- Sweden is an outlier internationally — and an example for
other countries to follow — in allowing partial deferral of
pension, ie. the option to draw 25%, 50% or 75% of a
person’s pension, while the deferred element continues to
grow.

- It would be useful to check that the fixed cost of employing
a worker is small, to avoid creating an incentive against part-
time employment.

— It would be useful to review employment law with the aim of
reducing transactions costs and legal uncertainty where a
worker wishes to downshift at his/her existing employer. It
would also be useful for employers organisations and trade
unions to draw up some sample contracts to illustrate best
practice.

— Access to training is central to extending working life.
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= Public discussion would be useful (a) on the empirical facts
about the productivity of older workers and (b) of the
implications for labour law, e.g. whether, and on what basis,
less productive workers could be paid less. Again, sample
contracts would be useful.

- DPolicies to change attitudes: gradually increasing the earliest
eligibility age is important not only to assist sustainability
but because of the signal it gives, which will help to change
attitudes.

ADJUSTING THE RELATIVE TREATMENT OF INDIVIDUALS AND
FAMILIES.

— About 13 per cent of single pensioners in Sweden were poor
in 2009, but only 1.1 per cent of couples. The high incidence
of poverty among single pensioners suggests a need to review
benefits for that group, including the relative size of the
guaranteed pension for single people and couples (section
4.1), and whether it might be desirable to include joint-life
annuitisation as an option in the inkomstpension.

— Given the frequency of divorce, there is a good case for
giving spouses and registered partners the option of
transferring pension balances in the inkomstpension at
divorce or retirement (section 4.3).

INDEXING BENEFITS IN PAYMENT.

— The guaranteed benefit is indexed to prices not wages. In the
absence of discretionary action, the gap between the
guaranteed pension and average earnings will increase. Part
of the discussion of objectives should consider whether the
guaranteed pension should focus on absolute or relative
poverty.

- Inkomstpension in payment is indexed to the notional
interest rate minus 1.6 per cent. As discussed in sections
4.2.2 and 7.4.1, this method fails to take account of age in the
way risks are shared, and thus exposes pensioners to more
risk than is optimal. The method of indexation should be
adjusted so that benefits in payment do not face the full risk
of year-to-year variation in wages.
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THE BRAKE MECHANISM. The design of the brake has two ill-
effects.” First, it operates sharply: without action by government
and parliament, the combination of slow wage growth and a
balance ratio below one would have reduced the inkomstpension
by 4.6 per cent in 2010. It is a misreading to think of those events
as a ‘perfect storm’ — macroeconomic turbulence will tend to affect
both wage growth and the balance ratio, so that the combined
effect is no accident. The design of the brake should recognise that
the two sets of events are correlated.

A second ill-effect (section 7.4.2) is that the operation of brake
and catch-up has unintended distributional effects across cohorts
and, within a working cohort, across workers with different age-
earnings profiles. Those effects are largely arbitrary. In addition,
adjustment tends to benefit younger workers and harm retirees,
which is sub-optimal since retirees on average are more risk averse
than workers. There is no apparent normative justification for
these outcomes.

Section 7.5 discusses possible reform directions, which are
summarised in section 7.6. One approach is to continue to impose
all adjustment on current participants but to adjust the operation
of the brake mechanism to share the costs of adjustment
differently. Section 7.5.2 discusses several ways of doing so,
perhaps the simplest being to apply the balance ratio only to part of
the wage growth rate for the purposes of indexing pensions in
payment, thus giving retirees, who are less able to adjust, relatively
greater protection than workers.

A more radical approach is to share the costs of adjustment
more widely across cohorts by retaining automaticity as the
primary form of adjustment, but allowing some relaxation of the
strict application of principles 1 and 2. As discussed in section
7.5.3, one way to do so is to slow down the operation of the brake;
another is by legislating the timing and construction of an
independent periodic review.

Topics for discussion

THE DESIGN OF THE GUARANTEED PENSION (section 6.2.2)

2 Both problems were recognised in 1998 but, at the time, were unsolved problems.
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— Does the 100 per cent/48 per cent taper of the pensions test
in the guaranteed pension cause adverse labour-supply
incentives? If so, should the design of the taper be adjusted?

— Should the pensions test for the guaranteed pension be
expanded to include occupational pensions?

INVESTMENT DECISIONS. One of the arguments for decentralising
investment decisions in the premium pension is to avoid giving a
single entity too much market power and to diminish the risk of
political interference. The approach in the premium pension is one
way to do this, but not the only way; the approach in the US Thrift
Savings Plan and recent reforms in the UK is discussed in section
5.2.

DISABILITY PENSIONS (section 9). Suitable jobs are scarce,
making it difficult to move the partly-abled into paid work. The
issue is important, both because of the cost of benefits and because
having a suitable job has the potential to increase a person’s welfare
considerably.

VOLUNTARY PENSIONS should be kept under review to ensure
that (a) there is suitable quality assurance and (b) arrangements
keep administrative costs low (section 10). Any tax advantages for
voluntary pension saving should be limited; and the earliest age at
which a worker can draw pension from a tax-advantaged scheme
should be kept under review.
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1 Introduction’*

1.1 Organisation of the report

PURPOSE AND REMIT. This report evaluates the pension system in
Sweden against the goals established at the time of the reforms in
the late 1990s, the main focus being the public pension system.
Analysis concentrates on design rather than issues of management
or governance. The report, conducted in parallel with those listed
in Box 1, includes some recommendations, but since the system is
not in crisis, many of the conclusions take the form of topics for
discussion, in each case framed within the relevant analysis. It can
be argued that a review of the reforms about half way through the
transition to the new system is timely, to evaluate how the
arrangements are coping with the longer-term pressures of rising
life expectancy and the stress test provided by the economic crisis.

> T am grateful to participants in meetings in Stockholm on 12 September 2012, including
Richard Gréttheim, Bo Kénberg, Anna Pettersson Westerberg, Ola Pettersson, and Ole
Settergren, and on 13 June 2013, including Mikael Asell, Invar Backle, Eva Erlandsson, Pia
Fagerstrom, Daniel Hallberg, Joakim Palme, Ole Settergren, Ola Pettersson, Anders
Viklund and Gunnar Wetterberg. I am grateful also to Peter Diamond for many
conversations, for our joint work on which sections 7.4 and 7.5 draw, and for comments on
earlier versions of this paper, and to Ole Settergren and Daniel Hallberg for written
comments on an earlier version. I owe particular thanks to Annika Sundén, who has been my
mentor throughout. The responsibility for the views expressed and remaining errors are
entirely mine.

* The author, Nicholas Barr, is Professor of Public Economics, London School of
Economics and Political Science, Houghton Street, London WC2A 2AE, UK: T: +44-20-
7955-7482; E: N.Barr@Ise.ac.uk; http://econ.Ise.ac.uk/staff/nb.
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Box 1 Parallel reports

1. F:roposals to change the retirement age
Atgérder for ett 1dngre arbetsliv,
http://www.regeringen.se/sh/d/16827/a/214148

2. Onthe management and organisation of the buffer funds
AP-fonderna i pensionssystemet — effektivare forvaltning av pensionsreserven,
http://www.regeringen.se/sh/d/15680/a/197500

3. Proposed changes to the calculation of the income index and the balancing
mechanism
Fordjupad analys av vissa berdkningsregler i inkomstpensionssystemet,
http://www.pensionsmyndigheten.se/5908.html

4. Reform of the premium pension
Végval for premiepensionen,

http://www.regeringen.se/sh/d/16820/a/218297

ORGANISATION OF THE REPORT. After introductory discussion
(section 1), section 2 sets out the analytical approach. Subsequent
sections assess the system, starting with the objectives of pension
systems (section 3), including consumption smoothing, insurance
(ie. risk sharing), poverty relief and redistribution. Discussion
then considers adequacy (section 4), the role of choice (section 5),
labour markets (section 6), risk sharing (section 7) and
sustainability (section 8). Section 9 briefly discusses disability
pensions, and section 10 occupational and voluntary pensions.
Section 11 offers some broad conclusions.

One of the central conclusions is that the reforms of the 1990s
have stood the test of time in that the system is robust and
continues to command broad consensus. Partly as a result,
discussion of improvements can be reflective rather than crisis
response. The report endorses the broad strategy and offers
suggestions (in bold) for improvements, some as explicit
recommendations, some as topics which it would be useful to
discuss.

1.2 Description of the pension system in Sweden

Until 1998, the pension system in Sweden included a generous
universal pension supplemented by an earnings-related pension, the
ATP, which provided a full pension after 30 years of contributions,
based on earnings during the worker’s 15 best years, with a
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replacement rate of 55-70 per cent. By the 1980s, as elsewhere, the
system faced financial pressures from demographic and social
change. A Parliamentary review between 1984 and 1990 identified
the stresses, but the politics of time was not conducive to change.
Reform in the 1990s was based on wide political recognition of the
necessity for a more efficient pension system. As a result, five of
the seven parties, representing 85 per cent of parliamentary votes,
formed what is known as the Pensions Group. The resulting
political cooperation gave parties relative freedom to pursue
reform. (Analogously, it is said that one of the reasons many
people stabbed Julius Caesar was so that nobody would know who
had killed him). The Pensions Group today includes all the major
parties with the exception of the Green Party, which was too small
to be represented in Parliament when the original reforms were
discussed and are now asking for membership.
There are several key dates in the reform process:

1992  the Pension Group agrees on the basic principles of the
reform;

1994  in-principle legislation is passed;

1998  final legislation is passed;

1999  the new system is implemented.

The system legislated in 1998 (henceforth, as a convenient
abbreviation, referred to as the 1998 system) can be thought of as
comprising three elements:

- The inkomstpension (section 1.2.1) is a state-organised,
partially-funded notional defined-contribution (NDC)
pension;

- The premium pension (section 1.2.2) is a system of fully-
funded individual accounts, in which the worker chooses
from a large number of providers.

The primary purpose of those two elements is to provide
consumption smoothing.

- The guaranteed pension (section 1.2.3) provides poverty
relief for individals whose income is low.
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The system has a number of other elements.

- The legacy defined-benefit ATP (section 1.2.4), replaced by
the inkomstpension, continues to be paid to older workers;’

- Occupational pensions (section 1.2.5);

- Voluntary pensions (section 1.2.6);

- Housing supplement.

Figure 1.1 summarises the relative size of the different elements.
The Swedish Pensions Agency is responsible for the national
system. The major responsibility for policy lies with the Pensions
Group.

Figure 1.1 The structure of pensions in Sweden, 2010

Sweden’s Pensions in 2010

Billions of SEK
Paid-in Capital Disbursement
premiums managed
Dec. 31
@ National pensions 237 1,309* 222*%* Orange Report
° Occupational 128 1,509 fo***
pensions
Private pension 15 423 16%**
insurance***
Total 380 3,240 303

* Contribution asset not included. In addition, there are payments of guaranteed pensions (SEK 18 billion). Widow’s
pensions (SEK 14 billion), housing supplement to pensioners and Income support for the eldery (SEK 8 billion).

** Refers only to persons over 65 years of age.

*** Including individual pension saving (IPS).

Premiums Pensions Capital

> ATP pensions have been indexed in the same way as the inkomstpension since 2002 for
people born in 1938 and later, and from 2003 for those born in 1937 and earlier.
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1.2.1 Consumption smoothing: The inkomstpension

A pure NDC pension is similar to a defined-contribution pension
inasmuch as contributions are notionally accumulated to determine
a balance which is converted into an annuity at retirement, but
different, in that the system is not fully funded. Thus accrual is
based on a rule rather than the actual returns on any assets the plan
holds.

One of the drivers of the 1998 reform was that the old system,
with a full pension based on a worker’s best 15 years after 30 years
of service disproportionately favoured higher earners. The
1nk0mstpen51on bases a person’s pension on his or her lifetime
income, avoiding the regressive redistribution in the old system.
Alongside the consumption smoothing provided by the
inkomstpension is poverty relief, provided by the guaranteed
pension.

Benefits

Benefits are calculated in a way that mimics individual funded
accounts. The system has the following elements.

A notional accumulation: each worker’s contribution is credited
to a notional individual account, i.e. the state ‘pretends’ that there
is an accumulation of financial assets.

A notional interest rate: each year the government attributes to
each worker’s notional accumulation a notional interest rate (i.e. an
accrual rate). The notional interest rate (called the Income Index)
is calculated as a 3-year moving average of nominal earnings
adjusted for inflation plus one year of price inflation (the detailed
formula is set out in Swedish Pensions Agency, 2012, Appendix
A). Thus contributions during working life are indexed to long-run
average earnings, but with faster adjustment to changes in inflation.

Earliest eligibility age and adjustment for a delayed start to
benefits: the earliest eligibility age (i.e. the earliest age at which a
person can draw an old age pension) is 61. The initial pension is
increased actuarially where a person first takes pension at a later
age.

Adjustment for life expectancy: when a person first draws
pension, his or her accumulation is multiplied by a life expectancy
coefficient, based on the remaining life expectancy at the age of
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withdrawal of the person’s birth cohort. The intention is that if life
expectancy increases, the monthly pension at a given age will be
actuarially reduced, i.e. adjustment is via the level of pension, not
the earliest eligibility age. The estimate of the cohort’s remaining
life expectancy is based on historic mortality data, rather than
projected mortality rates.

Initial benefits at retirement: when a person first draws pension,
his notional accumulation is converted into an annuity in a way
that mimics actuarial principles, inasmuch as the present value of
the person’s benefits, given (a) his age when he first draws pension
and (b) the estimated remaining life expectancy of his birth cohort,
is equal to the value of his notional accumulation, using a discount
rate of 1.6 per cent. The resulting calculation is described in terms
of an annuity divisor, D, such that the benefit is equal to the
accumulation in the account divided by D. There is a specific
divisor for each birth cohort and each age (Swedish Pensions
Agency 2012, Appendix A). Thus (a) it is mandatory to annuitise
one’s entire accumulation, and (b) the annuity is provided by the
state.

Adjustment for family structure: benefits under the
inkomstpension are structured on an individual basis. Each spouse
receives the pension to which he or she is entitled on the basis of
his/her contributions record. There is no option to transfer
balances between partners, and there are no joint-life annuities, i.e.
when (say) the husband dies, his inkomstpension dies with him.

Indexation of benefits in payment: benefits in payment grow at
the notional interest rate minus 1.6 per cent. With the notional rate
equal to the average rate of earnings growth, if real earnings grow
at 1.6 per cent, benefits keep pace with inflation.

Adjustment for economic fluctuations: the balancing and brake
mechanisms: the system incorporates a ‘brake’ mechanism,
discussed in section 7.4.2. The mechanism reduces both the accrual
rate for workers and the indexation of pensioners’ benefits in
payment if the actuarial balance of the system falls below a
threshold level, a situation which can arise for various reasons,
notably if contributions and/or the return on the buffer fund
(described below) grow more slowly than average earnings as
measured by the income index.
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Combining work and pensions:

- Where a person draws his or her inkomstpension but
continues to work, there is no clawback of inkomstpension.
Earnings are subject to pension contributions and add to the
person’s pension entitlement. If someone who receives both
inkomstpension and guaranteed pension continues to work,
he or she will increase his inkomstpension, which is
recalculated every year when the new contributions are
recorded, and hence reduces the guaranteed pension he
recelves.

- Drawing a partial pension while working and continuing to
pay pension contributions. Suppose that a worker draws 50
per cent of his pension; the remainder grows in accordance
with the notional interest rate; and if he or she continues to
work, his or her contributions lead to an increased pension.

Pensions for public sector workers: workers in all sectors are
covered by the mandatory system. In addition, as with workers in
the private sector, there is an occupational scheme for civil servants
and another for municipal workers.

Information for workers: a worker can see his or her pension
accumulation from all sources on www.minpension.se.

Contributions

The contributions base: workers pay contributions up to a ceiling
of 8.07 times the income-related base amount.® In 2012, 20 per cent
of men and 8 per cent of women had income above the ceiling
(Swedish Pensions Agency 2012, p. 31), representing about 11 per
cent of the total wage bill. Occupational pensions (discussed in
section 1.2.5) can include earnings above the ceiling. Employers
pay contributions without limit, but contributions on income
above the ceiling do not entitle the worker to any additional
pension and are not attributed to the worker’s notional account
nor included in the income of the pension system, but instead are
treated as general government revenue.

¢ The reference amount, which is used to calculate pension benefits and contributions, is
defined by law and adjusted annually to reflect the change in average earnings. In 2011 the
ceiling was SEK 420,400; see Swedish Pensions Agency (2012, p. 31).
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The contribution rate: an employed worker pays a contribution
of 7 per cent of his/her earnings and the employer 10.21 per cent,
L.e. 17.21 per cent; a self-employed person pays both contributions;
and the government makes a contribution of 10.21 per cent for
recipients of the main social security benefits. The total of 17.21
per cent is 18.5 per cent of the pensions base, which excludes the
worker’s 7 per cent contribution.”

The tax treatments of contributions and benefits: suppose that a
worker earns 100 on which he or she pays a pension contribution
of 7. The worker receives a tax credit equal to the 7 per cent
contribution for the public pension contributions. Thus if his
marginal tax rate is 30 per cent, he pays tax on income of (100 — 7).
What appears on his pay slip is a deduction for income tax of 23
and a pension contribution of 7. Thus, the worker’s contribution is
financed out of general revenues. Prior to the reforms, the entire
pension contribution was paid by the employer. The idea behind
the current arrangement was (a) to make pension contributions
visible, but (b) to keep take-home pay constant without creating
upward pressure on wages.

The income and capital gains of pension funds are not subject to
tax. Benefits in payment are subject to income tax. There is an
earned-income tax deduction which does not apply to pensions.
Thus pensions are generally taxed more heavily than labour
income.

Workers who continue beyond 65 receive a double earned-
income deduction and employers pay reduced payroll taxes. Thus
the system includes incentives for older workers on both the
supply and demand sides of the labour market.

Finance and funding

The balance ratio: the long-run sustainability of the system is
assessed in terms of the Balance Ratio, BR:
BR = Contribution assets + buffer funds
Pension liabilities
The measure is based on

7T.e. 17.21/0.93 = 18.5.
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— The value of a “contribution asset’, a measure estimating the
present value of the flow of contributions, based on recent
data;

- The value of the buffer funds (i.e. partial funding) of the
system;

- A measure of pension liabilities, also based on recent data.

Employment growth is a key driver of sustainability since it affects
contributions; but financial markets also matter because they affect
the value of the buffer fund.

Funding rules: in 2012, the value of the three elements (Swedish
Pensions Agency 2012, p. 10) were:

- Contribution asset SEK 6,915 billion
- Buffer funds SEK 958 billion
- Liabilities SEK 7,952 billion

Thus the buffer funds are around 11.5 per cent of the liabilities of
the system.

The rules specify that the system should aim to preserve a
Balance Ratio not below 1, with automatic correction via the brake
mechanism if it falls below one. The design and operation of the
mechanism is assessed in section 7.4.2.

Costs of administration (Table 1.1): in 2011, capital
management costs were 0.14 per cent of funds managed.
Additional to these reported costs are costs which are taken from
funds and hence reduce the net return, including performance-
based fees of 0.03 per cent of funds managed and transaction costs
of 0.02 per cent. Total capital management costs of the
inkomstpension in 2012 were 0.19 per cent of average managed
capital of SEK 884 billion.

Administrative charges are deducted from a person’s notional
accumulation each year during working life (but not once a person
draws pension). The current level of charges cumulatively reduces
the inkomstpension by about 0.5 per cent compared with what it
would have been without any deduction.
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Table 1.1 Administrative costs, per cent of capital managed, 2012

Inkomstpension Premium pension

Reported capital management costs 0.15 0.32
Costs taken from funds
Performance based fees 0.02 --
Transaction costs 0.02 0.15
Total capital management costs & charges 0.19 0.47
Average capital managed (SEK billion) 915 429

Source: Swedish Pensions Agency, 2012, p. 42.

1.2.2  Consumption smoothing: the premium pension

PREMIUM PENSIONS. Alongside the partially-funded NDC
inkomstpension is mandatory membership of a fully-funded,
defined-contribution individual account — the premium pension.
The system has the following elements.

Contributions: the contribution of 18.5 per cent of the pensions
base noted earlier is divided between the inkomstpension (16 per
cent) and premium pension (2% per cent)

Range of choice: at the end of 2012 there were 793 funds in the
premium pension system, administered by 99 different fund
management companies (Swedish Pensions Agency 2012, p. 23).
The worker is meant to choose from those funds. A worker who
makes no choice in placed in the default fund. Under a recent
change it has become possible for a worker actively to choose the
default fund.

Benefits at retirement: as with the inkomstpension, the value of
a person’s pension is determined by the size of his/her
accumulation and an annuity divisor. In contrast with the
inkomstpension, the divisor is based not on the current life
expectancy of the person’s birth cohort, but on forecasts of future
life expectancy. The premium pension can be drawn in either of
two ways.

- Conventional insurance: in this case, the shares in the
individual’s accumulation are sold and the Swedish Pensions
Agency assumes responsibility for the investment as well as
the financial risk. Thus the person’s annuity is based on the
performance of the fund as a whole. The initial annuity
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assumes an interest rate of 2.2 per cent and a deduction for
costs of 0.1 per cent (Swedish Pensions Agency 2012, p. 25).

- Unit-linked insurance: in this case, a person’s accumulation
remains with his or her chosen fund and the pension
increases with stock market gains, or vice versa. Thus the
individual faces more of the risk than with conventional
Insurance.

Consider the case of a person who works till 65 and then retires
fully. At retirement it is mandatory for the person to annuitise his
or her entire accumulation, and analogously for someone who
initially draws on part of his/her pension. However, a person can
choose (a) when to start to draw pension, (b) at that stage whether
to draw all or only part of his or her pension, and (c) whether or
not to draw inkomstpension and premium pension at the same
time. All annuities are provided by the Swedish Pensions Agency.

Indexation of benefits in payment depends on whether the
individual has chosen conventional insurance or unit-linked
insurance. With conventional insurance, individuals receive a
guaranteed amount each month, plus an additional amount which is
recalculated each year and depends on the performance of the fund
managed by the Swedish Pensions Agency. With unit-linked
insurance, benefits in payment are recalculated each year and will
rise or fall depending on the return to the funds the person has
chosen.

Adjustment for family structure: in contrast with the
inkomstpension, it is possible to transfer premium pension
balances between spouses and registered partners. Pension capital
thus transferred is reduced by 8 per cent, the assumption being that
most such transfers will be from men to women, who on average
live longer. There is also an option to take out a joint-life annuity
to provide a survivor benefit, in which case, the monthly pension
will be actuarially reduced since the expected duration of payout
will be longer.

Account administration: to keep administrative costs as low as
possible, account administration (i.e. the back-office functions) are
organised through a central clearing house. Alongside income tax,
the tax authorities collect the 18.5 per cent contribution of each
worker which it passes on to the Swedish Pensions Agency, which
channels 16 per cent to the NDC system and 2% per cent to the
worker’s chosen premium pension fund.
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Fund management: as noted, the 797 funds are administered by
99 fund management companies.

Costs of administration: Table 1.1 shows the costs of account
administration (0.15 per cent in 2012) and fund management (0.32
per cent), totalling 0.47 per cent, considerably higher than those
for the inkomstpension. The difference is a result not only of
economies of scale, but also of different patterns of investment. In
the inkomstpension system nearly 40 per cent of capital is in bonds
or similar assets, which have lower management costs than equities;
in the premium pension system only about 7 per cent of funds are
invested in such assets.

Administrative charges in the premium pension system have a
greater impact on pensions than for the inkomstpension for two
separate reasons: the charges are higher (0.42 per cent in 2012,
compared with 0.030 for the inkomstpension (Swedish Pensions
Agency 2012, p. 43)); and, in contrast with the inkomstpension,
charges apply not only during working life but also when pensions
are in payment. As the funds in the premium pension system
increase over time, creating possibilities for economies of scale, the
aim is to reduce administrative charges to 0.3 per cent. Even at that
level, however, charges reduce the pension by about 9 per cent
(Swedish Pensions Agency 2012, p. 44); the current charge of 0.42
per cent reduces a person’s pension by 12 per cent in comparison
with what it would be without the charge.
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Figure 1.2 Life-cycle profiling in the AP7 Safa
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Source: http://www.ap7.se/en/Our-products/

THE DEFAULT FUND. Previously, workers who made no choice
were placed in the default fund (known as AP7). More recently,
workers have been given the choice actively to choose the default

fund.

AP7 offers six state-managed products.

- AP7 Sifa is life-cycle profiled, adjusting the mix of equities
and bonds according to the worker’s age as shown in Figure
1.2

- In addition to the Sifa, AP7 offers three portfolios, AP7
Offensiv (aggressive), AP7 Balanserad (balanced) and AP7
Forsiktig (low risk), which offer a worker choice in terms of
his/her degree of risk aversion and/or stage in the life cycle.

- AP7 Equity Fund and AP7 Fixed Income Fund are for
people who seek higher or lower risk than AP7’s other
products.

Management fees are 0.09-0.15 per cent of a worker’s

accumulation, compared with 0.3 per cent for the average premium
pension fund.
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Thus the options for individuals in the premium pension are (a)
to do nothing, in which case the worker will be in the default fund,
or (b) choose one of the other funds offered by AP7, choosing
from different levels of risk, or (¢) choose a portfolio from one of
about 800 private funds.

1.2.3  Poverty relief: The Guaranteed Pension

The earnings-related pension of a person with low career earnings
will not be enough to keep him or her out of poverty. The system
therefore provides a guaranteed pension, financed from general
taxation, with the aim that nobody’s pension income should fall
below a minimum.® The guaranteed pension is backed up by
housing allowance and income-tested social assistance (AFS).

Figure 1.3  Composition of pension benefits at different levels of income,
2012

I Guaranteed pension [l Income-related pension

3.07 (11,266) -

272 (9,986) —

213(7,810)
190 (6,967)
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Source: Swedish Pensions Agency, 2012, p.26.

¥ The system applies to people born in 1938 or later; for older people other rules apply.
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The guaranteed pension is based on three sets of conditions:

- An age test: the earliest eligibility age is 65;

- A residence test: for a full guaranteed pension, an individual
must have 40 years of residence in Sweden or another
country in the EU or European Economic Area;

- A pensions test: as Figure 1.3 shows, the guaranteed pension
faces a taper of 100 per cent of inkomstpension up to a fairly
low limit, and of 48 per cent above that. For the purposes of
the taper, the inkomstpension is grossed up to what it would
have been if based on the entire 18.5 per cent contribution;
premium pension is therefore excluded from the taper. There
is no taper in respect of any other income. Importantly, there
is no taper in respect of occupational pensions, a point taken
up later.

Indexation of benefits in payment: the guaranteed pension is
indexed to changes in prices.

The benefit is a significant part of the system. In 2011, 42 per
cent of all pensioners and 33 per cent of all new retirees received at
least some guaranteed pension. 15 per cent of men retiring in 2011
received at least some guaranteed pension, and 51 per cent of
women. Benefits from the guaranteed pension in 2011 were 6.1 per
cent of total pension income (inkomstpension + premium pension
+ guaranteed pension).

1.2.4  The ATP

A person born before 1938 is not part of the inkomstpension or
premium pension system, but receives the ATP. As noted, the ATP
pension is based on an individual’s best 15 years of real earnings; a
full pension requires at least 30 years of contributions.

Individuals born between 1938 and 1953 receive part of their
earnings-related pension as ATP and the rest as inkomstpension
and premium pension. The younger the individual, the smaller the
proportion of the ATP. Someone born in 1954 or later is entirely
within the inkomstpension and premium pension system.

For pension withdrawals before the year when the individual
turns 65, the ATP is price-indexed. If balancing is activated in the
year when the individual reaches age 65, the ATP is recalculated
according to a special rule. The month the person reaches age 65,
the ATP is recalculated by multiplication by all the balance ratios
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that have been set during that balance period. From the following
year, the ATP is indexed in the same manner as the inkomst-
pension.

1.2.5  Occupational pensions

Alongside the 1998 system and legacy ATP pension are four large
occupational pension systems, with some additional agreements
covering smaller areas. The four main occupational pensions differ
between groups but most have a contribution rate of 4.5 per cent
up to the income ceiling and cover the following groups of
workers:

- Blue-collar workers in the private sector: the original system
(the STP) provided a defined-benefit pension along lines
similar to the ATP. From 1996 this was replaced for workers
born in 1968 or later by a defined-contribution arrangement
(SAF-LO). At retirement, as with the premium pension, the
individual chooses between conventional insurance or unit-
linked insurance. There are transition arrangements for
workers born between 1932 and 1967.

- White-collar workers in the private sector: the original
system (the ITP) introduced at the same time as the ATP,
provided a defined-benefit pension. A new ITP, a defined-
contribution arrangement, was introduced in 2007 for
workers born after 1978. People born earlier who were
already members of the old system could remain so, though
there were options to switch from the old to the new
arrangement.

- Central government employees: the original system (PA-91)
provided a defined-benefit pension. The system was replaced
in 2003 for workers born in 1943 or later by PA 03, which
provides a pension which has both a defined-contribution
and a defined-benefit component.

- County council and municipal employees: the original
system (PA-KL) and its successors (PFA 98 and PFA 01)
provided a defined-benefit pension. A new system (KAP-
KL), introduced in 2005, combines a defined-benefit element
with a defined-contribution element, such that the defined-
benefit element is a smaller proportion of the pension for
higher earners.
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Occupational pensions are significant and, for higher earners, can
dominate the inkomstpension. Though not assessed in detail, they
are included in discussion where relevant.

1.2.6  Voluntary pensions

Alongside the mandatory system are pensions which are voluntary
at the level of the individual, company or industry. Such
arrangements are only a small part of the picture.
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2 Analytical approach

The analytical approach underpinning this report draws on Barr
and Diamond (2008). This section summarises key elements very
briefly.

SYSTEMIC ANALYSIS. Analysis should consider the pension
system as a whole, avoiding ‘tunnel vision’. As noted, pension
systems have multiple objectives, discussed in section 3. In
addition, pension systems face the multiple risks set out in Box 2.
A central element in pension design (section 7) is how risks are

shared.

Box 2: Multiple risks and uncertainties

The risks to which pension systems are exposed can loosely be divided into systemic risks, market risks, and
risks connected with individual behaviour.

Systemic risks include macroeconomic risk, demographic risk and political risk.
Market risks include:

e Earnings risk: a worker’s earnings profile has both deterministic elements (e.g. the decision to invest
in human capital) and stochastic elements, relating to labour-market and health risks.

e Investment risk: accumulations held in the stock market are vulnerable to market fluctuations.
Accumulations in nominal bonds face the inflation risk.

e Annuities market risk: for a given accumulation, a person’s annuity at a given age will be affected by
the life expectancy of his or her birth cohort and by the discount rate used by the annuity provider.

Risks connected with individual behaviour:

e Principal risk arises through bad decisions by participants, for example about when to retire. Poor
choices can arise from imperfect information, e.g. investing too heavily in equities too close to
retirement, or failing to understand the importance of administrative charges. Poor choices can arise
also for reasons which behavioural economics explains.

e Agency risk can arise through incompetent or fraudulent fund management.

Many of these issues face policy makers not only with risk (where the probability distribution of outcomes can
be estimated with a small variance), but also with uncertainty, where the probability distribution of outcomes is
not well known.” Actuarial insurance can in principle deal with risk, but faces problems with uncertainty

? The distinction between risk and uncertainty was first made by Frank Knight (1921). Not
all economists accept the importance of the distinction. For a recent assertion that risk and
uncertainty have very different implications, see Bronk (2009, especially pp. 214-16).
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Many of these issues face policy makers not only with risk (where
the probability distribution of outcomes can be estimated with a
small variance), but also with uncertainty, where the probability
distribution of outcomes is not well known. Actuarial insurance
can in principle deal with risk, but faces problems with uncertainty.

SECOND-BEST ANALYSIS. Simple theory assumes that
individuals make optimal choices and that labour markets, savings
institutions and insurance markets exist and function ideally.
Formulating policy within that first-best framework is a useful
analytical benchmark but a bad guide to pension design in a world
with market imperfections such as imperfect information, non-
rational behaviour, incomplete markets, and progressive taxation.

Analysis should be framed in second-best terms. It is mistaken,
for example, to try to design a pension system that creates no
labour-market distortions. Any system that provides poverty-relief
creates distortions. Thus minimising distortions would imply little
or no poverty relief: the cure would be worse than the disease. The
objective is to balance the costs of unavoidable distortions with the
welfare gains from improved poverty relief.

NO SINGLE BEST SYSTEM. Pension systems have multiple
objectives, whose relative weights can change over time and across
countries. Similarly, pension design faces multiple constraints, the
relative importance of which can change. If objectives differ and
constraints differ, what is optimal will generally differ. A central
conclusion in Barr and Diamond (2008) is that there is no single
best pension system for all countries. Thus it is mistaken to talk
about a best pension system, rather than the best pension system
for Sweden today.
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3.1 Objectives and constraints

The primary objective of a pension system is to provide income
security in old age. That objectives has at least four elements.
Starting from the position of individuals and families, old-age
security requires two sets of instruments: a mechanism for
smoothing consumption, and a means of insurance. For the
lifetime poor, income security additionally includes transfers in old
age.

CONSUMPTION SMOOTHING. A central purpose of retirement
pensions is to enable a person to transfer consumption from
earnings in her middle years to her retired years, allowing her to
choose a better time path of consumption over working and retired
life. The extent to which a pension provides such smoothing is
reflected in the replacement rate, which measures the size of
pension benefits relative to previous earnings.

INSURANCE. In a world of certainty, individuals would save
during their working life to finance their retirement. However,
people do not live in a world of certainty, not least because they do
not know how long they are going to live. Thus a pension based on
individual saving means that an individual either risks outliving his
or her retirement savings, or consumes very little throughout old
age to prevent that from happening. Insurance, i.e. pooling risks,
offers individuals protection against the life expectancy risk.

This is the essence of annuities, whereby an individual
exchanges some or all of his or her pension accumulation at
retirement for regular payments for the rest of his or her life.
Annuities increase individual welfare by reducing the need for
people to accumulate very large savings to avoid destitution should
they live longer than their life expectancy.
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Consumption smoothing and insurance are relevant to the
family as well as to individuals. People are concerned about their
children and their partners. Pension systems commonly include life
insurance benefits for workers with young children and the option
or the requirement of benefits for a surviving elderly spouse,
commonly as an annuity. Pension systems can also insure against
disability. A further risk is that of marriage breakup, with potential
implications for sharing pension capital.

Public policy generally has objectives additional to improving
consumption smoothing and insurance, notably poverty relief and
redistribution.

POVERTY RELIEF. In pursuit of this objective, pension systems
target resources on people who are poor on a lifetime basis, and
thus unable to save enough to support themselves in old age.
Programmes which provide poverty relief can target all the elderly
or can concentrate on those who have contributed to the pension
system. Many countries have both types of arrangement.

REDISTRIBUTION. Pension systems can redistribute incomes on
a lifetime basis, complementing the role of progressive taxes on
annual income. Lifetime redistribution can be achieved by paying
pensions to low earners that are a higher percentage of their
previous earnings (i.e. a higher replacement rate), thus subsidizing
the consumption smoothing of people who are less well-off, but
not necessarily poor. Since life-long earnings are uncertain from
the perspective of an individual, such a system can be thought of in
two ways: as redistribution, or as insurance against the
consequences for retirement of low earnings during a significant
part of one’s career. There can also be redistribution towards
families, for example paying a higher pension to a married couple
than to a single person, even though both households have paid the
same contributions.

Pension systems can also redistribute across generations. For
example, a government may reduce the contribution rate or
increase the benefits of the present generation. Such a move
requires future generations to pay higher contributions or to have
lower pensions, thus redistributing from those later generations to
the earlier elderly generation.

OTHER OBJECTIVES. Alongside the primary objectives of
consumption smoothing, insurance, poverty relief, and
redistribution, policy may have secondary objectives that are not
direct purposes of the pension system itself but are related. One is
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economic development broadly and economic growth specifically.
Though these are important objectives, they are not the primary
objectives of a pension system. There is debate about the relative
weights accorded to old age security and to these secondary
objectives.

CONSTRAINTS. Sustainability, though highly desirable, is most
usefully thought of as a constraint on policy design. Sustainability
is desirable not for its own sake, but because it is necessary to the
achievement of the primary objectives: a system that is not
sustainable will fail to provide efficient consumption smoothing,
insurance and/or poverty relief.

3.2 Objectives of the pension system in Sweden
3.2.1 Founding principles

The 1998 reforms were based on a set of founding principles. In
summary:

- There should be a clear link between contributions and
benefits, and fairness across generations;

- The system should be tied to economic growth and
demographic change to maintain financial sustainability;

- The system should allow individuals to choose investments
for part of their pension.

The Pensions Group was set up to negotiate the legislation, secure
its support in Parliament and oversee its implementation. Part of
the last task was to adjust the details of the system in the light of
the founding principles, i.e. its remit was to protect the system
rather than to reform it.

PRINCIPLE 1: THE LIFE INCOME PRINCIPLE. The idea behind
this principle is that every krona of contribution for every person
should count the same, avoiding the regressive redistribution of the
old system. The principle has strategic implications.

- The inkomstpension has an actuarial relationship between an
individual’s contributions and the benefits he/she receives.

- Since the intention is to keep the contribution rate constant,
adjustment falls entirely on the benefits side.
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- If the balance ratio shows a shortfall, the costs of adjustment
fall on current contributors and pensioners. Thus each
generation is self-financing.

- Generations who live in good times (i.e. with rapid earnings
growth, and hence a higher notional interest rate) receive a
larger pension relative to their previous earnings than
generations who live in less-good times.

PRINCIPLE 2: AUTOMATIC ADJUSTMENT TO ECONOMIC
FLUCTUATIONS. This is the purpose of the brake mechanism.

Principles 1 and 2 lead to arrangements that mirror a defined-
contribution system in some respects but not others.

- The system is like a defined-contribution arrangement in
that the two Principles embody a self-imposed constraint
that adjustment is (a) automatic and (b) rapid, hence (c¢) that
risk can be shared only among current participants, with
fundamental implications discussed in section 7.

- It is unlike a defined-contribution system, in that a person’s
pension wealth is crystallised year by year, so that
adjustment is via the return to a person’s accumulation, not
the capital value of the accumulation. Thus pensions after the
economic crisis showed much less volatility than was the case
in fully-funded defined-contribution arrangements for
people retiring around 2008. NDC exposes pensioners to
less risk than fully-funded individual accounts.

PRINCIPLE 3: AUTOMATIC ADJUSTMENT TO CHANGES IN LIFE
EXPECTANCY. For a given notional accumulation, the pension a
person receives at a given age depends on the remaining life
expectancy of his or her birth cohort. As life expectancy rises, the
pension a person receives at the earliest eligibility age falls.

While the principle is clear, its implementation, as discussed in
section 7.3.2, requires two elements: a reduction in the monthly
pension via the longevity coefficient, in the interests of
sustainability, and an increase over time in the earliest eligibility
age, in the interests of adequacy.

PRINCIPLE 4: A GUARANTEED PENSION. The primary purpose
of the inkomstpension is consumption smoothing by providing a
benefit directly linked to a worker’s notional accumulation. The
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primary purpose of the guaranteed pension is to ensure that the
system provides adequate poverty relief.

As discussed more fully in section 7.4.1, this design helps poor
older people who receive the full guaranteed pension but provides
declining subsidy to the consumption smoothing of the near-poor
who face the taper shown in Figure 3, and none to those (not all of
them well-off) above the taper.

PRINCIPLE 5: A PART OF THE SYSTEM THAT IS FULLY-FUNDED
AND PROVIDES INDIVIDUAL CHOICE. Section 5 discusses whether
and to what extent individual choice is beneficial, and section 4.2
whether full funding is necessarily optimal.

3.2.2 Clarifying objectives and constraints

The founding principles include poverty relief (via the guaranteed
pension) and consumption smoothing (via the life income
principle). It can be argued, however, that they focus more heavily
on the constraint of sustainability than the primary objective of
adequacy.

Setting out the objectives and constraints more explicitly would
be useful to open up discussion of the relative weight each should
be accorded.

Some of the issues are illustrated by a series of questions.

- What relative weights should be given to the different
objectives? A strict relation between contributions and
benefit would imply that redistribution from richer to poorer
should be limited to the guaranteed pension, i.e. a zero
weight to redistribution to assist consumption smoothing
except for the poorest elderly. Currently, about 9.4 per cent
of contributions to the inkomstpension come from the
central government budget and are targeted mainly at low
earners. Thus the system gives a positive but fairly low
weight to assisting the consumption smoothing of low
earners. There is nothing wrong with this choice — but it is a
legitimate topic for discussion.

- Are the objectives well specified? The objective of allowing
individuals to choose investments for part of their pension
merits discussion. First, it not a primary objective of a
pension system. Second, the lessons from the economics of
information and - increasingly - from behavioural
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economics, raise questions about how much choice is
desirable, discussed in section 5.2.

- What are the tradeoffs between objectives? Intergenerational
fairness is important. But a system that is regarded as fair in a
static context (e.g. with a constant age profile), will face
shocks. For example, demographic change affects output; the
costs of lower output have to fall somewhere. Thus
intergenerational fairness is part of the picture but so is risk
sharing, discussed in section 7.

- Is risk-sharing optimal? The life principle leaves no room for
government discretion and thus provides some protection
against government failure; but in doing so it forgoes the
potential benefits of wider risk sharing."

The answer to questions like these has a bearing on policy design,
including issues such as:

- How high should the guaranteed pension be?

- What is the appropriate link between contributions and
benefits.  The inkomstpension includes horizontal
redistribution, e.g. for women caring for young children or
unemployed people, but not direct vertical redistribution
(e.g. a formula which gives more pension per kronor of
contribution for a lower earner than a higher). Are these the
relative weights which the electorate wants?

- Should the replacement rate provided by the inkomstpension
and premium pension be higher (or lower) than currently?

- How should the costs of demographic change be shared
between workers, pensioners and taxpayers?

None of these questions has a definitive answer, which will depend
on the weights given to different objectives. However, it would be
desirable to encourage public discussion of (a) the objectives of the
system, including the founding principles and (b) their relative
weights. Though the founding principles may have been right given
the political economy of 1998 (a backdrop of acute economic crisis,
hence the weight given to sustainability), it may be time to
consider the relative weights that the design of the system gives to
sustainability and adequacy, especially give the swath of new

1 Two explanations have been offered for this arrangement: distrust of government, or a
political exchange whereby the government gave up its powers as a quid pro quo for the
trade unions giving up theirs.
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budget rules, methods of audit, etc., internationally. We return to
the topic in section 7.5.

Explicit discussion of objectives has two sets of benefits:
agreement about objectives assists policy design; and it makes it
possible to evaluate the system in terms of how well it achieves its
stated objectives.
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4 Adequacy

One measure of adequacy is the replacement rate, i.e. the ratio of
pension benefits to monthly earnings (after taxes and transfers)
during work. The replacement rate can be defined in two ways.

- Defined as the average person’s pension benefit as a per cent
of the average wage, the replacement rate is a measure of the
living standards of the elderly relative to those of the
working population, ie. measures the extent to which
pensions provide poverty relief. Section 4.1 discusses this
aspect.

- Defined as an individual pensioner’s benefit relative to his or
her previous wage, the replacement rate is a measure of the
effectiveness of consumption smoothing. The extent to
which a system provides a replacement rate relative to
previous earnings which is (a) adequate and (b) broadly in
line with what was promised, is important for the legitimacy
of a system. Section 4.2 discusses this aspect.

Section 4.3 considers whether the system provides adequate
insurance.

4.1 Poverty relief
4.1.1 The contributory principle

The contributory principle assumed that workers would have a
long history of stable employment, so that coverage would grow.
There are various reasons why history did not bear out this
prediction.

- The changing nature of work: people are not necessarily in
full time employment for the whole of their career: as well as
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full-time employment, they may have periods in education
and training, self-employment, part-time work, and periods
outside the labour force, for example caring for young
children.

- Family structures have become more fluid, with divorce
more common than previously.

- Rising women’s labour-force participation: over the postwar
period in OECD countries, women in increasing numbers
have taken on paid work.

The first driver of change means that on average workers will have
less complete contributions records. The second and third
emphasise the need for pension design which recognises a woman’s
contribution record and which can accommodate the division of
pension assets if a marriage ends in divorce.

The argument for a non-contributory element like the
guaranteed pension is that it strengthens poverty relief. There are
also advantages in terms of gender balance, since women on
average have more fragmented contributions records than men.

As its name implies, the distinguishing feature of a non-
contributory pension is that eligibility does not depend on a
contributions record, but on other criteria.

- An age test: the age at which a person first become eligible
can be lower or higher, and can be static or tied in some way
to life expectancy.

- A residence test: residence requirements for eligibility can be
more or less stringent (we return to the topic in section
4.1.2).

- A pensions test or income test: the size of a person’s non-
contributory pension may be reduced in respect of other
pension income he or she has (a pensions test) or income
from all sources (an income test). In either case, the taper
can be more or less steep. A particular form of taper is an
affluence test designed to screen out only the people with
the highest incomes."" In 2010, for example, 95 per cent of
Canadian pensioners received the full non-contributory Old

" An affluence test contrasts with an income test. In the latter case, the taper starts at a low
level of income and thus screens out all except the poor. An income test has significant ill
effects, including incentives against work effort and pension saving by lower earners. An
affluence test largely avoids these.
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Age Security pension, and only the top 2 per cent of income
recipients received no Old Age Security pension at all.

As discussed, the guaranteed pension in Sweden is based on an age
test, a 40-year residence test and a pensions test.

Several OECD countries have non-contributory pensions,
including Australia, Canada, Chile, New Zealand and the
Netherlands (the last has interesting characteristics, described in
Box 3). Chile introduced a non-contributory pension in 2008
explicitly to address elderly poverty which was widespread,
notwithstanding the existence of a guarantee for workers with at
least 20 years of contributions to the system of individual funded
accounts (for fuller discussion of Chile, see Barr and Diamond,
2008, Chs 12 and 13). And there is evidence that non-contributory
benefits have wider gains."

Box 3: The citizen’s pension in the Netherlands

The Netherlands has a non-contributory pension, payable at 70 per cent
of the net minimum wage. A person with insufficient years of residence
receives a partial pension and is potentially eligible also for income-tested
social assistance.

The system differs from conventional systems of social security in two
ways: the benefit is based on residence, not contributions; and the benefit
is financed through an earmarked tax, the AOW premium, which is
additional to, but integrated with, the income tax. The tax base for the
AOW premium is income, not earnings, and the premium is paid only by
people under 65.

It is interesting to reflect on the nature of the arrangement. From one
perspective the benefit is non-contributory, thus addressing problems of
coverage. However, the benefit is financed from the AOW premium and
can therefore be regarded as contributory, although there is no
requirement to have had any taxable income. Each of these views is valid,
and each has support from a different political perspective. The trick is to
require contributions, but not to make benefits conditional on a person’s
contribution record.

2 For example, Fishback et al. (2007) show the improved health outcomes which followed
surprisingly rapidly after the introduction of a federal safety net in the USA as part of the
New Deal.
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4.1.2 Areas for discussion

Founding principle 4 was that there should be a guarantee
mechanism to provide poverty relief. The defining characteristics
of a non-contributory pension of this sort are (a) the level of
benefit, including the relative treatment of single people and
couples, (b) the age from which the benefit is payable, (c) the
design of the residence requirement and (d) the design of the taper
in respect of income from pensions or other sources. These are
discussed in turn.

THE LEVEL OF BENEFIT. As noted in section 1.2.3, the
guaranteed benefit is indexed to prices not wages so that, in the
absence of discretionary action, the gap between the guarantee
pension and average earnings will increase. At the heart of the
design of the guarantees pension, therefore, is the objective of
relieving absolute rather than relative poverty.

It was argued at the time of reform that a low replacement rate
would have beneficial labour-supply incentives. As with other
aspects of the reforms, the approach might have been appropriate
at the time, but may be a less good fit today, when the principles
underlying the reforms have become embedded. It can be argued,
for example, that other aspects of pension design, particularly
those discussed in section 6.2 have a much greater influence on the
labour supply of older workers.

Table 4.1 shows that in the mid-2000s the replacement rate of
an average person over 65 in Sweden was equal to the OECD
average of 82 per cent of the average for the population as a whole.
For people aged 66-75, the figure was 91.6 per cent, and for people
over 75, 69.8 per cent. The table also shows replacement rates for
selected other countries, chosen because they have non-
contributory pensions.
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Table 4.1 Incomes of older people, mid 2000s, selected countries
Incomes of people aged over 65 per Incomes of Average
cent of population incomes single over incomes of

Al aged Age Aged 69s relativeto  over 63s
over 65 66-75 over75  |other over 65s  (USD, PPP)

Canada 90.8 94.8 85.4 73.7 26,510

Netherlands 87.0 89.3 83.8 86.9 26,538

New Zealand 68.0 69.7 64.5 75.8 14,921

Sweden 82.0 91.6 69.8 65.0 18,165

0ECD30 824 85.9 11.9 13.1 18,211

Note: PPP exchange rates are based on cross-national comparisons of actual consumption.

Source: OECD (2011, p.147).

Defining poverty as income of less than 50 per cent of median

household disposable income, Table 4.2 shows that in the mid-
2000s these figures translated into a poverty rate in Sweden of 6.2
per cent of people over 65, of whom 3.4 per cent were aged 66-75

and 9.8 per cent were over 75. These figures compare favourably

with the OECD average, though the poverty rates tend to be

somewhat higher than in the other countries in Table 4.2, which
have more fully-articulated non-contributory pensions.

These data suggest that in Sweden:

- Average relative pensioner income is close to the OECD

average, slightly below that in Canada and the Netherlands, but

higher than that in New Zealand.

- The guaranteed pension is residence based, so the incidence of

elderly poverty (6.2 per cent) is considerably below the OECD
average (13.5 per cent), but somewhat higher than in the
Netherlands (2.1 per cent) and New Zealand (1.5 per cent).

- The poverty risk rises with age: pensioners face a higher risk of
poverty than younger people, and older pensioners a higher risk

of poverty than younger pensioners.
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Table 4.2 Income poverty rates by age, sex and household type, selected
countries
Income poverty rates

Percentage with incomes less than 50 cent of median household
disposable income

Older people (aged over 65)
All By age By sex By household WhOI?
population
65+ type
(all ages)
66-75 75+ Men  Women Single Couple
Canada 5.9 5.2 6.8 3.1 8.1 16.2 3.9 12.0
Netherlands 2.1 2.2 2.0 1.7 2.4 2.6 2.3 1.1
New Zealand 1.5 1.6 1.4 2.1 0.9 3.2 1.1 10.8
Sweden 6.2 3.4 9.8 4.2 1.7 13.0 1.1 5.3
0ECD30 13.5 1.7 16.1 1.1 15.2 25.0 9.5 10.6

Source: OECD (2011, p. 149).

These data need to be interpreted carefully. It is well-known that
measured poverty is sensitive to the choice of equivalence scale. An
equivalence scale that assumes substantial economies of scale in
household formation will give a smaller weight to an extra family
member, and will therefore find less measured poverty among
larger households (typically those with children) and relatively
more measured in smaller households, typically childless
households like pensioners. In contrast, a per capita equivalence
scale (i.e. based on the assumption of no economies of scale in
household formation) will find fewer small households and more
large households in poverty. The OECD equivalence scale gives a
relatively lower weight to extra family members and thus, it can be
argued, might exaggerate elderly poverty in Sweden. Thus it is right
not to be too dogmatic about the absolute level of poverty; but
since data for all the countries in Tables 4.1 and 4.2 are based on
the same equivalence scale, the position of Sweden in comparison
with other countries is much less sensitive to such factors.

THE TREATMENT OF COUPLES. Single pensioners and
pensioners couples fare very differently. The figure for poverty of
6.2 per cent of people over 65 in Sweden breaks down into 1.1 per
cent for couples and 13 per cent for single people, both the
absolute and relative difference being much higher than in the
Netherlands and New Zealand. In 2012, the guaranteed pension
was SEK 7,810 per month for a single person and SEK 6,967 for
each partner in a couple. As noted earlier, 15 per cent of men
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retiring in 2011 received at least some guaranteed pension, and 51
per cent of women. Many single pensioners are women whose
husbands have died; women on average outlive their husbands and
women, on average, have smaller pensions in their own right. Thus
it is not surprising (Table 4.2) that 7.7 per cent of women aged
over 65 are poor, compared with 4.2 per cent of men. The caveats
about equivalence scales apply equally here: one should not be
dogmatic about the absolute levels of poverty; the data on Sweden
compared with other countries, however, is robust.

THE AGE TEST. Section 7.3.2 discusses the earliest eligibility age
and its adjustment to accommodate changes in life expectancy. The
choice of eligibility age for the guaranteed pension should be part
of that discussion.

THE DESIGN OF THE TAPER. The options include no taper (e.g.
New Zealand and the Netherlands), an affluence test to screen out
the highest income recipients (Canada), or a more stringent
pensions test, as in Sweden. A pensions test or income test reduces
the cost of a given level of benefit but may have effects on labour
supply, discussed in section 6.2.2.

Given its purpose, one aspect of the guaranteed pension is
unambiguously bad design — the fact that the pensions test applies
to the inkomstpension and premium pension but not to
occupational pensions. The anomaly that can result is that someone
with only a partial career in Sweden (e.g. someone who has worked
elsewhere in the European Economic Area for a good part of his
career) might have only limited entitlement to inkomstpension and
premium pension, and hence be eligible for the guaranteed pension
even if his time working in Sweden was high earning, hence with a
substantial occupational pension. An additional anomaly is that
foreign occupational pensions are included in the pensions test.
There are good reasons for extending the pensions test for the
guaranteed pension to all pension income.

THE RESIDENCE REQUIREMENTS. Residence requirements for
non-contributory pensions vary considerably across countries. The
most stringent, the Netherlands, requires 50 years of residence for
a full non-contributory pension. In contrast, New Zealand
Superannuation is subject to ten years’ residency since the age of
20 and not less than five since the age of 50. In Canada, the
residence requirement for Old Age Security (OAS) is 10 years
since the age of 18 for pensioners living in Canada, and 20 years for
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a person who wishes to receive an OAS pension while living
outside Canada.
These findings raise a number of questions:

- Poverty relief:
The level of benefit: price indexation implies the aim of
relieving absolute rather than relative poverty. Is this still the
desired objective?
The treatment of single pensioners and couples: is the
relative size of the guaranteed pension for single people
(SEK 7,810 per month in 2012) and couples (SEK 6,967 for
each member) is the right one?
Are the residence requirements a non-trivial cause of elderly
poverty?

- Consumption smoothing and insurance:
Are the arrangements for sharing entitlements to earnings-
related pensions between spouses or cohabiting couples the
right ones?
Are the arrangements for joint-life annuities the right ones?

The latter two questions are discussed in section 4.3.

4.2 Consumption smoothing
4.2.1 Accumulating benefits during working life

It is necessary to consider separately the way contributions during
working life are indexed and the treatment of benefits in payment.

THE TREATMENT OF CONTRIBUTIONS DURING WORKING LIFE.
A worker’s contributions grow in line with the notional interest
rate. The definition of the notional interest rate is an important
design feature. In principle, it can be related to the rate of growth
of average wages, w, or to the rate of growth of the wage bill, wL,
where L is the number of workers. In a system which uses wL as
the notional interest rate, pensions adjust more to adverse
macroeconomic and demographic shocks, helping to protect the
sustainability of the system. A system which uses w as the notional
interest rate protects replacement rates relative to a worker’s
previous earnings, and hence the relative living standards of
pensioners, but may require periodic adjustment to preserve
sustainability.
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In Sweden, as discussed, a worker’s notional accumulation
grows each year via the income index, a three-year moving average
of changes in the nominal wage bill, wL. Thus, other things equal,”
the notional interest rate will be lower if L declines. Such a decline
could be the result of short-term macroeconomic turbulence (as
after the economic crisis of 2008 which reduced employment rates)
or of longer-term demographic change such as declining fertility
which reduces the labour force. The income index thus combines
indexation in line with increases in living standards with
adjustment for macroeconomic and demographic conditions.

The definition of the notional interest rate as wL has
advantages. A separate question — how the system adjusts to
imbalances — raises problems which are discussed in section 7.

THE SIZE OF THE MANDATE. As discussed in section 1.2.1,
workers pay contributions up to a ceiling of 8.07 times the income-
related base amount. Employers pay contributions without limit
but contributions on income above the ceiling are treated as
general government revenue and do not entitle the worker to any
additional pension.

The starting point for discussion is the purpose of the ceiling.
The well-known failings of relying on voluntary pension choices
create a strong argument for making contributions mandatory
(Barr, 2012, section 6.2.1). However, a uniform mandate takes no
account of varying preferences across individuals and different
constraints, including:

- Different preferences about the time path of saving for
retirement and about the balance of living standards in old
age compared with working years;

- Differences in the timing of important events, e.g. whether
children are born earlier or later;

- Different degrees of risk aversion;

- Different working conditions so that industries in which
people work in harsh conditions, or where working life is
short for other reasons, can provide for earlier retirement.

These differences matter. The well-known problems with undue
reliance on voluntarism make a mandate that is too small sub-
optimal. But a mandate that is too large is also sub-optimal. A

1 In practice, the indexation of a worker’s accumulation will be affected not only by changes
inwL, but also by other factors such as the return on assets in the buffer fund.
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person may want or need to consume more during working years,
so that too high a savings mandate is sub-optimal. Or he may want
to keep some pension wealth as capital, for example as a buffer
against the need to finance long-term care, in which case too high a
mandate to annuitise is sub-optimal."*

In principle, therefore, the mix of mandatory and voluntary
pensions should strike a balance between (a) inefficiencies that
arise from a uniform mandate that takes incomplete account of
differences in preferences and constraints and (b) inadequate
benefits and/or gaps in coverage that arise if the mandatory system
is small. The inefficiency is greater:

- The greater the variation in individual preferences and
circumstances; and

- The larger the mandate in terms of (a) the ceiling on
contributions and benefits and/or (b) the percentage
contribution rate which finances a high replacement rate.

The reverse is also true: the inefficiency from a well-chosen
uniform mandate is smaller where preferences are homogeneous
and where the mandate is smaller in terms of (a) a ceiling on
contributions and benefits and/or (b) the replacement rate the
system provides.

It would be useful to discuss whether the size of the mandate
is still the most appropriate one, taking account jointly of the
inkomstpension, premium pension and occupational pensions.
Is the ceiling for contributions and benefits for the
inkomstpension and premium pension pitched at the right
level? Specifically, given the complexities created by the system
of occupational pensions (section 10), is there a case for
gradually raising the cap over time?

4.2.2 Benefits at and during retirement

THE INDEXATION OF BENEFITS IN PAYMENT (see also the
discussion in Barr and Diamond, 2008, section 5.3.4).

The purposes of indexation. Effective consumption smoothing
requires that the real value of a person’s pension should not vary
sharply or erratically. In the absence of indexation, one source of

'* For example, a person may want to accumulate savings in case he or she needs long-term
care. On the problems of financing long-term care, see Barr (2010).
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such variation is inflation, which can be high and can vary
significantly across years, even nearby ones.

- Price indexation: if pensions are fully indexed to price
change, their real value is preserved, but over time retirees
will fall increasingly behind living standards generally.

- Wage indexation: if pensions are indexed to changes in
nominal wages, they will keep pace with inflation provided
wages do so, and will preserve the position of retirees relative
to workers. However, wage indexation is more expensive for
a given level of initial benefits. Wage indexation provides
some risk-sharing between workers and retirees. For
example, if real wages fall, the real value of pensions in
payment will also fall in the short run.

Either of these rules, or a proper weighted average, is reasonable
(‘proper’ meaning that the weights add to one). A country that is
worried about sustainability and where policy makers give a
relatively low weight to preserving the position of pensioners
relative to living standards generally might choose price indexation,
for example, from the late 1980s the UK Basic State Pension was
indexed to prices, reducmg the cost of the system but 1 increasing
the incidence of pensioner poverty. Many countries index pensions
in payment to wage change. In Finland, benefits in payment are
indexed 80 per cent to price change, 20 per cent to wage change; as
a result, pensioners face some risk if real wages fall but less risk
than workers, since pensions are indexed only 20 per cent to wage
change.

Indexation of the guaranteed pension. As noted in section 1.2.3,
price indexation is one of the sensible options, though with the risk
over time of increased pensioner poverty.

Indexation of the inkomstpension. As noted in section 1.2.1,
inkomstpension benefits in payment grow at the notional interest
rate minus 1.6 per cent. With the notional rate equal to average
earnings growth, if real earnings grow at 1.6 per cent, benefits keep
pace with inflation. However, this arrangement means that
pensioners who do not receive a guaranteed pension face the full
risk of wage change. This, it can be argued, is suboptimal for the
following reasons.
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Figure 4.1 Real wage growth in Sweden, 1944-2012
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Source: Swedish National Mediation Office 2013.

Wages on average grow faster than prices but also tend to fluctuate
more than prices. Consider two systems with the same initial
benefit, one which is price indexed and one which is indexed to the
change in wages minus a constant set equal to the anticipated
growth rate of real wages. Thus both systems have the same
expected cost, but with different degrees of risk. Choosing a wage
index minus a constant involves the possibility that the chosen
constant may deviate from average real wage growth (a) by a
significant amount and (b) for an extended period. Historically, as
Figure 4.1 shows, Sweden has experienced extended periods with
different rates of real wage growth.

Thus the use of average wages minus a constant exposes
pensioners to more risk than a weighted average of price and wage
change with the same expected cost. Figure 4.2 shows the
difference: the red bars (real wage growth minus 1.6%) show
greater variation in most years than the green bars (price
indexation) and in some years considerably greater variation.
Though the expected cost of the two sorts of indexation may be
the same, actual costs may be different, hence risks are shared
differently. The argument against the current method of indexation
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is that though sharing risks is beneficial, the way risks are shared
matters: those who are more risk averse should bear less of the risk.
Workers have a greater capacity to bear risk than retirees: they can
adjust their earnings and their saving; and their remaining life
expectancies are longer, so that they can make smaller adjustments
over more years (see further discussion in section 7.1.2).

These considerations suggest that inkomstpension benefits in
payment should adjust less than wages, rather than relying on
wages minus a constant. The way inkomstpension benefits in
payments are indexed merits serious and detailed consideration.

Figure 4.2 Indexation of inkomstpension in payment, current method and
price indexed
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Note: The red bars show indexation to average wage growth minus 1.6%, the green bars indexation to price change.

Source: Swedish Pensions Agency

4.2.3 Coverage

Coverage is high, but high coverage does not necessarily guarantee
low rates of poverty. The arguments in section 4.1 apply to the
inkomstpension, in particular the trend towards greater varieties of
labour market attachment.

A question for discussion is whether over time more varied
labour market attachments will erode contribution densities
and, if so, whether the trend will compromise consumption
smoothing.
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4.2.4  Consumption smoothing: PAYG or funded pensions?

It is sometimes argued (in Sweden and elsewhere) (a) that the
return to financial assets (relevant to funded pensions) exceeds the
rate of wage growth (relevant to PAYG pensions), and therefore
(b) that funded pensions are superior. There are three analytical
flaws in that argument (Barr and Diamond, 2008, section 6.4 and
Box 6.4).

- It makes inappropriate use of steady state analysis. It can be
shown that in a frictionless world, the lower return to PAYG
pensions is entirely the result of the ‘gift’ to the first
generation, who receive a pension when they have paid little
or no contributions. The fundamental point is that the first
generation of pensioners and subsequent generations face a
zero-sum game. In any move from PAYG towards funding,
the cost of the gift to the first generation A has to be paid. It
can be paid by the transition generation (generation B) if
generation B receives no pension, or by the generation of
workers at the time of transition (generation C) by financing
generation B’s pension out of higher current taxes, or spread
over succeeding generations by financing the transition
through borrowing. It is possible to alter the time path of the
cost, but not to avoid the cost. Box 4 explains why the
analytical error is serious.

- The argument takes no account of differences in risk.

- The argument takes no account of differences in
administrative costs.

Box 4: Why inappropriate use of steady-state analysis is a major error

The errors that result from inappropriate use of steady-state analysis are
more profound than is immediately apparent. The argument that a move
towards funding is necessarily beneficial makes a claim for Pareto
superiority that is invalid.

The point is most obvious if policymakers are establishing a pension system in
a brand new country. If they introduce a PAYG system, the first generation of
retirees receives a pension, but returns to subsequent generations are lower; if
they introduce funding, later generations benefit from higher returns, but the
first generation does not receive a pension. Thus it is mistaken to present the
gain to pensioners in later generations as a Pareto improvement, since it comes
at the expense of the first generation. The same argument applies in a country
that already has a PAYG system: a decision to move toward funding
redistributes from the current generation to future generations. The claim that

a move to funding is a Pareto improvement is invalid.

66



€ 2013:7

4.3 Insurance

As noted in section 1.2, the inkomstpension and premium pension
are structured on an individual basis. Each spouse receives the
pension to which he or she is entitled on the basis of his/her
individual record of work and earnings; though there is choice
about when to draw pension, once pension is taken, full
annuitisation is mandatory. A number of issues arise.

PENSION CREDITS are awarded to several categories of people,
including university students, people who are unemployed or
receiving disability pension, and people outside the labour force
who have caring responsibilities.

It would be useful to discuss a number of questions about these
arrangements:

- Is it appropriate to pay pension credits to university
students, who on average will receive higher wages because
of their degree?

- Are the pension credits for recipients of unemployment
benefit and disability pension high enough?

- Is the child-care pension credit the right size? Should it be
higher, to provide a larger pension in the future; or should
support be more in the present (e.g. through a larger
family allowance)?

MANDATORY FULL ANNUITISATION. Annuitisation insures the
individual against the life-expectancy risk. There is a strong case
against leaving the decision to the voluntary choice of each
pensioner: though insurance is generally welfare-enhancing,
behavioural economics gives insights into why a voluntary system
leads to people not annuitising, spending too much too soon, and
later regretting it (sometimes referred to as the ‘red truck’
syndrome, whereby a person retires, takes his lump sum and buys a
red truck (or sailing boat, or similar), and subsequently regrets the
choice). Such tendencies, however, do not imply that mandatory
full annuitisation is optimal. Uncertainty about future expenditures
and bequest motives both imply that not all wealth should be
annuitised. In many countries (in the past including the UK) there
is a requirement to annuitise, but also an option for a worker to
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take part of his or her accumulation as a lump sum when first
drawing pension."

It would be worth discussing whether someone whose
pension is large enough to disqualify them from entitlement to
the guaranteed pension should be allowed to take a fraction of
his/her pension accumulation — at least for the premium pension
—as a lump sum.

TRANSFERRING BALANCES BETWEEN PARTNERS. Consider a
couple where the husband has a record of continuous high earning
employment, and the wife one of low earnings and a low
contributions  density. Thus the husband has a large
inkomstpension/premium pension and the wife a small one. Where
a couple (a) stays married throughout working life and retirement,
(b) does not differ greatly in age, and (c) shares income amicably
this arrangement might be a useful rule of thumb. However, in
many countries (e.g. Canada) couples have some leeway over the
division of pension capital. The issue is particularly relevant where
a couple divorces during working life, and hence is more salient
today than in the past. The system in Sweden does not allow for
transfers between partners in the case of the inkomstpension.

It would be useful to discuss the option of allowing the transfer
of pension balances in the inkomstpension between spouses and
registered partners upon divorce. The design of such transfers
would require detailed study.

In contrast with the inkomstpension, it is possible to transfer
premium pension balances between spouses and registered
partners. However, pension capital transferred between spouses is
reduced by 8 per cent, the argument being that most such transfers
will be from men to women, who on average live longer.

It would be useful to discuss possible refinements to this
blanket 8 per cent reduction.

JOINT-LIFE ANNUITISATION. The main argument in favour of
joint-life annuitisation of at least of a part of a worker’s pension is
to prevent poverty for the surviving spouse, most often the wife.
The root of such poverty is twofold. First, there are economies of
scale in household formation. A single survivor of a couple
typically needs about 65-70 per cent of the couple’s income to
maintain a broadly constant standard of living. Thus, in the absence

5 In the UK workers used to be required to convert at least 75 per cent of their
accumulation into an annuity, so could take up to 25 per cent as a (tax free) lump sum.
Recently the rules have been relaxed.
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of other resources, if two spouses are the same age and have
identical earnings histories and identical pension benefits, the death
of one may lower the living standard of the other. This is part of
the reason why poverty is more frequent among widows than
among married elderly women. A second reason for elderly poverty
is that women frequently have lower earnings and/or a lower
contribution density than men. While social policy may help to
address the second reason, the first is inherent.

For both reasons, survivor pensions are an important element in
preserving the living standards of the elderly."® However, the
inkomstpension contains no provision for joint-life annuities. Thus
when (as is more usually the case) the husband dies, his
inkomstpension dies with him. The premium pension allows joint-
life annuities, but with no requirement or ‘nudge’.

Commentators in Sweden argue that a requirement to joint-life
annuitisation could discourage the labour supply of married
women; this outcome, it is argued, cuts against gender equality.
There are several possible counter-arguments.

- In efficiency terms, it places heavy emphasis on simple, first-
best rationality, i.e. that the prospect of a low pension in the
future, will increase a woman’s labour supply in the present.

- It implies that the costs of parenting should fall on women in
old age to the extent that a woman earns less than her
husband. Many would dispute this value judgement, both
directly, and particularly if the reason she earns less are the
career opportunities forgone because of caring activities.

- It ignores the reality that a couple is not in all respects the
same thing as two single individuals. For fuller discussion of
gender and family, see Barr and Diamond (2008, Ch. 8).

A central part of the debate concerns the definition of gender
equality: should it focus on process, i.e. labour-force participation
and child caring during active years, or on outcome, i.e. avoiding
elderly poverty particularly among widows.

There are several ways of organising survivor pensions. A
worker’s accumulation could be used to buy a joint-life annuity
with a suitable fraction (50 per cent is common) for the survivor,
based on the actuarial conversion of a single-life annuity into the

'* Though not discussed here, survivor benefits in a well-designed system should also cover
young survivors, in particular young children.
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relevant joint-life annuity. In a two-earner couple this could be
done by both partners.

Any such arrangement could be mandatory or voluntary. With
mandatory joint-life annuitisation there might be winners and
losers: for example, in many countries life expectancy at a given age
is lower among lower earners than higher earnings, in which case a
failure to adjust annuities for differences in income could
redistribute from poorer to richer people. In some systems,
survivor benefits take no account of the age difference between
spouses, thus redistributing from couples with a small age
difference to ones with a large difference. If joint-life annuitisation
is voluntary, the potential issue is one of adverse selection: couples
who think that, even having adjusted for the age difference
between spouses, one will live considerably longer than the other
are more likely to purchase such annuities.

Different designs give different degrees of ‘nudge’. Joint-life
annuitisation could be voluntary, or could be the default, or could
be a stronger default by requiring both partners to agree in writing
that the default should be replaced by a single-life annuity for the
worker. Alternatively, joint-life annuitisation could be mandatory.

The structure of benefits takes insufficient account of
changes in family structure, in particular that divorce is more
frequent and living arrangements vary more widely. It would be
useful to discuss what these changes might imply, including:

- Widening and improving options for sharing pension
capital at divorce;

- Improving the design of survivor’s benefits, in particular
whether the inkomstpension should retain its current
strict individual basis.

THE CALCULATION OF ANNUITIES.In Sweden (as in many other
countries), people with better education and higher earners tend to
live longer than people with low education and low earnings. If
annuities take account only of a person’s age and pension wealth,
everyone aged (say) 65 retiring in a given year will receive a
pension based on the same life table. As a result, the system will
redistribute in two ways: from short lived to long lived; and, if life
expectancy rises with income/wealth, also from poorer to richer.
The first redistribution is that which annuities are designed to
bring about; the second was presumably not the intention of those
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who designed the system. Principle 1 is that every kronor should
be worth the same for every person. A more sophisticated
implementation of the principle, while remaining true to its spirit,
would be more refined life tables which take account of wealth as
well as age.

WHO SHOULD PROVIDE ANNUITIES? Insurance can cope with
risk (where the probability is known) but not with uncertainty
(where it is not). In principle, annuities are priced on the basis of
the expected remaining lifetime of the annuitant, which is treated
as a risk. That model may have been appropriate when the gap
between typical retirement age and life expectancy was small, e.g. 5
years. Today, however, many people retire in their early 60s and
may live for another 30 years, so that the ‘funnel of doubt’ about
remaining life expectancy is large. It could therefore be argued that
life expectancy is not a simple risk but has a significant element of
uncertainty.

There are two strategic ways of addressing the problem.
Governments, unlike private insurers, have sources of income
other than insurance premiums; in addition, governments can
change contractual arrangements (e.g. raising state pension age in
the USA or UK) in ways that have democratic legitimacy — forms
of adjustment that are not available to private insurers. Thus one
way to address uncertainty is for the government to be the annuity
provider. This is the approach in Sweden.

A private-sector solution would be through longevity bonds.
Suppose that official figures consistently under-estimate increases
in life expectancy. As a result, annuity providers makes losses and
either leave the market or price future annuities cautiously. One
way to address the problem is for government to offer longevity
bonds for annuity providers to buy. In this arrangement, in (say)
2015, an insurance company would sell an annuity to an individual
aged (say) 70 priced on official estimates of the remaining life
expectancy of a 70-year old person in 2015. If the cohort of
annuitants lives longer than the 2015 projection the taxpayer
finances the resulting extra cost through the longevity bonds. Thus
the insurance company takes on the risk, the taxpayer the
uncertainty. This is a sensible division of labour. The role of
government is to fill the missing market.

Given the range of uncertainties about life expectancy, there is a
strong case for continuing the present arrangement for providing
annuities.
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5 Choice and competition

Founding principle 5 is that part of the system should be fully-
funded and should provide individual choice. Section 5.1 considers
how much choice is appropriate. Section 5.2 discusses the
implications for pension design.

5.1 How much choice?

There is a strong case for limiting choice. The text here summarises
arguments set out more fully in Barr (2012, section 7.3.1).

THE COSTS OF CHOICE. Choice is beneficial only where the
resulting welfare gain outweighs the cost. With individual pension
accounts, the costs of choice can be considerable. Over a full career
an annual management charge of 1 per cent of a person’s
accumulation reduces the accumulation (and hence his or her
pension) by 20 per cent (Barr and Diamond, 2008, Box 9.4). In
addition, the administrative costs of individual accounts are close
to a fixed cost, and thus bear more heavily on small accounts and in
small countries with no economies of scale. Given those costs, does
choice make workers better off?

INFORMATION PROBLEMS. Many people have little sense of the
risks they face; many do not understand probability well; and many
do not understand basic concepts in finance: Orszag and Stiglitz
(2001, p. 37) quote the chairman of the U.S. Securities and
Exchange Commission as stating that over 50 per cent of
Americans did not know the difference between a stock and a
bond. The problem has distributional implications, since
information poverty and financial poverty are highly correlated.

Even if someone has the knowledge to choose well, the gain
from choosing more effectively in any particular month is small,
whereas the transactions costs in terms of time are significant.
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Thus workers, particularly low earners, for whom the gain in any
month is smallest, have little incentive to keep up with the
changing details of alternative investments and alternative charges.

The fact that information is frequently asymmetric aggravates
the problem, creating space for mis-selling. One of the roots of the
financial crisis was that sellers of financial products often had a
better idea of their riskiness than buyers.

BEHAVIOURAL PROBLEMS arise with pensions in two ways:
people may do a bad job of working out their optimal pension
strategy (bounded rationality), or they may know the right
strategy but fail to carry it out (bounded will power).

Bounded rationality arises where a problem is too complex for a
person to make good decisions, even when provided with the
necessary information. Such problems are more likely where the
time horizon is long, the outcome involves complex probabilities,
or the details are complex, all of which characterise most pension
products. Bounded rationality leads to poor choices in several
ways. Of particular relevance to pensions is immobilisation:
complexity and conflicting information can lead to passive
behaviour, where people act like rabbits in a car headlight. More
options can result in lower participation.

Bounded will-power: though many people know that they
should be saving more, they frequently do not do so. Experimental
evidence supports a tendency in some circumstances for people to
have a higher discount rate in the short run (that is, a tendency to
instant gratification) and a lower one in the medium term. Thus
people are more rational for the future than for the present. The
problem is that when the future arrives, it becomes the present;
hence short-term gratification continues, leading to time-
inconsistency.

5.2 Implications for pension design
5.2.1 General discussion

These information and behavioural problems help to explain the
considerable divergence between what first-best economic theory
predicts (optimal voluntary savings and voluntary purchase of
annuities) and what we observe in practice, including
procrastination, inertia and immobilization.
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The literatures suggest a number of lessons of direct relevance
to Sweden, where workers are supposed to choose a premium
pension provider from nearly 800 funds, yet the great majority
make no choice at all.

- Voluntarism plus public education are insufficient.
Automatic enrolment or mandatory contributions are
generally beneficial.

- In sharp contrast with simple first-best theory, keep choices
simple. Constrained choice is a deliberate and welfare
enhancing design feature.

- Design a good default option for people who make no
choice. That default option should include life-cycle
profiling, whereby young people’s savings are mainly in the
stock market, with assets moved into bonds as the person
moves towards retirement.

- There are cost savings if administration decouples account
management, which should be centralised, from investment
decisions.

- Similar arguments apply to the decumulation phase,
suggesting mandatory annuitisation of at least part of a
worker’s accumulation.

There are different ways of implementing these principles so as to
simplify the choice for workers and keep administrative costs low.

SIMPLE, LOW-COST INDIVIDUAL SAVING SCHEMES. The US
Thrift Savings Plan (TSP), organised by the U.S. government for
federal civil servants (www.tsp.gov), has the following
characteristics.

- Workers are auto-enrolled and choose from six funds, e.g. an
equities fund, a government bonds fund, etc. There is also a
life-cycle option.

- A government agency keeps centralised records to keep costs
low.

- Fund management is on a wholesale basis. Investment in
private-sector assets is handled by private financial firms,
which bid for the opportunity and which have to manage an
identical portfolio for their private clients, providing some
insulation against political interference.
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- As a result, administrative costs are astonishingly low: as
little as 6 basis points annually, or 60 cents per $1,000 of
account balance.

In 2012, the UK started to phase in a similar system, the National
Employment Savings Trust (NEST), established under the UK
Pensions Act 2008, to provide a low-costs savings vehicle,
particularly for low-to-moderate earners
(http://www.nestpensions.org.uk/).

Kiwisaver individual accounts in New Zealand, introduced in
2007, are a variant of this approach, and the first example of
automatic enrolment on a national scale, reinforced by a
government match for contributions up to a ceiling, plus a one-off
payment when the account is first opened. The combined effect of
these factors was considerable. In 2007, 13 per cent of workers
belonged to an occupational scheme and 5.5 per cent to a personal
scheme. KiwiSaver achieved coverage of 44 per cent within its first
year, about three-quarters of which was through occupational
provision, the rest through personal plans — see Rashbrooke (2009)
for further details.

COLLECTIVE DEFINED-CONTRIBUTION SCHEMES. Alongside
the non-contributory pension described in Box 3, the Netherlands
has a system of de facto mandatory membership of occupational
pensions. The system has evolved over the years in the face of
financial pressures.

- In 1998 about two-thirds of workers were in final-salary
defined-benefit schemes, and most of the rest in career-
average schemes.

- In the early 2000s there was a move from final pay to career
average, which reached three-quarters of the work force by
2004, and a smaller move to defined-contribution
arrangements.

- As a response to stricter funding requirements and declining
financial returns, there was a restructuring of pensions, with
a reduction in the accrual rate and of the indexation of
benefits in payment if funding fell below a threshold, and
with some increase in contributions, depending on the
solvency of each fund.
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These reforms were not sufficient to bring the system back into
balance. The Pension Accord of Spring 2010 recommended further
reforms, of which two stand out.

- A formula for increasing the earliest eligibility age, both for
the citizen’s pension and occupational pensions as life
expectancy increases, with an actuarial increase for a delayed
start to benefit.

- A ceiling on contributions, thus moving the system from a
career-average DB scheme more towards a DC scheme.

5.2.2 The inkomstpension

The arguments in section 5.2.1 lend support to two aspects of
limited choice in the inkomstpension.

- Choice over how much to save: the system is mandatory;
thus workers do not have the choice to save less.

- Choice over pension provider: workers have no choice of
pension provider.

These elements should be protected from naive arguments that
increased choice necessarily increases welfare.

5.2.3  The premium pension and default fund

THE PREMIUM PENSION. At the end of 2012, the premium pension
encompassed 793 funds administered by 104 different fund
management companies. A worker has three choices: choose one of
the 793 funds; or choose one of the funds offered by AP7; or do
nothing, in which case he or she is placed in the default fund.

The premium pension is controversial, particularly because it
transfers risk from the government, who faced most of the risk
under the old system, to the individual. Some Swedish participants
in the debate are worried about a move to shift risk back to
government. Others talk about it as a “Trojan horse’ for further
privatisation, and others as a necessary price for Conservative
support for the reforms.

THE DEFAULT FUND. Though in principle workers should
choose their own Premium Pension, few do so. Table 5.1 shows
that, despite a major push to educate workers at the time of the
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reforms, by 2005 over 90 per cent of new entrants to the labour
force and by 2010 over 98 per cent ended up in the default fund. It
1s true that some new entrants make a choice later, but even so, as
of 31 December 2011, 42 per cent of all participants were in the
default fund. This outcome should not be surprising. Three out of
four Swedes regard themselves as having insufficient knowledge to
choose  their =~ own  premium  pension  investments
(http://www.ap7.se/en/Our-products/)  (bounded rationality),
quite apart from the behavioural issues discussed earlier.

Table 5.1 Share of first-time choosers investing in the Swedish default
fund, 2000-2011, per cent

2000 33.0
2001 82.0
2002 86.0
2003 91.6
2004 90.6
2005 92.0
2006 92.6
2007 98.4
2008 98.4
2009 98.4
2010 98.4
2011 98.5

Risk profile. The default fund invests heavily in equities for younger
workers, where ‘younger’ is currently defined as under-55. The
argument for an age as high as 55 for younger workers is twofold:
life expectancy at 55 is 85; and most people choose to base their
annuity on unit-linked insurance, since that is the default at
retirement, rather than conventional insurance (chosen by 15 per
cent at retirement), and are therefore dependent on fund
performance not only during the accumulation phase but also
during drawdown. A separate argument is that what matters is the
risk profile of the pension system as a whole rather than that of
one of its components. The premium pension is the most risky.
However, there is also risk in the inkomstpension (sections 7.4 and
7.5); and occupational pensions are becoming more risky for the
individual worker than previously as the move towards defined-
contribution arrangements takes place.
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Fund management. The underlying principle is to maximise
diversification and reduce political risk via a global equities fund
with 50 per cent leverage. To keep costs low, the base portfolio is
under passive management.

Choice in the premium pension is excessive. As discussed,
even for someone with the necessary knowledge, the gain from
choosing more effectively in any particular month is small,
whereas the transactions costs in terms of time are significant.
The problems of procrastination and immobilisation are
amplified by the information problems and behavioural issues
discussed in section 5.1.

A number of questions arise.

- Riskiness:
The cutoff between younger and older workers at 55 seems
old.
Is the riskiness of the system as a whole too great?

- Choice:
Should people be allowed to choose unit-linked insurance?
Should people be allowed choice outside the funds offered
by AP7? Illustrating the limited benefit of choice, many
knowledgeable professionals choose to be in the default
fund.
Should the extent of choice increase with the size of the
person’s premium pension accumulation, i.e. should the
choice outside the default fund be open only to individuals
whose accumulation exceeds a specified size?

Depending on the answers to those questions, several strategic
options are open.

- Incorporate the contribution to the premium pension into
the inkomstpension, thus changing the balance of choice,
risk and administrative costs in ways that can be argued to
be beneficial.”

- Reform the premium pension, in particular to slim down
choice sharply as, for example, in the Thrift Savings Plan
or NEST.

7 The argument that the premium pension offers excessive choice suggests restricting or
removing choice. The argument that to assist balancing, the contribution to the
inkomstpension could be increased and that to the premium pension reduced is entirely
separate.
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- Continue the present practice of allowing anyone who
wishes to join the default fund.

One of the arguments in favour of decentralising investment
decisions is to avoid giving a single entity too much market
power and in particular to guard against government failure.
The approach in the premium pension is one method, but not
the only one. The Thrift Savings Plan/NEST arrangements
make it possible to decentralise investment decisions as much as
desirable.
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As discussed in section 2, an implication of second-best analysis is
the recognition that any pension system which provides poverty
relief will create labour-market distortions. Thus the right objective
1s not to minimise distortions but to contain them, i.e. to avoid
distortions that make little contribution to the objectives of the
pension system. Section 6.1 considers this aspect of pension
design; section 6.2 discusses the labour supply of older workers.

6.1 Containing labour market distortions
6.1.1  Strategic aspects of pension design

FINAL-SALARY PENSIONS HAVE WELL-KNOWN PROBLEMS (Barr
and Diamond, 2008, pp. 57-59). They create inefficiency.

- Final salary schemes weaken the incentive to work extra
hours or take on a harder job early in a person’s career and,
correspondingly, create undue incentives to work extra hours
towards the end of a person’s career. Such incentives are
inefficient.

- Except in national schemes, final-salary pensions create
incentives that lock a worker into his or her current job.
Historically, that was one of the purposes of that benefit
design. In a modern economy, labour immobility is a serious
impediment to national economic performance.

They also create inequity.

- In a final-salary scheme, benefits are based on final salary but
contributions are broadly on the basis of career average. At
its extreme, if someone’s salary doubles in his final year, his
pension will double. Thus there is a cross-subsidy from
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people whose earnings grow more slowly to those whose
earnings grow rapidly later in their career. The former group
tends to be those with lower earnings, the latter the high
flyers. Thus on average, final-salary schemes redistribute
from low-paid workers to senior managers. Many regard this
as unfair.

- Final-salary schemes encourage mischief in the form of
spurious promotions late in a person’s career, favouring the
well-connected.

The inkomstpension and premium pension, being NDC/DC,
respectively, avoid these problems.

6.1.2  Assisting labour mobility

Multiple pension arrangements can create labour immobility. The
national system of inkomstpension and premium pension avoids
this problem, since there is a common structure of contributions
and benefits for all workers, including workers in the private,
public and municipal sectors. Alongside the national system,
however, are occupational plans. As discussed in section 1.2.5,
younger workers in the private sector are covered by defined-
contribution arrangements, limiting impediments to mobility. But
private-sector white-collar workers born before 1979 and
government and municipal employees have pension plans with a
defined-benefit element, some of which have formulae which give
greater weight to earnings in the later years of a career, so that a
worker could lose pension by changing jobs. Thus occupational
pensions continue to create significant concerns about labour
mobility.

When a worker moves from firm A to firm B in the private
sector, he or she continues to contribute to the inkomstpension
and there is no necessity to change premium pension provider, so
those elements of the pension system are neutral with respect to
labour mobility. So, too, are the defined-contribution occupational
pensions for younger worker in the private sector. As discussed,
however, older workers in the private sector and government and
municipal workers may lose defined-benefit entitlement if they
change jobs. The effect could be regarded as unimportant if
occupational pensions were small, but some pensions, for example
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for civil servants, can be large, so that the potential problem is
significant. Mobility both within and between the private and
public sectors is important and merits further study. Three
strategic solutions (or a combination) should be considered:

- Portability of occupational pensions, i.e. allowing a worker
who moves to a new job to take his previous accumulation
with him;

- DPreservation of pension rights, i.e. ensuring that person’s
pension benefits in a former job are not affected by his move
to a new job; or

- Opver time raising the cap in the national system.

6.2 Labour supply among older workers and
pensioners

6.2.1  Adjusting pension benefits for earlier or later
retirement

Good design suggests two elements to the relation between
pension benefits and age at which pension is first received:

a) The pension should be larger for a worker who is older
when benefits begin, so as to preserve incentives to work
until a suitable age for stopping work.

b) Either benefits should start at a given age without
requiring an end to work, or they should increase
significantly for a delayed start.

Benefits under the inkomstpension and premium pension rise
actuarially for a delayed start, complying with (a). And workers can
choose whether they wish to defer their pension, wholly or in part,
and in either case pension that is deferred increases actuarially, thus
complying with (b). Another praiseworthy feature is that there is
no upper age limit for starting the inkomstpension and no upper
age limit for continuing to work and make contributions. Thus the
system in Sweden complies with the criteria in the previous
paragraph; these aspects should all be protected.
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6.2.2 Incentive effects of benefit design

Suppose, that the poverty line is 100: regime A has a pension of 80
that is non-contributory and not income tested, topped up by an
income-tested guarantee of up to 20; regime B has an income-
tested guarantee of 100. In regime A, a pensioner faces an income
test only over the first 20 of his income from earnings or savings;
in regime B he faces an income test over the first 100 of income. If
the objective is to reduce work and savings disincentive among
lower earners (for whom the guarantee is relevant), regime A is
better.

However, with less income testing, a given benefit costs more,
and hence requires higher taxation, potentially affecting the labour
supply of workers. Thus the larger is the non-contributory pension
relative to the guarantee the less the disincentive for older workers
and pensioners, but the greater the potential disincentive for
younger workers. In theory, the optimal design will be a balance
which depends on (a) technical factors such as the labour supply
elasticities of younger and older workers, and policy objectives
such as (b) the weight given to the labour-supply of low-earning
older workers and (c) the weight given to poverty relief (since one
option would be to have less income testing combined with a lower
non-contributory benefit).

In Sweden, the guaranteed pension faces a taper of 100 per cent
in respect of any inkomstpension up to a fairly low limit, and of 48
per cent above that, as shown in Figure 1.3, but is not reduced in
respect of earnings, premium pension or occupational pension. The
incentive effects are different for different groups:

- Lower-paid workers face a labour-supply disincentive (since
higher earnings lead to a higher inkomstpension and hence a
lower guaranteed pension), but not a disincentive against
saving (since guaranteed pension faces a pensions test, not an
income test).

- Someone with a small inkomstpension who continues to
work past minimum pension age also faces a labour-supply
disincentive.
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As noted earlier, 15 per cent of men and 51 per cent of women
retiring in 2011 received at least some guaranteed pension. Even
allowing for the fact that some of those were previously on
disability pension, the issue of labour-supply disincentives
potentially arises for large numbers of people. Additionally, there is
an apparent inconsistency between relying on the incentive effects
of the longevity coefficient in encouraging longer working life but
ignoring the disincentives of the taper for the guaranteed pension.
These considerations pose the following questions:

- Should the taper facing the guaranteed pension be reduced
or replaced by a zero taper, so that the system incorporates
a citizen’s pension similar to that in countries like Canada
or the Netherlands?

- If so, should there be an affluence test (see section 4.1.1) to
screen out those with the highest incomes?

A zero taper for at least part of the guaranteed pension would be
beneficial if the gains in labour supply for people of working age
outweighed any disincentives from the higher taxation necessary to
finance a more expensive system. The affluence test would apply
only to people with a large pension, hence with high earnings
during working years. Two potential gains result: an affluence test
for the guaranteed pension would be unlikely to have a substantial
effect on labour supply during working years for high-earning
workers and, by reducing the fiscal cost of the guaranteed pension,
would have less of a disincentive lower down the earnings
distribution.

6.2.3  Extending working life

The arguments for later but more flexible retirement are discussed
in section 7.3.1. The discussion here is not about the Why of such a
move, but the How. Discussion looks in turn at the supply of older
workers and the demand for them.

IMPEDIMENTS TO THE SUPPLY OF OLDER WORKERS. Choices by
workers about how much work they would like to do can be
hampered by a range of factors.

Attitudes. The reasons why most countries have (or had) a
retirement age of 65 go back to times when life expectancy was
much lower. With more public discussion, young people should
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enter the labour market with the attitude (a) that the default
retirement age is older than 65 and (b) that it is not a constant, but
a variable whose value will rise gradually if life expectancy
continues to rise. Gradually increasing the earliest eligibility age
in Sweden, the desirability of which is discussed in section 7.3.2,
is important not only for fiscal reasons but because of the signal
it gives, which will help to change attitudes on both on supply
and demand sides of the labour market.

A second set of helpful changes in attitude is a weaker
expectation (a) that earnings will be highest just before retirement
and (b) that full-time work is the norm. It should not be regarded
as unusual if earnings reach a peak and then fall as a person
chooses to downshift to less stressful work and/or part-time
work as he or she moves into partial retirement. It would be
useful to foster public discussion of this topic.

Rigidities in pension design. A pure final-salary scheme is death
to downshifting — a problem which the system in Sweden avoids.
Sweden is unusual (and praiseworthy) in that the national
system does not force workers to make a binary choice between
work and pension, but allows partial deferral, e.g. the option to
draw 25%, 50% or 75% of a person’s pension, while the deferred
element continues to grow.

Rigidities in design arise also for occupational pensions,
particularly for older workers with entitlements built up under
earlier versions of occupational plans. Occupational pensions are
discussed in section 10.

Loss of benefits on transfer from work to retirement. If a move
from full-time employment creates a step drop in fringe benefits,
the disincentive to downshift is clear. In the USA, for example, the
potential loss of health benefits creates a direct disincentive for a
worker to change employer or to downshift. Again, the system in
Sweden avoids this problem.

Rigidities in labour markets. Labour markets in most countries
are still heavily geared to a binary choice — no work or full-time
work — affecting people’s attitudes.

IMPEDIMENTS TO THE DEMAND FOR OLDER WORKERS. The
supply side of the labour market — ie. the willingness of older
people to work — is important. But the demand side — ie. the
willingness of firms to hire older people — is equally important.

Age discrimination is an important problem and one that needs
to be addressed. But it is mistaken to think that it is the only
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problem. Imagine an enlightened employer who wants to employ
older people but also has to pursue shareholder value. What factors
would an employer legitimately and rationally regard as
impediments to employing older people? If policy takes
insufficient account of these factors, the result will be indirect
discrimination; regulation (i.e. against discrimination) and
incentives need to be aligned.

Fixed costs of employment. If an employer pays a fixed medical
insurance premium for each worker, the incentive is to minimise
the number of workers and maximise hours of work. This is death
to part-time work. Any non-proportional employer contribution
has a similar effect. It would be useful to check that employer costs
are as proportional as possible to pay and hours of work.

Higher insurance premiums for older workers create a direct
disincentive to hire them.

Contractual issues. There are also indirect costs.

- Transactions costs: if a worker wants to downshift at his/her
existing employer, time is needed to negotiate the deal. This
is true where downshifting involves a move to part-time
work, and even more where it involves a move to a different
type of work.

- Uncertainty: legal uncertainties can add to transactions costs,
e.g. whether it is legitimate to reduce the wage of a worker
who has become less productive or wishes to reduce stress by
moving to a lower productivity job.

It may be that employment law in Sweden should be reviewed to
mitigate any such problems. It would also be useful for employer
organisations and trade unions to draw up some sample
contracts to illustrate best practice.

Rigidities in labour markets. Employers wish to hire people at a
wage that reflects their productivity, which in turn depends, inter
alia, on their skills and health. To the extent that rigidities interfere
(e.g. agreements that prevent a worker being offered a job at a
lower wage by his existing employer) there is a clear disincentive
against employing older workers. Again, a review of labour law
might be useful.

Skills and training. On the face of it, the payoff to training
earlier in life is higher because the payoff period is longer.
However, with technological advance, skills go out of date more

87



Labour markets e 2013:7

quickly, reducing the payoff period and thus making it more
worthwhile than previously to train older workers. Access to
training is central to extending working life. Thought needs to
be given separately (a) to delivery, e.g. what training, decided by
whom, delivered by whom?, and (b) to finance, i.e. who should
pay for training?

Health at each age is improving on average over time. However,
it remains the case that older workers might experience more
health problems than younger workers. An empirical question is
the relative productivity of younger and older workers. The latter
group might have poorer health on average but less absenteeism for
other reasons (e.g. binge drinking); and greater experience may
partially offset health effects. Public discussion would be useful
(a) on the empirical facts and (b) of the implications for labour
law, e.g. the terms on which less productive workers can be paid
less.
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The future is an uncertain business. Thus it is inevitable that
pension systems face risks, and a central feature of a pension
system is how it shares those risks. Pensions can be adjusted on
different margins, with major implications for the distribution of
contributions and benefits, both for a given cohort of workers and
pensioners and across cohorts. Adjustment also has considerable
relevance to sustainability. Thus there is a close connection
between the discussion in this section and the next.

After discussing the principles of risk sharing in section 7.1, the
next three sections discuss risk sharing through the guaranteed
pension (section 7.2), and through adjustment of the
inkomstpension in the face of demographic change (section 7.3)
and economic fluctuations (section 7.4). Section 7.5 discusses
whether risk sharing should be wider.

7.1 Principles

7.1.1  Risk-sharing in pure defined-contribution and defined-
benefit systems

In a defined-contribution system, each member’s contributions are
used to buy assets; the accumulation of assets in a person’s account
finances his or her consumption in retirement through an annuity
or in some other way. In a pure defined-contribution system, a
person’s consumption in retirement, given life expectancy at
retirement age and the rate of interest, is determined by the size of
his or her lifetime pension accumulation. Though annuities offer
protection against the risks associated with longevity, a pure
defined-contribution system leaves the individual facing the wide
range of risks associated with varying real rates of return to
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pension assets, the risks of higher or lower future earnings and the
future pricing of annuities.

In a defined-benefit system, the plan sponsor promises to pay
an annuity which is related to the worker’s wage history and length
of service, and hence is, in effect, wage indexed until retirement.
The employee contribution is generally a fraction of her salary.
Thus, the employer’s contribution becomes the endogenous
variable. In a pure defined-benefit scheme, unless the firm goes
bankrupt, the firm or industry bears the risk of unanticipated
changes in the real rate of return to pension assets. Thus defined-
benefit systems have the capacity to share risks more widely than
defined-contribution schemes.

7.1.2  Guidance from economic theory

RISK-SHARING GENERALLY RAISES WELFARE, hence the amount
that people are prepared to spend voluntarily on insurance. Facing
the individual with the entire risk (as in a pure defined-
contribution scheme) is sub-optimal.

OPTIMAL RISK-SHARING SHOULD TAKE ACCOUNT OF AGE.
Adjustment should avoid sudden large shocks, particularly for
pensioners and for workers close to retirement. This argument
applies even if the underlying utility function of an older person is
no more risk averse than that of a younger person, because the
welfare loss from a given adjustment will be larger for an older
person, with less time to adjust. Among current workers, those
closer to retirement have more constrained options for adjustment
than younger workers. Adjustment to pension systems should
accommodate age-related differences in the ability to accommodate
shocks.

PARTIAL FUNDING ALLOWS WIDER RISK SHARING. The
previous two conclusions apply whether or not a pension scheme is
fully funded. Partial funding makes it possible to share risks more
widely.

If (a) the target funding ratio is a binding rule, (b) any shortfall
has to be made up immediately, (c) there is no taxpayer support,
and (d) the pension plan continues to pay the benefits it promised,
the risks in an employer-sponsored scheme fall wholly on the
employer and hence on current workers, current shareholders and
current customers to the extent that additional employer
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contributions fall on wages or profits, or are passed on in higher
prices of the firm’s products. If the firm borrows to finance the
deficit (e.g. by selling corporate bonds), the costs can be shared
with future workers, shareholders and customers.

If legislation allows flexibility about timing, i.e. where a pension
scheme is allowed to accumulate a surplus or borrow to finance a
deficit, it becomes possible to share risks more widely across
cohorts. And if the system includes some tax finance, risk is shared
widely across today’s taxpayers and, if the government borrows,
with future cohorts of taxpayers.

7.1.3  Political economy: Is partial funding beneficial?

Where discretion is used well, there is a potential welfare gain from
wider risk sharing, for example the Norwegian Government
Pension Fund - Global (Norway Central Bank 2011) is
accumulating a buffer against demographic change, thus providing
some tax smoothing. On the other hand, the political risks might
be larger in a system which allows more discretion. Box 5 discusses
the central question of the counterpoint between (a) the potential
welfare gains from wider risk sharing and (b) welfare losses if the
discretion necessary to bring about such risk sharing encourages
government failure. Thus the question is whether, as an empirical
matter, political discretion is an additional risk or an additional
insurance mechanism.
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Box 5: How much discretion is optimal?
Consider the following statements:

— A major advantage of fully-funded defined-contribution pensions is that they
are transparent ex ante about how risks are shared between the different
stakeholders and, partly for that reason, are less prone to interference.

—  Partial funding in a public or occupational defined-benefit scheme plays two
important roles. One is to buffer shocks, so that short-run perturbations can
be accommodated through long-run adjustments rather than large immediate
changes. Second is to spread the costs and benefits of the pension system
across cohorts

The first statement argues against discretion; the price is that all risk falls on
current participants. The second argues that less-than-full funding makes it
possible to share risks more widely. In principle, that is possible without discretion if
the system incorporates automatic adjustments but it is not practical to design an
automatic system that works in a satisfactory way in all circumstances — at some
stage discretionary action is likely.

The second statement describes a process of long-run optimisation. The empirical
question is whether that model is a good description of the behaviour of government
or other plan sponsors. If government failure is a significant risk, policy may be
driven more by short-term political considerations than by long-run optimisation,
e.g. postponing necessary adjustment or reneging on past promises. If so, the
potential benefits of wider risk sharing may be offset by the costs of sub-optimal
behaviour, and hence be illusory.

The choice between (a) a more stringent defence against government failure but less
risk sharing and (b) wider risk sharing, necessitating somewhat less defence
against government failure is fundamental. The right answer depends, inter alia, on
the weight policy makers give wider risk sharing and an empirical view of the quality
of government in the country in question. The implications for pension design,
however, are not clear-cut. Fully-funded individual accounts are not immune from
government interference such as changing their tax privileges, interfering with their
investment decisions, or outright nationalisation (e.g. Argentina or de facto
Hungary).

THREE STRATEGIC QUESTIONS arise about risk sharing:

- Question 1: How is any shortfall measured?

- Question 2: How quickly does any shortfall have to be
rectified?

- Question 3: How are the costs of making good any shortfall
shared? In principle, risks can be shared by adjusting on
different margins:

Adjusting expenditure can take place (a) through
transfers to the pension system, e.g. from taxpayers
and/or (b) through higher contributions by workers.
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Adjusting benefits can take place through (c) reducing the
benefits of future pensioners, for example by reducing the
accrual rate and/or (d) by reducing benefits in payment,
for example through less generous indexation.

Sections 7.2, 7.3 and 7.4 focus mainly on question 3. We return to
questions 1 and 2 in section 7.5.

7.2 Risk sharing: the Guaranteed pension

As discussed earlier, in 2011, 42 per cent of all pensioners and 33
per cent of all new retirees received at least some guaranteed
pension. There is also a significant gender dimension: 51 per cent
of women retiring in 2011 received at least some guaranteed
pension. The guaranteed pension is thus an important part of the
system.

Several questions arise. Is the guaranteed pension large enough?
Is the relative size of the guaranteed pension for single people
(SEK 7,810 per month in 2012) and couples (SEK 6,697 for each
member) is the right one? Is the residence test too stringent?
These questions were considered in the discussion of adequacy in
section 4.1.2.

A separate issue is whether the guaranteed pension gives
adequate protection against inflation to people receiving their
pension. Since the guaranteed pension is indexed to changes in
prices, it protects recipients from absolute poverty, since the real
purchasing power of the guaranteed pension is maintained in the
face of inflation. However, strict adherence to price indexation
means that the replacement rate provided by the guaranteed
pension will fall over time as living standards rise. In practice, the
level of the guaranteed pension has been kept under review, and tax
changes have meant that its real value has increased.

The real value of the guaranteed pension should address the risk
of relative poverty, not only of absolute poverty. It is therefore a
matter of discussion whether indexation should be via a rule
(e.g. indexed to increases in average wages) or whether the
review process should be formalised.
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7.3 Risk sharing: Adjusting the inkomstpension in
the face of demographic change

7.3.1 Later and more flexible retirement

The problem of paying for pensions is largely the result of rising
life expectancy with a fixed retirement age. The obvious solution is
that pensionable age should rise in a rational way as life expectancy
increases. As Figure 7.1 shows, the decline in the average
retirement age has been arrested, with a slight increase in recent
years.

Figure 7.1 Average age of expected exit from labour force (individuals who
were in the labour force at age 50)
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Killa: Bearbetningar av data fran SCB:s arbetskraftsundersokningar (AKU).

Source: Compilation of data from the Labor Force Survey, Statistics Sweden. The orange line is men, the dotted line
women and the black line all.

Alongside the argument for later retirement is a separate but
increasingly important argument for more flexible retirement.
When retirement was invented, its purpose was to weed out
unproductive older workers, so it made sense for retirement to be
mandatory and complete. Since then policy has faced two opposing
trends: people are living longer, which implies that on average they
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should work longer; and countries have become richer, so that we
can afford to give people a period of leisure at the end of their
working lives. The latter policy, however, means that the purpose
of retirement has changed. Today it is right to recognize that
individuals vary widely in their preferences and personal
circumstances. Many people do not want to retire fully as soon
as they are allowed, because of the extra earnings, because
postponing retirement raises their pension, and/or because they
continue to enjoy working in their current job or another one.

Pension design should seek to raise the average retirement
age to accommodate aggregate resource pressures, but to
accommodate differences across individuals by offering choice
over how a person moves from full time work to full retirement.
It is important to be clear that facilitating such choice would be
good policy even if there was no problem in paying for pensions.
Increasing the average pensionable age imposes the cost of
adjustment on future pensioners, but flexible retirement options
allow individuals to respond in the way that suits each best. As
already noted, a praiseworthy aspect of the arrangements in
Sweden (and one which other countries will increasingly copy) is
the option to draw only a part pension.

Specifically, any well-designed pension should have three
elements:

- An initial retirement age that makes it fiscally possible to
provide a genuinely adequate pension;

- A subsequent retirement age that increases in line with rising
life expectancy in a way that is rational and transparent, so
that people know well in advance broadly when they will be
able to retire;

- Labour-market institutions (section 6.2) that allow people to
move from full-time work towards full retirement along a
time path of their choosing.

7.3.2  Automatic adjustment via the level of benefits or
eligibility age?

Founding principle 3 (section 3.2.1) is that there should be
automatic adjustment to changes in life expectancy. There are two
instruments for doing so: reducing monthly benefits actuarially to
reflect longer life; and/or increasing the earliest eligibility age.
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ADJUSTMENT VIA THE LEVEL OF BENEFITS. The chosen way of
implementing the principle is by reducing actuarially the pension a
person receives at earliest eligibility age as life expectancy rises.

When a person first draws inkomstpension, the pension is
determined by the size of his/her accumulation and an annuity
divisor based on the current life expectancy of the person’s birth
cohort estimated from historic data. If the cohort lives longer than
expected, such that the balance ratio falls below one, the costs of
adjustment fall on workers though a slower indexation of notional
capital and on pensioners through slower indexation of benefits in
payment. The problems with the brake as currently designed are
discussed in section 7.4. In the case of the premium pension, in
contrast, the annuity divisor is based on forecasts of future life
expectancy, thus imposing more of the risk on pensioners.

These arrangements raise a number of questions.

- The measurement of the annuity divisor is complicated by
the use of historic data for the inkomstpension and of
forecasts for the premium pension. The gains in terms of risk
sharing of having two different methods are not clear.

- Should the risks connected with changes in life expectancy
all necessarily be borne within the pension system? As
discussed in section 4.3, with longevity bonds risks are borne
within the pension system and uncertainty is shared with
taxpayers.

- More fundamentally, is the underlying assumption that
people will act rationally appropriate? Lessons from
behavioural economics call into question uncritical adherence
to the assumption of rationality. There is good evidence that
many people retire as soon as they are allowed to do so,
whether or not that is in their own long-run best interests or
those of their dependants. Thus a different mechanism might
work better.

ADJUSTMENT VIA THE LEVEL OF BENEFITS AND EARLIEST
ELIGIBILITY AGE. These arguments suggest that in addition to the
application of the longevity coefficient at the time a person retires,
there should also be a gradual increase in the earliest eligibility age.
If policy makers regard it as appropriate that people on average
should have a period of retirement that is half of their working life,
one option is to increase the earliest eligibility age by 8 months for
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every year’s increase in life expectancy. Thus the earliest eligibility
age is adjusted to relate the number of expected years receiving
benefit to the number of accrual years.

A simple rule of this sort, may be suboptimal in theoretical
terms: people are living longer, adding to the cost of pensions, but
that effect is partially offset by the fact that people are better off
than in the past and so can afford to spend more on retirement.
However, a simple rule has advantages in terms of transparency
and, through predictability, also political advantages; and the
existence of a rule does not prevent periodic discretionary
adjustments. If it is decided to increase pensionable age, either via a
rule or through discretion, the decision should be implemented on
the basis of the principles set out in Box 6.

In pursuing this approach, a number of surrounding factors
are relevant.

- It would be desirable to consider simultaneously the
eligibility ages for inkomstpension/premium pension
(currently 61) with that for the start of guaranteed pension
and the end of unemployment benefit and disability pension
(currently 65).

- The increase in eligibility age should not take place on its
own, but in the context of the wider labour-market policies
discussed in section 6.2.3.

- Of particular importance is to address the concerns of blue-
collar workers through training and health-promoting
activities.

Adjusting to demographic change thus has two elements: a
reduction in the monthly pension by applying the longevity
coefficient at the time a person retires, in the interests of
sustainability, and an increase over time in the earliest eligibility
age, in the interests of adequacy.

This approach has several advantages. It addresses non-rational
behaviour. The increase in the earliest eligibility age is easy to
explain to the public, not least because of similar changes in many
other countries. And it makes sense in terms of policy design
because it uses two instruments to pursue the twin targets of
sustainability and adequacy.
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Box 6: Principles for adjusting pensionable age
Any automatic adjustment of pensionable age should be based on three principles.

The increase in women’s pensionable age in the United Kingdom, announced in
1991, illustrates all three principles. The key date is April 6, 1950. For women born
before that date, the state pensionable age continued to be 60. The pensionable age
for a woman born on May 6, 1950 (one month after the key date) is 60 years and one
month, which occurred in 2010, 19 years after the legislation, for a woman born on
June 6, 1950, 60 years and two months, and so on. For women born on or after April
6, 1955, the pensionable age will be 65.

The rules should relate to date of birth, not to the date of retirement;
otherwise there will be a wave of retirements just before any reduction in the
generosity of benefits goes into effect. Such an incentive to retire is
inefficient.

Changes should be made annually, to avoid large changes in benefit levels
across nearby cohorts. Large changes are inequitable and politically difficult,
since benefits could differ significantly between people born only days apart.
The combination of large changes and rules determined by date of retirement
would exacerbate the inefficient incentive to early retirement.

Rules for changing benefits should be explicit. Automatic adjustment with
explicit rules leads to greater predictability and decreased political pressure.
Automatic adjustments may function better if based on actual mortality
outcomes rather than projections. Nevertheless, as with the indexation of
income tax brackets, there always remains the option of legislation to change
whatever the automatic rules produce.

7.4

7.4.1

Risk sharing: Adjusting the inkomstpension in
the face of economic fluctuations

Adjusting the indexation of benefits in payment

To provide efficient consumption smoothing, the real value of a
person’s benefit should not vary erratically with the level of
inflation, all the more because inflation rates can vary significantly.
The extent to which pensions in payment should be protected in
the face of inflation should take account of a range of factors.
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Workers face some risks that pensioners do not, for example,
a reduction in pay or job loss;

Older people have less time to adjust. As discussed in section
7.1, optimal risk sharing therefore implies that protection
should rise with a person’s age. The implication is not that
pensioners should be protected from all risk but that, other
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things equal, they should be exposed to less risk than
younger participants.

- DPensions also have a role as an automatic stabiliser which is
stronger if pensions adjust less-than-fully to economic
fluctuation.

Inkomstpension benefits in payment grow at the notional interest
rate minus 1.6 per cent. This method of indexation is sub-optimal
because retirees who receive no guaranteed pension face the full
year-to-year variation in wage growth and thus face as much risk as
workers. The guaranteed pension is indexed to price inflation and
the taper in Figure 1.3 to a 50:50 mix of price and wage inflation.
Thus the system gives people with small pensions greater
protection against risk, but not those with pensions above a low
level. In 2012, about 10 per cent of pensioners received only the
guaranteed pension and hence were fully protected against price
inflation, and about 59 per cent received no guaranteed pension and
thus faced the full risk of wage change. The remaining 31 per cent
of pensioners were indexed to a mix of price and wage change,
some of them mainly indexed to price change, others mainly to
wage change. As a broad approximation, around 60 per cent of
pensioners face a regime where indexation faces them with the full
risk of wage change. Unless policy makers give a very low weight
to risks faced by pensioners, this method is suboptimal. Though
optimal design suggests that retirees should face less risk than
younger people, that does not necessarily mean that they should
face no risk, hence the recommendation in section 4.2.2 that
benefits in payment should be indexed in a way that retirees face
less than 100 per cent of year-to-year variation in wages.

7.4.2  The operation of the brake"

When the balance ratio described in section 1.2.1 falls below one,
reflecting a potential long-run shortfall, the brake is applied
automatically, reducing the indexation of workers’ notional capital
and of pensions in payment. Specifically, both accruals and the
indexation of benefits in payment are based not on the rate w, but

'8 The analysis in this section draws on Barr and Diamond (2011).
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on the rate (1+w)BR-1."” These lower rates of accrual and
indexation continue until financial balance is restored. If the
balance ratio moves above one, there is period of catch-up, with
higher rates of accrual and indexation. In contrast, the discount
rate used to calculate a person’s annuity at retirement does not
change. The design of the brake has two ill-effects: it operates
sharply, and it has unintended distributional consequences.

PROBLEM I: THE BRAKE OPERATES SHARPLY. The balance ratio
fell below one for the first time in 2008 so that, given lags in
calculation and implementation, benefits were set to be lower in
2010 than would otherwise have been the case. Even without the
brake, benefits in payment were scheduled to fall by 1.3 per cent in
2010 because of slow wage growth. The automatic brake rule would
have reduced this further, the combined effect being a reduction of
4.6 per cent (Sundén, 2009, Table 2).

The magnitude of the adjustment was a result of two sets of
problems. First, as discussed in section 7.4.1, the method of
indexing pensions in payment (i.e. average wage growth minus
1.6%) is sub-optimal because it exposes pensioners to excessive
risk. Second, the measurement of the balance ratio, particularly the
estimated value of the contribution asset and the current value of
the buffer fund, reflects not only long-run factors (e.g. increased
longevity) but also short-run macroeconomic fluctuations that may
have little to do with the long-run sustainability of the system. The
problem was recognised in 1998 creating what, at the time, was an
unsolved problem.

Faced with an adjustment of this magnitude, Parliament
responded to a government recommendation by passing legislation
altering the workings of the mechanism (i.e. through discretionary
action) by averaging the buffer-fund values to reduce the initial

1Y “When balancing is activated, pension balances and pensions are indexed by the change in a
balance index instead of the change in the income index. The change in the balance index is
determined by the change in the income index and the size of the balance ratio.

‘An example: If the balance ratio falls below 1.0000 to 0.9900 while the income index rises
from 100.00 to 104.00, the balance index is calculated as the product of the balance ratio
(0.9900) and the income index (104.00), for a balance index of 102.96. The indexation of
pension balances is then 2.96 instead of 4 percent. Indexation of pensions is reduced to the
same extent.

‘If the balance ratio exceeds 1.0000 during a period when balancing is activated, pension
balances and pensions will be indexed at a rate higher than the increase in the income index.
When pensions regain the value that they would have had if they had been indexed only by
the change in the income index — that is, when the balance index reaches the level of the
income index — balancing is deactivated, and the system returns to indexation solely by the
change in the income index.” (Swedish Pensions Agency, 2012, p. 24).
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impact on benefits in payment, thus spreading the adjustment over
a longer period. For fuller discussion, see Sundén 2009.

PROBLEM 2: THE OPERATION OF THE BRAKE HAS UNINTENDED
DISTRIBUTIONAL CONSEQUENCES.  Alongside the brake
mechanism is a procedure for catch-up. The combined operation of
brake and catch-up has adverse distributional effects, explained in
Box 7 in terms of simple examples and then discussed in more
detail.

Box 7: Simple examples of the operation of the brake

The examples assume an economy where steady wage growth of 5 per cent is used as
the notional interest rate. In two years when the brake is applied the notional
interest rate is 4 per cent and during two years of catch-up 6 per cent. It is helpful
to consider two stylised cases.

Case 1: someone who is in the labour force throughout the period of brake and
catch-up. The worker is assumed to have 1000 kronor in his account when the brake
is applied, to which he adds 100 each year. In years 1 and 2, the brake interest rate
of 4 per cent is applied, in years 3 and 4 the catch-up rate of 6 per cent. As Table
7.1 shows, 100 is added to the account during year 1, with 4 per cent interest added
at the end of the year to the initial balance plus new deposit, a total of 1144 kronor.
In year 2 another 100 is deposited and the brake interest rate of 4 per cent applied
to the total. In years 3 and 4 the process is identical, except that the catch-up rate
of 6 per cent is applied. At the end of the period of brake and catch-up, the account
balance is 1672 kronor.

Table 7.1 Example of the effect of brake and catch-up on accumulation
Year Brake an cathc-up Steady indexation

Interest New  Account Interest New  Account
rate deposit balance rate deposit balance

1000 1000

0.04 100 1144 0.05 100 1155
0.04 100 1293.8 0.05 100 1317.8
0.06 100 1477.4 0.05 100 1488.6

4 0.06 100 1672.0 0.05 100 1668.1
In contrast, in the absence of the brake, a return of 5 per cent throughout would
have produced a total notional balance of 1668.1. Thus, someone working
throughout the period of brake and catch-up comes out ahead. The reason is that the
catch-up rate is applied not only to the initial balance (i.e. 1000 uprated by 4 per

cent) but to the initial balance plus the deposits made while brake and catch-up
were in effect.

The gain is larger:
— the higher are annual deposits during the period of brake and catch-up

— the longer the period of brake and catch-up, since the higher catch-up rate is
then applied to a greater volume of deposits during the brake and catch-up

W N =

101

Risk sharing



Risk sharing

@ 20137

phases; and
— the longer the period of brake and catch-up, since the higher catch-up rate is
then applied to a greater volume of deposits during the brake and catch-up
phases; and
Case 2: someone who is retired throughout the period of brake and catch-up. The
retiree is assumed to have a benefit of 100 prior to the operation of the brake. With
steady growth, the pension would be indexed by wage growth minus 1.6 per cent, i.e.
3.4 per cent. The application of the brake reduces this to 2.4 per cent; the catch-up
rate is 4.4 per cent Table 7.2 shows the pension each year for brake and catch-up,
and where steady indexation applies.

Table 7.2 Example of the effect of brake and catch-up on benefits in

payment
Year  Brake an cathc-up Steady Annualt difference
indexation
Index Pension Index Pension
1 0.024 102.4  0.034 103.4 2.0
2 0.024 104.9 0.034 106.9 1.0
3 0.044 109.5 0.034 110.5 1.0
4 0.044 1143 0.034 1143 0.0

The loss is greater:
— The longer the period of brake and catch-up; and

— The larger the difference between brake and catch-up rates relative to the
steady growth accrual rate.
Someone who retires during the period of brake and catch-up, faces a combination
of the above effects. Though the details of who gains and who loses depends on a
range of factors, the major driver is timing. The later is retirement during the period
of brake and catch-up, the more the situation resembles case 1, so that the person
may be a net gainer, the earlier, the more it resembles case 2, so that the person
may be a net loser.

In sum, the operation of the brake benefits workers and harms pensioners. For
someone who retires during the period of brake and catch-up, the balance of the two

effects depends on whether the person retires earlier or later.

Settergren’s (2001) analysis is illustrated in Figure 7.2, where the
brake is applied for 5 years with a 1 per cent lower interest rate on
accumulations, followed by one neutral year and 5 years of catch-
up, with a one per cent higher interest rate on accumulations.
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Figure 7.2 Illustration of brake and catch-up
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Source: Settergren, 2001, Figure 3.

The period of brake and catch-up restores cumulative indexing.
Thus a krona in an account before the brake has the same
cumulative value after catch-up is complete as if the brake had not
happened. However, a krona added to an account during the period
of brake or catch-up also earns the higher catch-up rate, and so is
worth more than if the brake had not been applied. Thus someone
contributing throughout the period of brake and catch-up comes
out ahead, as discussed in Box 7, because the catch-up rate applies
to the whole of a worker’s account, both the amounts that were
subject to a lower rate and additional deposits after the brake
started.

The story is very different for those already retired before the
brake starts. The increase in benefits in payment is based not on
the rate of wage change minus 1.6 per cent, but by the (lower) level
from multiplication by the balance index, also minus 1.6 per cent,
so that the retiree gets a lower benefit. During catch-up, the index
grows more rapidly than wages so that benefits are eventually
restored to where they would have been without brake and catch-
up, but without any adjustment for the years with lower benefits.
Thus in the example, retirees have lower benefits throughout the
period of brake and catch-up until the pension is restored to its
previous trend level, a loss shown stylistically in Figure 7.2 as the
area between the trend line and the line showing the lower level of
benefits during the years of slower and faster indexation.
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In sum, the operation of brake and catch-up has
distributional effects across different cohorts and, within a
working cohort, across workers with different age-earnings
profiles. Those effects are largely arbitrary. In addition,
adjustment tends to benefit younger workers and harm retirees,
which is sub-optimal since retirees on average are more risk
averse than workers.

7.5 Should risk sharing be wider?*°
7.5.1 Discussion of principles

The discussion of risk sharing thus far has considered the ways in
which the pension system in Sweden shares risk:

- The indexation of worker’s notional capital, broadly the rate
of growth of earnings, imposes the risk of economic
outcomes on future pensioners;

- The life-expectancy coefficient imposes risk on workers to
the extent that they work longer, and on pensioners if they
end up retiring on a lower pension than would otherwise
have been the case.

- The way benefits in payment are indexed imposes on
pensioners the risk of fluctuations in the rate of wage
growth.

- The brake imposes risk both on workers and pensioners,
though the operation of brake and catchup tends to benefit
younger workers and harm retirees.

These are the answers to question 3 at the end of section 7.1 (How
are the costs of making good any shortfall shared?). The discussion
in this section returns to the first two questions: How is any
shortfall measured? and How quickly does any shortfall have to be
rectified? This report does not make detailed recommendations,
not least because the area is the subject of other reports, but
indicates a possible direction of travel.

THE FOUNDING PRINCIPLES. The starting point for discussion
are two of the founding principles.

% The analysis in this section draws on Barr and Diamond (2011).
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Principle 1 (The Life Income principle), as discussed in section
3.2.1, embodies a self-imposed constraint that adjustment should
be (a) automatic and (b) falls entirely on the benefits side. We
return in section 7.5.3 to the question of what fairness between
generations means.

Principle 2: Automatic adjustment to economic fluctuations. It
follows from principle 1 that if adjustment is necessary, it should
be rapid, to ensure that each generation is self-financing. The brake
mechanism is designed to achieve that objective automatically.

Thus the constraints implicit in principles 1 and 2 are that
adjustment is (a) automatic and (b) rapid, and hence (c¢) forgoes
the potential benefits of intergenerational risk sharing. These are
the answers to questions 1 and 2 at the end of section 7.1. The two
principles together raise fundamental questions about the
definition of intergenerational fairness, the optimal degree of risk
sharing across generations, and whether or not government is to be
trusted with any discretion.

RISK SHARING AMONG PARTICIPANTS. Principle 1 is that the
system should be actuarial, and, as discussed in section 3.2.1, the
chosen method of implementing the principle was to mimic the
actuarial element in a fully-funded defined-contribution system. As
discussed in Box 8, it is mistaken to compare defined-contribution
and defined-benefit arrangements only in terms of the two corner
solutions of strict adherence to defined-contributions on the one
hand and final-salary defined-benefit on the other. It is more
informative to discuss pension design as a continuum between the
two extremes.
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Box 8: Defined-contribution and defined benefit: How much difference?

Defined-contribution and defined-benefit systems are often presented as polar
opposites, a strictly actuarial defined-contribution plan being compared with a final
salary plan. The reality is more subtle. Suppose a person’s earnings in a particular
year is 70 per cent of average earnings that year; call that variable x. Call the
average wage-indexed value of x over nyears, X , which is thus a measure of the
person’s earnings each year indexed by the rate of wage growth. X is the earnings
base on which a person’s pension in a defined-benefit plan can be determined. If n
relates to earnings in the last year before retirement, we have a final-salary plan.
But if nrelates to a person’s entire working life, and if the contribution rate has
been constant, we have a career-average defined-benefit plan in which pensions are
based on lifetime contributions compounded each year by the rate of wage growth. In
a funded defined-contributions plan, annual contributions are compounded by the
interest rate. Defined-contribution plans often have annuitisation options; defined-
benefit plans can offer a lump-sum option, as in the UK and as has become more
common in the USA. If the rate of interest and the rate of wage growth are similar,
the difference between defined-contribution and defined-benefit can be minor.

In the limit, suppose that a defined-benefit plan (a) bases benefits on a person’s
entire working life, (b) has an accrual rate that is age-related (i.e. contributions in
early years have a heavier weight, in the same way as compound interest), and (c)
offers an annuity rate that is announced only at the time that a person retires. In
that case, defined-benefit and defined-contribution converge for matching
parameters.

In the limit, suppose that a defined-benefit plan (a) bases benefits
on a person’s entire working life, (b) has an accrual rate that is age-
related (i.e. contributions in early years have a heavier weight, in
the same way as compound interest), and (¢) offers an annuity rate
that is announced only at the time that a person retires. In that
case, defined-benefit and defined-contribution converge for
matching parameters.

The conclusion to which Box 8 leads is that it would be possible
to design career average arrangements with many of the same
characteristics as the inkomstpension. This is not intended as a
recommendation but, rather, to indicate that continuing to adhere
to Principle 1 is compatible with different ways of implementing it.

RISK SHARING ACROSS COHORTS. Principle 2, that adjustment
should be immediate, is a corner solution. The opposite corner
solution is that adjustment can all be imposed on future
generations. In general, both solutions are sub-optimal in welfare
terms.

The 1998 definition of intergenerational fairness embodied in
Principle 2 is that each generation stands on its own feet. This
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argument can be assessed as an aspect of solidarity, hence as a value
judgement. But it is also possible to think of intergenerational
adjustment as combining consumption smoothing with some
insurance against adverse economic outcomes, to complement
Insurance via an annuity.

The strategic question is whether to adhere to the 1998
definition of intergenerational fairness. Underlying questions
include:

Is intergenerational risk sharing via the guaranteed pension
sufficient, or should there be at least some risk sharing via
the inkomstpension?

How should adjustment be spread across generations?
Rather than a corner solution, it might be better to frame the
issue in terms of optimal national debt.

What is the optimal time horizon for assessing the financial
health of the system? And should there be measures of the
financial health of the system other than the balance ratio,
for example projections?

In the light of the answers to the two questions in the
previous bullet, how should the buffer fund be used (a) to
provide a cushion against short-run fluctuations and (b) to
avoid the necessity for sharp adjustments to long-run
developments so that, as far as possible, adjustments reflect
trend, not cycle? The buffer fund currently represents a
funding ratio of about 11 per cent, approximately 42 years
of outgoings. Projections suggest that at the height of the
baby boom the figure will be about 2.5 years outgoings.
Would a larger buffer fund, allowing wider risk sharing, be
desirable?

- Alongside answers in economic terms is the political
economy question of the extent to which policy makers or
the electorate wish to place trust in government.

The rest of this section discusses three aspects of risk sharing.
Section 7.5.2 considers how to modify the design of the brake so as
to share risks more fairly between workers and pensioners, i.e.
continuing to adhere to principles 1 and 2. Section 7.5.3 considers a
relaxation of the full application of these principles, allowing
potential welfare gains from sharing risk more widely across
cohorts.
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7.5.2  Sharing risks differently between current participants

ADJUSTING THE INDEXATION OF THE NOTIONAL CAPITAL OF
CURRENT WORKERS IN RESPONSE TO IMBALANCE. The outcome
discussed in Box 6 — that workers gain higher future benefits at the
same time that retirees get lower current benefits — seems wrong. It
would be desirable to adjust the indexation of the notional capital
of current workers, thus ensuring that workers do not gain at the
expense of pensioners purely because the system goes through a
period of brake and catch-up.

One solution is to have two accounts for workers during a
period of brake and catch-up, one with the brake-and-catch-up
applied, the other not. At the end of catch-up, each worker’s
account is set to the lower of the two values, so that the maximum
value of the worker’s account is what would have happened
without brake and catch-up. For someone who retires during this
period, the two separate accounts could be used for two separate
benefit calculations, again with the lower of the two used to
determine benefits. An alternative approach is that taken in the
agency’s report to government in March 2012, with proposed
legislation in February 2013.* There are two gains from adopting
one of these approaches. It prevents undesirable and unintended
distributional effects; and since it avoids unintended gains, it
reduces the liabilities of the system, and thus allows the balance
ratio to be higher, thus limiting the losses of retirees.

A separate issue is the relative impacts on the benefits of
different members of a cohort of a sustained brake without catch-
up. The impacts vary, depending on the age-earnings profiles of
workers. A standard defined-benefit pension plan might respond to
a projected shortfall of funds by cutting all benefits by the same
percentage. A deviation from equal percentage cuts might take the
progressive form of a lower percentage cut for people with lower
benefits. The current brake leads to a larger percentage reduction in
benefit for workers with more of their earnings early in their
careers, since the cumulative impact of a lower notional interest
rate applied earlier in a worker’s career is greater. Since age-
earnings profiles tend to be steeper for higher earners, the brake on

2 In this alternative, new pension credits are reduced before they are credited to the
participant to take account of previous balancing. Pension credits are multiplied by the ratio
of the balance index and income index in the year before the pension credits are earned. The
ratio equals the product of all balance ratios during previous balancing periods.
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average leads to larger cuts in the inkomstpension for lower
earners.

A more appropriate adjustment might be a uniform decrease,
since it is a response to current projections of future problems in a
national system. One way to make such an adjustment is to apply
the brake not to a worker’s accumulation but to the calculation of
his or her initial benefit. Specifically, at the time that the initial
benefits of a cohort are determined, one could calculate the
percentage fall in aggregate balances for the cohort as a result of
the current brake mechanism compared with balances without
application of the brake. That percentage could be applied
uniformly to the balances of each member of the cohort, calculated
without regard to the brake, and limited to being an actual decline.

Thus a person’s initial pension would be based on his/her
accumulation subject to adjustment for (a) past economic-
performance and (b) the longevity of the person’s birth cohort.
The complication with this approach is not conceptual or
operational, but of communicating with workers and pensioners
why and how the quasi-actuarial determination of a worker’s initial
benefit incorporates an adjustment for imbalances in the past.

ADJUSTING THE INDEXATION OF BENEFITS OF CURRENT
RETIREES IN RESPONSE TO IMBALANCE. Different methods of
indexation share risks differently, and each has advantages and
disadvantages. As discussed in section 7.4.1, a significant problem
with the use of wage growth rate minus 1.6 per cent as the basis for
indexing benefits in payment is that it puts too much risk on
recipients of inkomstpension. One way to put some risk on
retirees 1s to use a weighted average of price change and wage
change. If the increase in benefits in payment is based 80 per cent
on price change and 20 per cent on wage change (as in Finland),
applying the balance ratio to the wage growth factor makes it only
20 per cent as large as if the balance ratio were applied to all of
benefit growth. Thus retirees face some risk, but less than is borne
by the future benefits of current workers, for whom the brake
applies to the full amount being accumulated toward retirement.
The resulting change in costs and risks should be considered
alongside the welfare gains from giving pensioners better
protection against risk.

Alternatively, if the present method of indexing benefits in
payment were retained, the brake could be applied to part of wage
growth, rather than all of it. For example, during stable times,
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benefits in payment could be increased by the rate of wage growth
minus 1.6 per cent, but when the brake was in effect it would be
applied to 20 per cent of wage growth. That is, for the indexation
of pension benefits, instead of using the rate (1+w)BR-1 (minus
1.6 per cent), the rate would be 0.8[w]+0.2[(1+w)BR-1] (minus
1.6 per cent).

Table 7.3 illustrates a range of cases. The first four lines
illustrate the workings of the brake for different balance ratios,
with modest inflation of 2 per cent and real wage growth that
matches the norm of 1.6 per cent. Lower balance ratios result in
lower accrual rates on a roughly one-for-one basis: an accrual rate
of 3.6 per cent (equal to the rate of nominal wage growth) with a
balance ratio of 1, 2.56 per cent for a balance ratio of 0.99, and 1.53
per cent and 0.49 per cent when the balance ratio is 0.98 and 0.97,
respectively. Benefits in payment are indexed by the rate of wage
growth minus 1.6 per cent. Thus with a balance ratio of 1 and wage
growth of 3.6 per cent, benefits rise by 1.97 per cent in nominal
terms and thus remain broadly constant in real terms. When the
balance ratio is 0.99, nominal benefits rise by 0.95 per cent, hence
real benefits fall by about 1 per cent. With a lower balance ratio, the
existing indexation rule implies that benefits in payment decline in
nominal terms, hence more so in real terms. Under the modified
indexation rule the declines are moderated by extending the time
period of adjustment, reducing the risk retirees face in any one
year. With a balance ratio of 0.97 per cent, for example, real
benefits fall by 0.63 per cent under the modified rule, compared
with about 3 per cent under the current rule.

The next four lines show the effects of lower wage growth (0.6
per cent real), hence nominal and real benefits grow roughly 1 per
cent more slowly.

The last line of the table shows the situation in 2010, based on
the balance ratio in 2008, and illustrates what happens if low wage
growth and a low balance ratio occur together. With low wage
growth (0.3 per cent), application of the balance ratio of 0.97
would have reduced benefits in payment by 4.52 per cent in
nominal terms and by 4.8 per cent in real terms. With a balance
ratio as low as 0.97 and slow wage growth, modified indexation still
faces pensioners with a loss, but significantly softens the decline. It
is a misreading to think of these events as a ‘perfect storm’ —
macroeconomic turbulence will tend to affect both the balance
ratio and wage growth, so that the combined effect is no
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accident. The design of the brake should recognise that the two
sets of events are correlated.

Table 7.3 Effect of brake and modified brake on pensions in payment*

. Nominal Nominal Benefit growth, Benefit growth, modified
Inflation wage Balance current indexation (%) indexation (%)
o - accrual
rate (%) gr((:/w)th Ratio .o (%) MNominal Real Nominal Real
2.00 3.60 1.00 3.60 1.97 -0.03 1.97 -0.03
2.00 3.60 0.99 2.56 0.95 -1.03 1.76 -0.23
2.00 3.60 0.98 1.53 -0.07 -2.03 1.56 -0.43
2.00 3.60 0.97 0.49 -1.09 -3.03 1.36 -0.63
2.00 2.60 1.00 2.60 0.98 -1.00 0.98 -1.00
2.00 2.60 0.99 1.57 -0.03 -1.99 0.78 -1.19
2.00 2.60 0.98 0.55 -1.04 -2.98 0.58 -1.39
2.00 2.60 0.97 -0.48 -2.05 -3.97 0.38 -1.59
0.30 0.30 0.97 -2.99 -4.52 -4.80 -1.93 -2.22

7.5.3  Sharing risks across cohorts

The proponents of principle 2 (immediate and automatic
adjustment) argue that it guards against government failure. That
potential gain, however, comes at a price: full and immediate
adjustment means that risks can be shared only among current
participants. Slower adjustment makes it possible to share risks
more widely, with the potential welfare gains discussed in section
7.1.2. Thus there are potential advantages to modifying the brake
to reduce the likelihood of sharp shocks.

SLOWER ADJUSTMENT: SHARING RISKS ACROSS COHORTS. It is
useful to have some automatic adjustment of the notional interest
rate in the face of prospective problems of long-run sustainability.
However, as recent experience has shown, the way the balance ratio
is calculated can have a sharp impact on workers and retirees. While
the balance ratio declined mainly because of the fall in asset values
in the buffer fund, the ratio can also move with other variables,
being based on only a few years of actual data, rather than on a

2 Indexation of benefits in payment under the current brake is [(14+w)BR-1] minus 1.6%
and under the modified brake 0.8[w]+0.2[(1+w)BR-1] minus 1.6%. In both case, the
accrual rate of workers’ account balances is [(14+w)BR-1].
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projection that includes the extent to which recent history is
thought to be permanent.

To spread the impact of a decline in the balance ratio, the brake
could follow the suggestion of Auerbach and Lee (2009), and phase
the impact of the balance ratio on the notional interest rate. The
intuition is that, other than for a small adjustment, less than the
full brake is applied; thus the period of adjustment is longer, so
that the change to the system in any one year is smaller.””

The amount of adjustment should depend on whether the
problem is one of long-run sustainability only, so that there is time
to adjust, or whether there is also an immediate need to improve
net cash flows. The latter could occur when the funding ratio
declines to the point where significant immediate adjustment is
necessary. Though a cash-flow problem is possible if the constraint
of full funding is relaxed, it is less likely in a national system with
considerable automatic adjustment and an adequate buffer stock of
financial assets.

Strict adherence to Principle 1 in designing the brake creates
problems in the relative treatment of retirees and workers, for
which there is no apparent normative justification.

RISK SHARING FROM OUTSIDE THE INKOMSTPENSION? In the
approach just discussed, risk sharing takes place within the
inkomstpension by using the buffer. An alternative approach
would be to have a guaranteed pension which rises automatically
during adverse economic circumstances and falls when times are
good (analogous to a petrol tax stabiliser), in which case risk
sharing 1s financed from outside the inkomstpension. The
advantage is of wider risk sharing, but with the risk that
governments will increase the guaranteed pension during bad times

2 “That is, when the brake is in effect, the adjusted net rate of return, i;a , is given
@ r=(1+r)b -1

At low values of b, this mechanism implies a near confiscation of pension wealth, a not very
desirable outcome if one is trying to spread fiscal burdens among generations. We, therefore,
consider a generalized version of the balance mechanism in which equation (4) is replaced

by:
) 1 (U )1+ A, ~1)]-1.

where r and b are defined as before and A e [0,1] is a scaling factor. Setting A=1 results in a
brake like that in equation (4); when A < 1, full confiscation will result only when b reaches
1-1/A <0. Setting A=0 eliminates the brake mechanism, and a positive value of A that is too
small will still fail to provide adequate financial stability’ (Auerbach and Lee 2009, p. 54).
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but claw back the increase only incompletely. For that reason, this
approach is not recommended.

WHAT ROLE FOR DISCRETION? Box 5 discussed the
counterpoint between tighter defences against government failure
but at a price of forgoing the welfare gains of wider risk sharing.
The desirability or otherwise of discretion should be seen in that
context.

Given the earlier history of pensions, strict adherence to
principles 1 and 2 at the time of reform in the 1990s is
understandable. There are two sets of arguments why that policy
might usefully evolve. First, it may well have been necessary to
have a firm version of those principles at the time of the reforms as
a swing of the pendulum against the faults of the old system. But
after 15 years of successful reform it can be argued that the changes
are embedded; the political economy of pension design has
changed for the better, reducing the likelihood that limited
discretion would be abused. Second, there is today greater
sophistication about formulating budgetary rules and monitoring
compliance with them. Third, recent events have shown that a
system that is completely automatic in all circumstances is not
possible. Thus a process is needed for non-automatic adjustment.

One approach is to have a procedure for periodic review. The
potential gains from such a process are twofold: it allows risks
arising from economic fluctuations to be shared across cohorts;
and it makes it possible to adjust the system in response of risks
other than economic fluctuations, notably changing social needs.

Assisting long-term financial sustainability. Governments tend to
be rapid in responding to good news, for example that it would be
possible to increase benefits or decrease contributions while
preserving projected sustainability. Thus the risk of having a
system where the primary means of adjustment is through the
political process is that changes may be too large or too focused on
current generations. On the other hand, governments tend to be
slow in addressing a need to reduce benefits or increase
contributions, hence the advantage of an automatic mechanism to
take on the political heavy lifting of addressing projected
unsustainability. Hence, too, the important role of the independent
periodic review, whose remit includes potential adjustments to the
rules for the indexation of notional capital, to the discount rate
used to calculate a worker’s initial benefit, and to the indexation of
benefits in payment. The remit also includes consideration of
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desirable replacement rates for the guaranteed pension and
inkomstpension.

A half-way house between fully-automatic adjustment and a
discretionary system is to establish automatic adjustment as the
default, but with a lag in execution of (say) six months during
which legislation would be possible. The system of automatic
indexation of the thresholds for personal income tax in many
countries has this feature. In this model the brake would be the
default rather than a legal mandate. To some extent this approach is
built into the system in Sweden, since the balance ratio is calculated
in February the year before it is applied, giving time for legislative
adjustment to manage the system (this is the mechanism which was
used to attenuate the operation of the brake in 2010).

Adjusting to changing social needs. It is necessary periodically
to make changes to a pension system to reflect changing social
needs, e.g. the discussion of joint-life annuitisation in section 4.3.
Another recent example in many countries is the ability of
unmarried partners to share pension accumulations in the same
way as married couples.

The review is intended to guard as much as possible against
government failure, for example where a government postpones
necessary adjustment or phases it in slowly on a timetable
determined by short-run politics rather than prudent long-term
management of the pension system. To that end, two features are
important. First, the review should meet at legislatively-
specified times, say every five years; certainly at least every ten
years. Secondly, the review should be non-party-political and
independent, for example with the status of a Royal
Commission.

7.6 Conclusion

There are four ways — separately or in combination - in which
the operation of the brake could be improved. While continuing
to adhere to principles 1 and 2, it is possible to share the risks of
macroeconomic fluctuations among existing participants more
fairly:
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- By applying the two-account mechanism or an analogous
adjustment to accounts during build-up to avoid an
unintended increase in accumulations.

- At the time of retirement, applying the cumulative effect
of the brake over a cohort’s working life to the calculation
of each worker’s initial benefit, thus applying the brake as
a uniform percentage across all members of the cohort,
thus avoiding redistributive effects that arise solely from
the profiles of earnings relative to the timing of the brake
and catch-up.

- By applying the balance ratio only to part of the wage
growth rate for the purposes of indexing pensions in
payment, thus giving retirees, who are less able to adjust,
relatively greater protection than workers.

It is possible to share risks more widely across cohorts by
retaining automaticity as the primary form of adjustment, but
allowing some relaxation of the strict application of principles 1
and 2:

- By slowing down the operation of the brake along the
lines suggested by Auerbach and Lee, thus reducing sharp
impacts on workers and retirees.

- By legislating the timing and construction of an
independent periodic review.
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8 Sustainability

Sustainability is important for reasons much wider than prudent
economic housekeeping. What matters is not only sustainability per
se, but also that the finance of the system is robust enough to avoid
short-term volatility in benefits. A central purpose of pensions is as
a long-term institution to enable people to redistribute over their
life cycle. Sustainability is thus an element in risk sharing, to avoid
sharp, short-run shocks. Many of the topics discussed in the
previous section are therefore directly relevant.

The biggest problem is the clash between the long-run needs of
sustainability and the short-term pressures of politics. Political
sustainability depends on agreement about the level of pension
benefits (section 4) and the age from which they are paid (section
7.3) and, more broadly, on the way risks are shared (section 7).
Economic sustainability depends on political support for
contributions sufficient to pay for those benefits and on whether
timely adjustments are politically feasible.

MARGINS OF ADJUSTMENT.** Earlier sections discussed three
dimensions:

- The notional interest rate (section 7.4.2) addresses the
inflation risk and in part also labour-market risk;

- Adjusting for changing life-expectancy (section 7.3)
addresses demographic risk and assists efficient consumption
smoothing;

- Indexation of benefits in payment (section 7.4.1) addresses
the inflation risk.

THE TIME SCALE FOR ADJUSTMENT. The guaranteed pension is tax
financed and the inkomstpension has a buffer fund , which offers
partial protection against short-run fluctuations, and the tax-
financed element makes it possible to spread risks widely across the

** For fuller discussion, see IMF Fiscal Affairs Department (2011).
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current generation and, through borrowing, across future
generations. These elements do not sidestep the need for
adjustment to long-run change, but create a measure of freedom
over the time scale. As discussed in Box 5, such flexibility can be an
advantage or disadvantage depending on the quality of governance.

HOW ROBUST IS THE SYSTEM? The sharp decline in equity prices
in 2008 led to a fall in the value of the buffer fund of 21.3 per cent
(Sundén, 2009, p. 2). As discussed in section 7.4.2, this decline
contributed to a 3.28 per cent drop in projected assets relative to
projected benefits. Thus a person claiming benefit one year after
the application of the brake faced a 3.28 per cent fall in benefits
that year. The balance period is projected to continue for several
years. The system was in catch-up in 2012 and 2013 but in 2014 the
balance ratio is projected to fall below 1. The discussion in sections
7.4 and 7.5 questions whether adjustment as sharp as that which
took place was necessary.

That said, by design the system is more robust than a fully-
funded defined-contribution arrangement. In the face of economic
fluctuations, the brake affects the annual return to a person’s
accumulation but not the capital value of his or her previously-
accumulated notional capital. If a decline in the value of assets of
21.3 per cent experienced in the Swedish system were to occur in
an individual defined-contribution account for someone on the
verge of retirement, the result would be a 21.3 per cent drop in
benefits at retirement and in each subsequent year. Thus
pensioners in Sweden did not fare anything like as badly as the
worst sufferers under fully-funded DC account (i.e. people who
retired in 2008). On the other hand, the loss was spread more
widely both in terms of pensioners and over time — a consequence
of wider risk sharing.

WHAT IS THE REAL SUSTAINABILITY ISSUE? In many countries,
the sustainability issue is that rising life expectancy and/or political
short-termism lead to current or projected spending on benefits
that outstrips contributions. The system in Sweden avoids this
problem since its central design feature is that benefits are
actuarially connected to contributions. Thus a decline in the value
of the contribution asset, other things equal, leads to a decline in
the present value of a person’s pension, and increased longevity,
other things equal, maintains the pension in present value terms
but pays a lower monthly pension, commensurate with increased
life expectancy. Since adjustment is all on the benefits side, the
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issue is not one of sustainability but of potentially declining
adequacy (section 4) and of uncertainty, given the sharp operation
of the brake (section 7.4.2).

A number of strategic question arise:

- Is the size of the buffer fund broadly appropriate, or would a
larger or smaller fund have strategic advantages?

- Should the operation of the brake be liberalised, to enable
the buffer fund to be used to extend the time period of
adjustment? The argument for some flexibility is that a
buffer fund makes it easier to accommodate short-run
fluctuations. Used well, the mechanism makes it possible to
share risks across current and future cohorts; used badly —
for example failing to take action early enough to address
threats to long-run sustainability — impose inefficiently high
costs on future cohorts.

- Does the current regime encourage optimum risk taking by
the managers of pension funds, both in terms of the buffer
fund and the premium pension, or does it encourage an
inefficiently conservative approach?

Sweden is in the fortunate position that the 1998 reforms were

designed from the ground up to provide sustainability, so that
there is no need for emergency measures.
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9 Disability pensions

MEASURING DISABILITY. A central difference between old-age
pensions and disability pensions is the ability to measure whether
the insured risk has occurred. With old-age pensions the key
variable is whether or not a person has reached pensionable age,
which is easily measurable in any country with the capacity to run a
system of birth certificates. With disability pensions, in contrast,
the key variable is whether or not someone is disabled — an issue
which raises inherent problems both of definition and of
measurement.

The simplest system of disability pension awards benefit on the
basis of a binary variable — a person has long-term health problems
which prevent paid work, or he/she does not. Or a system might
classify a person’s disability as (say), 25 per cent, 50 per cent, 75
per cent, or total. In all these cases, policy is based on a scalar.
However, the entire enterprise of boiling down different
dimensions of ill-health into a unique, objective scalar is
misconceived. Suppose that we have a vector of different attributes
of health for a given individual:

[bb bZ) eee y bn’]

The only way to convert this vector into a scalar is to multiply it by
another vector,
(@, Wy oo, W],

where w, is the weight we attach to b, etc.
Saying the same thing, we could express each element in the first
vector as a score out of 100 and then calculate the average. A

simple average implicitly assumes that we weight all elements
equally. Alternatively, we could take a weighted average.
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Measuring health thus faces strategic problems. Though
government cannot duck the problem of deciding a scalar level of
disability pension (i.e. €X) for an individual, any decision depends
on both (a) the accuracy with which the hi are measured and (b)
the value judgement implicit in the choice of weights, w,.

The problems of quantifying the ; are intrinsic and insoluble.
Even if there is an objective measure of the clinical facts:

- The effect of a given injury on productivity will vary by type
of work. If I lose the little finger of my left hand in an
accident, it will reduce my typing speed but not otherwise
interfere with my academic capacities, hence no issue arises
of paying disability pension. If I were a concert violinist, my
playing career would be over.

- The extent of a person’s disability can vary on a day-by-day
basis.

Even in principle, therefore, there is no unique answer. It is
therefore not surprising that problems arise.

ADDRESSING DISABILITY. For any measure of disability, policy
includes (a) paying a cash benefit and/or (b) helping to find a
match between the person’s abilities/disabilities and suitable paid
work, the latter embracing questions both about the nature of the
work and whether full-time or part-time.

Issues that arise are a shortage of suitable jobs, hence
problems about moving the partly-abled into paid work. These
are important issues, both because of the cost of benefits and,
more importantly, because having a suitable job on average has a
considerable beneficial effect on a person’s welfare. Discussion
needs to involve social policy expertise, clinical expertise and
labour-market expertise.
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10 Occupational and voluntary
pensions

Alongside the mandatory national system are voluntary pensions.
The term ‘voluntary’ has different meanings. A pension can be
voluntary for the individual, for example, 401 (k) plans in the USA.
Or a pension can be voluntary for an industry, but workers may be
obliged to belong to the employer scheme (as in the Netherlands),
in which case the pension is voluntary for the worker only to the
extent that he or she could choose to work in another industry.
This is the case of occupational pensions in Sweden, outlined in
section 1.2.5.

VOLUNTARY INDIVIDUAL PENSIONS. As Figure 1.1 shows, this
part of the system in Sweden is small.

Voluntary pensions should be kept under review to ensure
suitable quality assurance and the availability of simple savings
products with low administrative costs, so that small pension
savings accounts (typically of people with low earnings) are not
eroded by charges. Since it is mainly better-off people who make
use of voluntary pensions, any tax advantages should be limited.
The earliest age at which it is possible to draw pension from a tax-
advantaged scheme should also be kept under review.

OCCUPATIONAL PENSIONS are a significant part of the system
(Figure 1.1), with about 90 per cent of employees covered by
collective agreements. They are an important part of retirement
income, especially for people with earnings above the cap.

Though a detailed critique of occupational pensions is outside
the remit of this report, it is important to consider the pension
system as a whole, as discussed in section 2. More specifically, the
national system and occupational pensions should be considered
together to ensure that they are complementary in providing
consumption smoothing and insurance in ways that assist labour
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mobility, later and more flexible retirement, and risk-sharing that
offers greater protection to older than to younger people.

From that perspective, occupational pensions raise a number of
1ssues.

- Complexity: the system is complicated and, within that, each
scheme is complicated. It is not clear how the complexities
contribute to the achievement of desirable objectives.

- Integration with the national system has several aspect. First,
the pensions test for the guaranteed pension should include
occupational pension benefits as well as the inkomstpension.
Second, harmonising retirement ages in occupational plans
and the public system is desirable to avoid unnecessary
labour-market distortions.

- Labour mobility: occupational pensions can restrict labour
mobility, particularly for older workers whose pension
entitlement includes a significant defined-benefit element.

- Later and more flexible retirement: occupational pensions
should comply with the characteristics of good design set
out in section 6.2.1. Current arrangements can restrict the
labour supply of older workers in a number of ways:
contributions that rise with age or income can create
incentives for employers to grant early retirement if this is
cheaper than continuing to employ the worker; or a scheme
may have a low retirement age. Mandatory retirement is
particularly bad design.

- Risk sharing: how much investment risk should a worker
face? The move towards defined-contribution occupational
schemes raises the question of whether the system, with a 2.5
per cent contribution rate for the premium pension and 4.5
per cent for occupational pensions, faces workers with too
much investment risk.

- Family structure: as in the national system, there is no
option to share pension wealth between spouses or partners
on divorce.

Though the sponsors of occupational plans, understandably,
wish to maintain their autonomy, those rights should not be
considered in isolation, but set alongside the national need for a
pension system which fosters labour mobility, longer working
life, flexible retirement options and well-designed risk sharing
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across the system as a whole. It would be desirable to phase out
features which hinder the achievement of these objectives. As
discussed in section 4.2.1, the case for gradually increasing the
cap over time should be part of that review.
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11  Conclusion

11.1 Formulating pensions policy

A considerable strength of the process of making pensions policy
in Sweden is its basis on agreement across political parties. This
approach is desirable because it helps to make pension institutions
more durable. Since a primary purpose of pension systems is to
provide consumption smoothing over a person’s lifetime, long-run
institutions are desirable, with reforms brought in carefully. The
approach, however, depends on (a) attitudes that are consensual
and (b) a capacity to take a long-run view. That both have been the
case in Sweden since the mid-1990s is not a guarantee that either
will necessarily continue — both will need maintenance.

The major responsibility for strategic policy design lies with the
Pensions Group, comprising all the major parties at the time of
reforms in the 1990s.

The Pensions Group is an institution that works and should
be preserved. A number of questions arise:

- The Green Party was not in Parliament when the original
reforms were being discussed. Should the Green Party be
added to the Group?

- Should the Pensions Group be extended beyond the political
parties, e.g. to include representatives of workers and
employers?

- Should there be a periodic review of membership?
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Broad conclusions

Recommendations and suggestions for discussion appear at
relevant places in the text, and are summarised in the Executive
Summary. This section is therefore brief.

11.2.1 Strengths and weaknesses

The strengths of the system are the following.

The system involves all interested parties and is run
consensually.

Partly as a result, there is long-run support for the broad
strategy.

The system scores well in terms of adequacy for most people.
Coverage is high because (a) the guaranteed pension is based
on residence, and (b) employment rates are high for both
men and women.

The system adjusts benefits actuarially for a delayed start to
pension, and also allows a worker to draw less than 100 per
cent of his/her pension.

Sustainability is built into the strategic design of the system.
Thus the system was able to cope with the turbulence caused
by the economic crisis.

The system has a number of weaknesses.
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Since the NDC design places all adjustment is on the
benefits side, sustainability has priority over adequacy, apart
from poverty relief via the guaranteed pension.

Adjustment to rising life expectancy, by adjusting pension
benefits at the age of 61, places heavy reliance on rational
behaviour. If people continue to retire at broadly the same
age as at present, benefits will over time become less
adequate.

The design of the system takes insufficient account of
changes in family structure.

Occupational pensions can impede labour mobility and later
and more flexible retirement.

The indexation of benefits in payment faces retirees with
excessive risk.
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- The design of the brake mechanism means that adjustment
(a) may be too sharp and (b) has the unintended effect of
benefiting workers at the expense of retirees.

11.2.2 Strategic issues

PRESERVE A CONSENSUAL APPROACH. The pension system is not
in crisis. Thus it is better to reform somewhat later on the basis of
wide and continuing consensus than to reform sooner at risk of
destabilising long-run political support for the system.

OBJECTIVES OF THE SYSTEM. As part of the process of building
and preserving consensus, it would be useful to encourage public
discussion of (a) the objectives of the system and (b) the relative
weights that should be accorded to each. A particular debate
should be about whether it remains necessary to take a strict
interpretation of the founding principles discussed in section 3.2.1.

As discussed in section 7.5, principle 1 (the Life Income
Principle) and principle 2 (automatic adjustment to economic
fluctuations) taken together, imply that adjustment to any
imbalance should be (a) automatic and (b) rapid. The result is a
system which, in principle, is immune from government failure, but
with at a price of limited risk sharing. Thus the two principles raise
fundamental questions about risk sharing and the definition of
intergenerational fairness.

A strategic question is whether strict adherence to principle 1
should continue, or whether policy design should allow for wider
risk sharing. The argument for strict adherence is to minimise the
scope for government failure. The argument for at least some
relaxation is that intergenerational adjustment can be thought of as
combining consumption smoothing with some insurance against
adverse economic outcomes, to complement insurance via an
annuity. Assessing the balance between these two sets of
arguments should consider whether the political economy of
reform today is more supportive of limited discretion than was the
case 15 years ago and, if so, what institutions (e.g. a periodic
independent review) would give the best combination of flexibility
and caution.

HOW MUCH RISK SHARING? Issues discussed in section 7
include that optimal risk sharing should take account of age, the
potential welfare gains from sharing risk across cohorts, and the
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move towards defined-contribution arrangements in occupational
pensions.

HOW MUCH CHOICE? The analysis in section 5 lends support to
a mandatory national system, so that workers have no choice in
that part of the system over how much to save. However, the
analysis suggests that choice in connection with the premium
pension is too great, and that a simpler system with considerably
less choice for most workers would have advantages.

11.2.3 Policy directions

ADJUSTING FOR CHANGES IN LIFE EXPECTANCY (section 7.3.2).
Instead of adjusting to rising life expectancy only by reducing
pensions at the earliest eligibility age, there should also be a gradual
increase in the earliest eligibility age, the first element to ensure
sustainability, the second in the interests of adequacy. This policy
direction raises the question of whether increases should be ad hoc
or whether earliest eligibility age should be indexed to changes in
life expectancy.

LATER RETIREMENT BUT MORE FLEXIBLE RETIREMENT. There is
general agreement that additional life expectancy should be divided
in some sensible way between extra years of work and longer
retirement.

- It is important that the inkomstpension continues to be
increased broadly actuarially for a delayed start to benefit
(section 6.2.1).

- It would be useful to review the design of occupational
pensions to seek ways to assist (a) labour mobility and (b)
later and more flexible retirement (section 10).

- It would be useful (a) to check that that the fixed cost of
employing a worker is small, to avoid creating an incentive
against part-time employment and (b) to review employment
law with the aim of reducing transactions costs and legal
uncertainty where a worker wishes to downshift at his/her
existing employer (section 6.2.3).

- Additional policy directions concern the productivity of
older workers and policies to change attitudes (section
6.2.3).
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ADJUSTING THE RELATIVE TREATMENT OF INDIVIDUALS AND
FAMILIES.

- It would be useful to discuss whether the relative size of the
guaranteed pension for single people and couples is the right
one (section 4.1).

- Given the high incidence of poverty among single pensioners
(section 4.1), it would be useful to discuss whether to
encourage or mandate joint-life annuitisation in the national
system and occupational pensions, to ensure adequate
pension benefits for a surviving spouse (section 4.3).

- Given increased fluidity in family structure over time, there
is a good argument for an option to transfer implicit or
explicit pension capital between partners at divorce (section
4.3).

INDEXING BENEFITS IN PAYMENT. The method of indexation
should be adjusted so that retirees face less than 100 per cent of
year-to-year variation in wages (section 4.2.2). Specifically,
inkomstpension benefits in payment should adjust less than wages,
as with a mix of price- and wage-indexation.

THE BRAKE MECHANISM. Some unintended consequences of the
design of the brake mechanism are discussed in section 7.4.2 and
possible reform directions in section 7.5. One approach is to share
risks between current participants differently (section 7.5.2). A
more radical approach is, in addition, to share risks more widely
across cohorts (section 7.5.3). The latter approach implies less than
strict adherence to the founding principles.

11.2.4 Topics for discussion

THE DESIGN OF THE GUARANTEED PENSION (section 6.2.2). Does
the taper of 100 per cent/48 per cent of the pensions test in the
guaranteed pension cause significant adverse labour-supply
incentives? If so, should the design of the taper be adjusted?
Should the guaranteed pension be subject to an affluence test to
screen out those with the highest incomes?

THE CONTRIBUTIONS REGIME. Though there is no significant
concern about coverage currently, it is important to continue to
monitor contribution densities to make sure that more varied
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forms of labour-market attachment do not compromise
consumption smoothing (section 4.2.3).
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