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EUROPEAN UNION PENSION
REFORM OUTLOOK

RUTH PASERMAN1

I have been asked to talk about the background to the European
Union’s work on pensions. The European Commission takes the
approach of looking at pensions overall: public pensions,
occupational pensions, and private pensions. The aim is to see
whether the overall package delivers adequate pension provision
in a sustainable manner.

I will not talk about in detail here about public pensions, but I
should mention that legislation on coordination of social security
schemes exists. This legal framework is based on cooperation
between the member states. This means you can move between
countries in the European Union. One of the main principles of the
European Union is free movement of workers. It follows from that
principle that workers can and should be allowed to move around
Europe and take their pensions with them. This is made possible by
coordinating social security schemes, in particular the Pay As You
Go public systems. It is a preoccupation that goes back a long way
in the European Union. The first regulation dates back to 1958. It is
currently governed by Council Regulation No 1408/1971.

As regards occupational and private pensions, there is currently a
move towards more legislation. As I said, social security schemes
are coordinated to enable freedom of movement for European
Community citizens under Regulation 1408/1971. Workers can
move around Europe and their contribution period in the different

1 Deputy Head of Unit Social Protection, Social Services European Commission DG
Employment, Social Affairs and Equal Opportunities.
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schemes in the European Union is added up and used to calculate
their benefit, which is then paid in their country of domicile. This
concerns the statutory pension, the Pay as You Go scheme. There
is no comparable scheme for supplementary pensions.

For supplementary pensions, there are of course all the insurance
directives. There has been a directive on safeguarding the
supplementary and pension rights of employed and self employed
persons moving around the Community since 1998. There is the
famous Directive 2003/41, which addresses the supervision of
institutions of occupational retirement provision (IORP) which is
relatively recent. The Commission is also currently proposing a
new directive on portability of supplementary pension rights in
order to ensure that, if workers move around the Community, they
can also maintain their supplementary pension rights when moving
from one job to the other.

Since 2000, policy coordination has started. There are discussions
on various pension reforms that take place at European level, the
idea being to enable mutual learning and policy exchange. Policy
is coordinated by means of the so-called “open method of
coordination” which covers social inclusion, pensions and
healthcare and long term care. Basically, the Commission and
member states of the European Union set common objectives and
agree indicators; then member states produce national reports, and
then there is a joint evaluation, which leads to a synthesis report.
The open method of coordination brings together different
experiences and facilitates mutual learning and the exchange of
good practice. This is done via committees whose members are
high-level representatives of member states, in the social
protection committees (representatives from Social Affair
Ministries) but also linking with Economic Policy Committees
(representatives from Finance Ministries) and the Employment
Committee (representatives from Labour Ministries).

Why have this policy coordination, which is relatively recent?

I think that we have found that member states depend on each
other, that there are similar challenges, that they can learn from
each other in policy design and that, in a way, it also gives
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legitimacy to difficult reforms. Member states look around, and
see what your neighbours have done in other countries. Maybe
national governments also say, “The European Commission says
we have to do this”. I mean, we play the bad guy quite often. I
have to say, too, that the introduction of the open method of
coordination has also led Member States to look at pension issues
not only from the point of view of public finances and financial
sustainability but also taking into account the adequacy of pension
provision for future pensioners.

When we look at pension systems, there are three main objectives:

1) Generally linked to adequacy: to insure an adequate level of
income on retirement, so that retirement income is a
reasonable substitute for your income before retirement. So,
the objective is not only poverty prevention.

2) Of course, sustainability: we want to ensure systems are
sustainable in the long run, that they don’t explode. As you
know –and it has been discussed by various speakers– the issue
of public pensions sustainability has been, and still is, crucial.

3) Finally, there is the issue of modernisation. By modernisation
we mean reforming the old Pay As You Go system, based on a
model of society that doesn’t exist any more. It is no longer
the case that there is a single, male bread-winner in the
household, who works his whole career, possibly with no
career breaks, and possibly all his life with the same
employer. There are many more broken careers because of
longer spells of unemployment in Europe, because there is
now a need for greater mobility, changing between jobs. Also
because there are more women in the labour market, and they
take more career breaks; all these aspects have to be integrated
into pension models.

The synthesis report that we produced in 20061 identified various
policy challenges. The main policy challenge for Europe is the

1 http://ec.europa.eu/employment_social/social_protection/docs/2006/rapport_
pensions_final_en.pdf
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issue of working longer. More people have to work longer.
Unemployment is very high in Europe, but this is not only a
question of getting more people into work. It’s also about people
actually working until their retirement age, rather than retiring at
61 – this is the current average exit age from the labour market in
the EU. Life expectancy is increasing and the main way to
improve the sustainability and the adequacy of people’s pensions
is to ensure that the period of inactivity does not increase at the
same rate as life expectancy. The increase in life expectancy, these
extra two or four years that we will live, has to be balanced
between activity and inactivity.

A lot of reforms are trying to focus on strengthening the link
between contributions and benefits so that there are stronger
incentives to keep on working and to declare work to increase
one’s pension entitlement.

There is also a lot of debate on minimum pensions, minimum
provision incomes for the elderly and social pensions, as
mentioned this morning by Robert Palacios. This is because on the
one hand of the stronger links between contributions and benefits
and on the other because of the the changes in society mentioned
above. These mean that there is an increased possibility that
people will not have a full contributory history. Some countries
predict that the number of people who do not reach the minimum
level of contributions will increase, leading to a need to increase
the social assistance component. I have to say that other countries
take the opposite view, that the more women enter the labour
market and acquire their own rights, the less need there will be for
minimum pensions.

There is an issue of improved governance which has also emerged:
basically, member states have realised that it is not such a good
idea to reform pensions in the 1950s and then never to look at
them again for 40 years; people get very upset when they are
suddenly asked to work an extra two years or to increase
contributions. So, now pensions are constantly on the agenda of
European governments, to ensure overall acceptance of the need
for reform.



Ruth Paserman / European Union Pension Reform Outlook

267

Over time, the other point which has emerged as a common policy
challenge (and it is the theme of the conference) is the issue of
private pensions.

There is a lot of interest in private pensions in Europe because,
as previous speakers have said, most actuary schemes expect
replacement rates to decrease in the future and we expect this
decrease to be partly compensated by supplementary pension
provis ion.  So,  in  th is  s ty l i sed  example  on theore t ica l
replacement rates in Europe, the statutory pension used to
provide about 55% of replacement income, with about another
10% coming from occupational and private pensions. The
expectation overall in Europe, is that the statutory pension will
only provide around 40% in 2050, but that this will be
compensated by a rise in additionally funded pensions and extra
pension entitlements accumulated because people work a
couple of years longer.

Figure 1
TREND OF REPLACEMENT RATES AT A GIVEN AGE

A trend toward a decline in most statutory schemes

Source: Stylised illustration from ISG results on gross replacement rates.
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The contribution of privately managed schemes to the income of
retired people is clearly expected to increase, but I would like to
stress that, in Europe, certainly in all EU member states, Pay as
You Go pension schemes are still expected to remain the principal
source of income for pensioners.

In order to give you the data for Europe, and to look at the
coverage of the workforce, we have divided countries into four
groups.

Coverage of private pension provision is: low, medium, high,
or very high, according to whether it is below 10%, between
10% and 50%, between 50% and 90%, or over 90% — the
la t t e r  in  the  coun t r i e s  wi th  ve ry  s t rong  coverage  o f
occupational pension schemes: Sweden, Denmark and the
Netherlands.

We have also broken down the current private pension
contribution to the income of retired people into four groups: low
or ineligible: below 10%; medium: between 10% and 25%; high:
above 25%; and very high: over 50%, but no country is currently
in this situation in Europe.

Figure 2

Source: Prepared by the author.
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The only country for which private pension provision provides a
high contribution of pensioners’ income, outside the countries
with very strong occupational schemes, is the UK, but this
contribution is still below 50%. And in a substantial number of
countries the contribution of private pensions is extremely low or
currently negligible. I stress “currently”, because it is expected
to rise in the future. This is what member states expect. In some
countries, with Latvia being the prime example, big changes are
occurring. These countries expect to jump from almost no private
pension provision to a substantial mandatory private pension
provision, with more than 50% to come from this source. A lot of
other countries have similar expectations: Lithuania, Denmark,
Estonia. Even Italy, for example, expects substantial private
pension provision. Italy had a system which was completely Pay
As You Go. They have introduced pension reforms which count a
lot on a part of pension provision to come from privately-
managed pensions.

Table 1
CURRENT SITUATION

Source: Prepared by the author.
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There are quite a lot of changes expected but nonetheless, the Pay
As You Go system cannot be forgotten because it constitutes the
bulk of current pension provision.

In the next year, we will issue a report in which we will continue
analysing private pension provision in the EU Member States, and
we will be looking at many issues which have been mentioned by
previous speakers.

We are going to be looking at transition costs: the impact of
changing from “PAYG” to “Funded Provision”.

We are going to be looking at the problems caused by a big
accumulation phase, which, as mentioned this morning, are
greatly underestimated. We are going to look at the issue of
information requirements, and all the problems to do with the
financial literacy of the general population and how they can be
guided (I think that was one of the words used this morning)
towards rational choices.

Figure 3
CURRENT SITUATION AND EXPECTED EVOLUTION IN

SELECTED COUNTRIES

Source: Prepared by the author.
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Financially, we are going to be looking at administrative costs.
You know that administrative costs vary quite substantially in
pension funds and, as was mentioned by a previous speaker, a 1%
difference in charges makes a lot of difference overall. He was
talking about inflation, but I would talk about administrative costs,
the effect is the same; the cumulative effect of 1% higher costs
from administrative charges is really quite substantial. This is
really a subject for investigation.

Figure 4
INTERNATIONAL EXPERIENCES OF ADMINISTRATIVE COSTS–

CAN THESE BE LOWERED?

So I think that I would conclude here. I would just like to mention
here that the overall structure of pension systems is becoming
more complex.

The role of the state is not diminishing in its complexity. Although
the state may no longer be the direct provider of the financial
component, there is still quite a role for the state, to ensure a

Source: Prepared by the author.
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sound regulatory framework for all the different phases which are
necessary, to ensure supervision, to develop information and
financial literacy.

I would like to conclude by stressing that whatever the modalities
of pension provision, public or private, the challenges remain the
same:

– How to manage the risk of life expectancy
– How to ensure adequacy

of pension income for groups which are not the average wage
earner, working exactly 40 years in a good career, and to ensure
that the outcome for all individuals is adequate.




