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Observations* on

“The Modernisation of the Pensions Framework:

Securing Sustainable Adequacy”
(Malta, Draft 4.0, 24 August 2004)
The Modernisation report is a thorough analysis of the current public pensions system in Malta and proposed reforms. It sets out a sound set of values on which the proposals are based. The following observations deal with selected sections of the report. The observations do not deal with proposed transition measures. References in parentheses are to pages in the report.

Background
Pensions are transfers of resources from active workers to inactive retired persons at the time the pensions are paid. Amounts paid in pensions, which pensioners then convert into goods and services that they consume, are equal to consumption (and investment) which workers forego. The goods and services which workers and pensioners share are all produced by workers at the time pensions are paid, and workers’ disposable income is reduced by the amount of resources they transfer to retired persons. Thus, support of increasing numbers of retired persons is possible only if output grows - only if economic growth is sufficiently robust to generate the resources to be transferred to retired persons without unduly depriving active workers.
 

A broader question is how in the future relatively smaller proportions of active workers can produce the goods and services which the entire population requires? Will productivity increases and capital investment fill the gap? Will immigration – in the numbers required – meet the shortfall? Clearly, everywhere, the retirement age will have to increase, not just to make public pension schemes sustainable, but to take into account both increases in the expectation of life at the higher ages and the need for workers to produce goods and services. Pension scheme provisions which encourage withdrawal from the labour force (e.g. through early retirement or disability retirement) must be removed from the schemes.

Pensions are long-term undertakings, and the political and economic perspective should be similarly long-term. Reforms to public pension schemes are difficult to agree (since they often involve decreases in benefits). Strenuous efforts are inevitable, but necessary, to obtain a political consensus on reforms. Reforms must be implemented over long periods so as not to disrupt plans of persons who will shortly become beneficiaries.

Modernisation report proposals

The Modernisation report proposes:

· Continuation of the non-contributory means tested scheme

· Pillar 1 – a mandatory contributory defined benefit social insurance scheme targeted at poverty avoidance

· Pillar 2 – mandatory (initially voluntary) occupational schemes which, along with Pillar 1, will ensure a ‘decent standard of living’

· Pillar 3 – voluntary (tax sheltered) supplementary schemes

Poverty avoidance/Income maintenance 

It is sometimes held that a single public pension scheme which strives to achieve the dual objectives of poverty avoidance and income maintenance will not achieve either objective. Rather, the two objectives require different schemes. 

It may be that the non-contributory (tax-financed) means tested scheme (p. 4) and the Pillar 1 minimum pension guarantee (p. 53) provide poverty avoidance protection.

Pillar 1 seems to be much stronger than a programme principally targeted at avoiding poverty. The current earnings cap for Pillar 1 contributions and benefit calculations is Lm 6,750 (78% higher than the average wage; partially adjusted for price inflation (p. 20)) giving a maximum pension (after 30 years of contributions) of two-thirds of this amount, Lm 4,500. The earnings cap is about one-half of the regular income of a senior public officer (which would result in a pension of about 1/3 of the public officer’s remuneration, not an insignificant pension).
 (p. 43)

Pillar 1 thus appears to continue to have an important income maintenance role.

Supplementary protection

It is well-accepted that non-state provision of retirement protection should be encouraged through occupational schemes and private arrangements. In order for these schemes to be set up, there must be ‘room’ for them to operate. This can be achieved by having a low cap on earnings for calculation of contributions and benefits in the public defined benefit scheme
 or a high cap, but with a low replacement rate.

One cannot be sure that mandatory (funded) occupational schemes will (along with Pillar 1) produce the expected ‘decent standard of living’ desired in the report. There are many variables which can affect this: type of scheme, extent of participation, level and continuity of participation, investment performance, ….
 While governments should be encouraged to promote supplementary schemes, they cannot assume that they will absolve the government of responsibility for the financial circumstances of their retired populations.
 For example, the report refers to a Pension Compensation Fund which would compensate participants in the event of insolvency of their funds and in certain other circumstances. (p. 30). Much more generally, if pensions fail to provide a decent standard of living, it is the government (i.e. taxpayers) which will – for political reasons – be called upon to be the ultimate provider.

The report deals with the regulatory and other arrangements which Pillar 2 will require. (p. 25) Pension schemes (public or private) which invest the schemes’ reserves can only operate if there is proper regulation concerning recognition of property rights, securities markets, the banking system and accounting standards. Regulation of private pension schemes is in addition to these fundamental regulations. The cost of setting up a system and employing the highly-trained professionals necessary for pension scheme regulation is not negligible. A public social insurance scheme (operated by a government department or a statutory body reporting to the government) with a board of directors does not require regulation by an independent regulator. The state (i.e. the legislature) is the ultimate regulator of such a scheme

Arrangements for the transfer of acquired rights and the attributed funds when individuals move from one scheme to another (portability) can be complex. (pp. 27, 30). The issue of portability does not arise with a single public scheme (e.g. Pillar 1). Nor does the issue of possible liquidation of contributors’ accounts in the event of changes of employment; an action which can render their retirement pensions inadequate. (pp. 31,32)

The problems associated with conversion of lump sum benefits into annuities by multiple annuity providers should not be underestimated. (pp. 31, 32). The components of the price of an annuity are administration expenses and estimates of future mortality levels and investment income. Administration expenses should be negligible (but this is not always so). The pace and possible extent of future mortality improvements are uncertain. This uncertainty is exacerbated if conversion of lump sums to annuities is voluntary, since healthy persons will opt for annuities and unhealthy persons will choose another means of drawing down their lump sums. Indexation of annuities
 means investments must be largely in indexed bonds and these are issued almost exclusively by governments; consequently annuity providers will all be investing mainly in the same securities.

The report refers to the investment of pension funds. (p. 26) The OECD has published guidelines for the investment of occupational scheme funds, and the ISSA has developed guidelines for the investment of social security funds (see www.issa.int). It is noteworthy how some partially funded public schemes have separated the administration and investment functions and taken advantage of private investment management expertise. (See, for example, the Canada Pension Plan Investment Board and the Government Pension Investment Fund in Japan.)

Clearly, Decision of Principle 16 (p. 34) is correct. Further studies must be undertaken to elaborate Pillar 2. For example, it is not entirely clear from the report in what proportions the PAYG Pillar 1 and funded Pillar 2 are expected ultimately to provide income maintenance for retired persons. This is obviously related to the contribution rates (and earnings caps) for the two pillars and the extent to which contributions to Pillar 1 are diverted to Pillar 2. It is also unclear which is preferred: multiple schemes or a single state Pillar 2 scheme? (p. 26)

An alternative which does not seem to be addressed in the report is: Would it be desirable to (a) redesign the defined benefit Pillar 1 and (b) partially fund this Pillar? The redesign could, for example, aim at a Pillar 1 replacement rate of 40% to 50% of actual earnings with the balance of income replacement provided by supplementary occupational or private schemes. This would imply an increase in the earnings cap (which would also expand the contributions base). Actuarial studies could indicate what alternative redesigns are sustainable within the pension scheme contribution rate desired.
 

This leads to another question: If the basic (Pillar 1) scheme provided income replacement of 40% to 50%, would it be necessary to mandate Pillar 2? Or, would the manifest need to supplement the basic scheme along with tax benefits be sufficient to induce persons to voluntarily join supplementary occupational and private Pillar 2 schemes?

Retirement age

A public pension scheme can be made financially sustainable by increasing the contribution rate or reducing benefits. The former alternative is generally unacceptable.
 In a contributory scheme, raising the retirement age is one means of reducing benefits since pensions will be paid for shorter periods and contributions received for longer periods. This measure can also contribute to maintaining national output. It is proposed in the report that pension age be raised (from 60 for females, 61 for males) to 65. (p. 37) Clearly, this is a desirable measure as the following table of life expectancies and normal retirement ages for public schemes in selected countries indicates:
Life Expectancy
 

at 65 (in 2002-05) 
Normal
(males and females)
Retirement Age

Males
Females

17.4


61
60

Malta

18.0


65
60

Austria, Italy

18.7


65
64 (2005) 
Switzerland




Males & Females

16.7-18.4


67

Denmark, Iceland, Norway, USA (from2027)

16.4-20.2


65

Canada, Germany, Japan, Netherlands, Spain,

United
Kingdom (females from 2020)

18.7


flexible from age 61
Sweden

_________

Life Expectancy Source: World Population Ageing 1950-2050, Population Division, United Nations Department of Economic and Social Affairs (ST/ESA/Ser.A/207), New York.
In fact, many persons retire before the normal retirement age by opting for early retirement (p. 39) or acquiring a disability pension (p. 40). The effect of early retirement can be neutralized (and the attraction of this option reduced) by applying actuarial factors to calculate reduced pensions at ages lower than the normal retirement age which are equivalent to those acquired but payable at normal retirement age. The award of disability pensions can be controlled by strict application of rules governing the award of disability pensions (and possibly by strengthening the existing rules pertaining to the award of disability pensions). Inducements can be provided in the pension scheme to encourage workers to remain in the employed labour force after the normal retirement age.

Another way of regarding the appropriate retirement age is to consider the ratio of the potential retirement period to the potential working period. At age 60, in Malta life expectancy of males and females combined is 21.5 years in 2000-2005 and is expected to rise to 25.9 in 2045-2050. When the social insurance pension scheme was set up in Malta in 1956, if life expectancy was, say, 17 years
, then for a 40 years potential working career (age 20 to 60) the proportion of the average retirement period to the potential working period was 42%. In 2000-2005 this proportion had risen to 54% and it is estimated to be 65% in 2045-2050. To maintain the original 42% ratio the current retirement age would have to be raised to around age 65. (Combined life expectancy at age 65 in 2000-2005 is 17.4 years. Dividing this by a potential working career of 45 years (age 20 to age 65) gives 39%.) Another question, of course, is whether an average retirement period equal to around 40% of the potential working period is appropriate in the first place. 

Many countries are facing rapidly declining old-age support ratios (see footnote 1), and are grappling with the issue of an appropriate normal retirement age. Clearly, the normal retirement age must increase, and it is desirable that populations be prepared for this certainty.

Contributions

Contributions are 10% of basic salary (subject to a ceiling) by employed persons and by their employers plus a State Grant of one-half of the total contributions.
 The contribution income is applied to provide old-age, invalidity and survivors pensions, sickness and maternity cash benefits, work injury benefits and unemployment benefits. In addition, the State Grant is applied to pay for health care, social assistance and family allowances. (p. 21)

It is intended that health care be separated from social security cash benefits. (p. 46) Sound financing and management of social security programmes requires that contributions be allocated to separate accounts maintained for each benefit branch (e.g. pensions, work injury, etc). Otherwise, the performance of the individual benefit branches and underlying trends are obscured, and necessary remedial measures are deferred. (p. 47)

An income replacement scheme seeks to replace regular earned income from employment which is lost due to the occurrence of a contingency covered by the scheme. Unearned income is excluded from the benefit calculation and the contribution base. Alignment of the social security earned income contribution base and the earned income for income tax purposes simplifies reporting for employers, and improves compliance with the social security scheme contribution conditions. (p. 41)

Specific observations
The maximum Pillar 1 pension after 30 years of contributions is 2/3 of the best three of the last ten years of earnings. This implies an accrual rate of 2.2% per year on earnings subject to contributions and for calculation of pensions. Clearly, contributors contrive to withdraw from the scheme or otherwise seek to cease contributing once they have reached the maximum contribution period which generates benefits. It is proposed that the contribution period for a 2/3 pension be increased to 40 years (p. 42) which would produce a benefit accrual rate of 1.7% per year. While this would largely alleviate this anomaly, if retirement age is increased there will still be some workers who will be expected to contribute during periods when they will not be acquiring benefits. An accrual rate of, for example, 1.25% per year could be applied without a maximum contributory period (assuming the earnings cap is revised). (pp. 41,42)

The Pillar 1 best three of final ten years earnings basis for assessing earnings on which the pension is calculated invites manipulation. This sort of final earnings formula was necessary before computers enabled records to be kept accurately over long periods. Pensions can now be based on full career average earnings adjusted for wage increases until the time pensions are awarded. Refinements such as dropping out years of low earnings and crediting earnings can be introduced.

Health care

The Modernization report deals with pension provision in Malta. It is important to remember that the ageing of the population portends major increases in the cost of health care, increases which may indeed be more difficult to deal with than those in the pensions scheme.

W.R. McGillivray, F.S.A.

Chief, Studies and Operations Branch

International Social Security Association

Geneva

October 2004

* These observations do not represent an official position of the International Social Security Association. They are based on the text of the Modernisation report. The appendices to this report and the 2004 World Bank report were not available.


� Support ratios refer to the number of potential active persons (workers) available to support other sectors of the population. The total support ratio is the number of persons aged 15 to 64 divided by persons at other ages. The aged support ratio is the number of persons aged 15 to 64 divided by those aged 65 and over. For Malta, according to World Population Ageing 1950-2050 (Population Division, United Nations Department of Economic and Social Affairs (ST/ESA/Ser.A/207), New York), these support ratios are:





Support ratio	1950	1975	2000	2025	2050


Total		1.5	1.9	2.1	1.6	1.4


Old-age		10.3	6.9	5.4	2.7	2.1





While the total support ratio varies modestly over the century, there is a shift from support for (relatively inexpensive) youths to (costly) aged persons. 


� The 1983 social security reform in the USA which raised the normal retirement age from 65 to 67 in 2027 is being implemented very gradually from 2000. The full effect of the increase in retirement age in 2027 will apply to persons who were born in 1960, i.e. who were age 23 in 1983.


� This assumes that actual pensions received are generally what the benefit formula indicates they would be. Presumably this has been investigated elsewhere.


� For example, in Canada, the UK and the USA.


� Projected replacement rates in defined contribution schemes are very sensitive to assumptions which are made regarding these factors. The actual replacement rates can vary greatly from those projected. (See p. 26.)


� It is curious that the report focuses to such an extent on setting up Pillar 2 arrangements when these are presently facing severe difficulties. See, for example, The Economist of 11 September 2004, p. 18 and 16 October, pp. 33-34 and the Turner report to which the articles refer.


� The report (p. 32, Decision of Principle 13) refers to indexing annuities to wages. This means that the pensions of retired persons will not only be protected against cost of living increases, but they will also participate in increases in productivity. While retirement pensions should be indexed, this indexation often only takes into account changes in the cost of living.


� This alternative may be alluded to in parts of Chapter 01 of the report. Indeed, the question raised may be dealt with in part by the World Bank (ref. pp. 34,35), but this is not clear from the report. See also the remark at the top of p. 48.


� But note that in Canada the contribution rate was raised to create a reserve fund.


� Fewer early retirements and a consequent increase in the actual age of retirement can be a result of defined contribution schemes which result in pensions at normal retirement age that are lower than participants expected. They then have no choice but to continue working (if they can and if employment is available). 


� The true combined life expectancy at age 60 in the mid-1950s is unknown. Life expectancies in 2000-2005 and 2045-2050 are from World Population Ageing 1950-2050.


� The contribution rate for self-employed persons is 15%. This means that self-employed persons are now subsidised by employed persons and/or the State Grant. It is proposed that the contribution rate for self-employed persons be raised to 20%. (p. 45)


�  Except as an employer, the state usually does not make a specified contribution to a public pension scheme. The intention is that the scheme be financed by the potential worker beneficiaries and their employers without a transfer of resources from other taxpayers who may not be potential beneficiaries.





