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Response of the TASC/Trinity College Dublin
Pension Policy Research Group to the Green Paper
on Pensions

Section 1 A ‘glass half full’ Perspective on the Future
Sustainability of State Pensions

The response of the TASC/Trinity College Dublin O)ension Policy Research Group
is in three parts. Section 1 addresses demograpiucsustainability issues, Section 2
considers costs, returns and risks and SectionaB deth public and private pension
provision and policy options for eliminating pens2o poverty. The tables and figures are
numbered sequentially within each section.

One of the key issues surrounding future pensiomigion is the sustainability of
first tier or State pensions. Issues of sustaiitghbdre dealt with in Chapter 3 of the
Green Paper which is in turn informed by Merce28(Q7) review of the Social Insurance
Fund (SIF) carried out in 2005 and revised in 2007.

In introducing this topic the challenges are laid olearly, although it could be
argued that the Green Paper overall takes a ‘¢lassempty’ rather than a ‘glass half
full’ perspective. Solutions to address issuesubdire sustainability, for example, at the
macroeconomic level, are presented in somewhataiymic terms. Figure 3.4, for
example, reproduced below as Figure 1.1, outlineseaario where the exchequer would
be obliged to raise €12bn in additional taxes ia p@ar to meet the increased age related
spending with obviously a devastating impact ondbenomy. The reality, of course, is
that we have several decades to plan for incresisending in this area.

Chapter 2 of the Green Paper identifies the denpiigachallenge that frames the
discussion of the future sustainability of pension€hapter 3. All commentators agree
that the challenge will reflect the projected titom from our current position of
experiencing a low level pensioner support ratiefi(ebd as those aged 20 to 64 divided
by those aged 65 and over) to one that will be mhigher by the middle of the century.
However, great uncertainty remains regarding loagnt projections, particularly in
relation to migration which has always been the troopredictable factor shaping Irish
demography. Figure 1.2 shows that different assiomptregarding migration produce
different support ratios 40 to 50 years into thefe. Most population projections adopt
conservative assumptions when going beyond a Zfbtgear timeframe and both the
Mercer and Connell projections underlying Figur2 dssume that there will be relatively
low levels of net in-migration in the medium to ¢pterm. These are consistent with the
M1 (low migration) assumption used by the CenttatiStics Office (CSO) in generating
its latest population projections. On the otherchdre ‘high migration 1’ and ‘high

1 TASC is an independent think tank committed taaalcthinking leading to progressive social chaitge
Ireland. The members of the TCD Pension PolicyeResh Group are Peter Connell, Information Seryices
Gerard Hughes, School of Business, Anthony McCadbépartment of Social Studies, and Jim Stewart,
School of Business.



Figure 1.1 lllustrative Macroeconomic Effects of Increasifaxes to Raise an Extra

. €12 billion
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migration 2’ assumptions, which assume high netigration after 2031 produce lower
pensioner support ratios. It is worth noting thidtlee projections suggest that the ‘total
support ratio’, which is the population aged 20 @4, divided by the sum of the
population aged 0 to 19 and 65 and over, doeshastge dramatically over the period.

Figure 1.2 Pensioner Support Ratio (20-64: 65+) Projections
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Assumptions regarding future trends in migrationstriake into account a wide
range of factors, in particular patterns of ecormogmowth in Ireland and in the EU. High
Gross National Product (GNP) growth in Ireland vglimulate demand for labour and
generate in-migration while, at the same time, goidehe affordability of State pensions
by raising the pensioner support ratio and enhgnitia state of the public finances. It is
obvious that any attempts to project future tremd&NP growth represent a hazardous



task. However, it is significant that Mercer’s Aatial Review of the SIF, which informs

the Green Paper, adopts a very conservative assummegarding long term growth in

the Irish economy, with projected growth of 2 penttper annum between 2021 and
2056. This assumption is set in the context ofdsemm the last 25 years in Figure 1.3
which tends to highlight the somewhat pessimistiture of this assumption. In fact all

economic scenarios presented in Appendix D of tleeckt review are more pessimistic
than this 2 per cent ‘central scenario’.

Figure 1.3 Past Trends and Future Projections in Migratioth @NP

Past trends and future projections in migration and GNP
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By 2051, however, the cumulative difference in thiege of the economy, given
alternative assumptions regarding GNP growth, cbeldjuite significant. Growing at 2
per cent per annum in the period 2021-2051 the aognwould be 181 per cent larger
than at present; growing at 2.4 per cent per annu2@21-2051 it would be 205 per cent
larger. The discussion on the sustainability ofifetState pensions in the Green Paper
focuses on the growing proportion of GNP that Wwél required to fund the SIF and that
the deficit in the SIF will grow to ‘unsustainablievels as a proportion of GNP by the
middle of the century. However, quite small chanigesur assumption relating to future
GNP growth can have a significant effect on the sizthe denominator. The scenario
presented in Figure 1.4 increases the dominatoidyper cent, thereby reducing the
proportion of GNP required to sustain the pensigstesn. Apart from the fact that this
exercise illustrates the potentially significanteet of varying assumptions about future
economic growth, it also highlights the essentialer of economic growth in
underpinning the sustainability of future pensions.



Figure 1.4 Past Trends and Future Projections in Migratioth GNP — Alternative
Scenario
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At several points the Green Paper makes referencthe fact that pension
systems in many European countries have undertalgmficant reform in the last
decade in response to growing crises in sustaibhabiVhat the Green Paper gives less
prominence to is the fact that most of these syst@r@ much more generous in terms of
income to pensioners than the Irish State systairtlaat Ireland’s demography is almost
unique when it comes to its current high Pensio8apport Ratio (PSR). This is
graphically illustrated in Figure 1.5 which showsttonly Poland has a PSR close to the
Irish level. Furthermore, this positive positionllvwbe sustained for the next 30 to 35
years with Ireland having a comparative advantage all European countries until the
2040s. Ireland’s PSR will only reach the currentdpean average in about 25 years
time.



Figure 1.5 Projected Pensioner Support Ratios
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While it is true that the Irish PSR will fall momguickly than other European
countries, this simply reflects the uniquely pagtposition in which we currently find
ourselves. The same argument applies when it came®oking at overall State
expenditure on old age benefits. Figure 1.6 shbasinh terms of the proportion of GDP
spent on old age benefits, Ireland is in quite aon@lous position, certainly when
compared to other western European countries. Taer(Paper states that:

As in Ireland, rising public pension spending isancern in many countries.
Although Ireland has a longer timeframe than mosprepare for the coming
challenge, the increase that we are set to exmeriever the period to 2050 is
roughly three times greater than the European gee(®SFA, 2007: 26)

Again, our starting point is quite different andwenuch more favourable than
most European countries. In Chapter 3 the GreererPapggests that age related
expenditure could reach 13 per cent of Gross Dam€sbduct (GDP) by 2050. Figure
1.6 shows that it has already reached levels glote to that in a number of the larger
European countries.

The Green Paper outlines a range of policy opteomed at securing the financial
and social sustainability of future pensions. Thastide:

Raising retirement age

Increasing share of the population at work
Increasing exchequer savings

Easing upward spending pressures
Improving the economy’s productive capacity
Increase contribution rates



Figure 1.6 Percentage of GDP Spent on Old Age Benefits
% GDP spent on old age benefits
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Focusing on the first two of these it is apparéat ireland is again well positioned
relative to our European neighbours. As Table hdws, a number of countries face
significant challenges in raising the labour fopaeticipation rates for those aged 55 to
64. Countries such as France, Italy, Belgium andtda have male participation rates
that are over 50 per cent lower than Irish rateBe Bituation regarding female
participation rates is somewhat different with dred’s low rates reflecting the historic
legacy of low female participation rates in the @®and 1980s. However, the current

Table 1.1 Labour Force Participation Rates for Those Aged5 in EU Countries

Males Females

Austria 39 20
Belgium 38 21
Denmark 67 53
Finland 51 50
France 41 34
Germany 51 33
Greece 56 49
Ireland 65 34
Italy 42 20

Netherlands 57 33
Portugal 59 43
Spain 59 25

Sweden 71 67
United Kingdom 66 47
EU15 52 33

EU25 51 32




low rates are certain to change as the higherggaation rates of women in their 20s, 30s
and 40s feed through to the older age groups irfufuee. This is not to ignore the fact
that policy initiatives are required to increase trarticipation rates of married women
into the future.

Reflecting these high participation rates is thet fhe average Irish exit age from
the labour force is 64.1 years compared to an EB@&rage of 60.9. Apart from
retirement age, the financial sustainability of engion system is also affected by life
expectancy. Increasing life expectancy has beerobttee factors affecting the solvency
of pension schemes in recent years. A key congidardere is life expectancy at
retirement age. Figure 1.7 shows that in Irelarmdise the combination of high average
retirement age and relatively low life expectaneguits in a shorter time span for which
pensions must be paid. In this regard Ireland hasenin common with emerging
economies such as Latvia and Estonia than wittwastern European neighbours.

Figure 1.7. Gap Between Retirement Age and Life Expectancy

Gap between retirement age and life expectancy
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Of course, it is the case that improvements indpectancy in Ireland have been
quite significant in recent years. This is confidngy recent CSO reports showing that
male life expectancy at birth has increased byy®ars for males and 4.9 years for
females between 1986 and 2005. While much of thiravement reflects increased life
expectancy among older adults, Ireland still lagisibhd most western European countries
in this regard and is not closing the gap withdbantries with the best life expectancies.
Table 1.2 shows that male life expectancy at 6®iper cent shorter and for females 11
per cent shorter than in Switzerland. In the mediemm it is likely that Ireland’s
combination of a higher retirement age and lowferdixpectancy will continue to confer



on it a comparative advantage when it comes tdfittacial sustainability of its State
pension system.

In assessing the sustainability of the Social lasce Fund (SIF), the Mercer
review suggests that PRSI contribution rates wawddd to increase by 78 per cent to
allow the fund to break even in 50 years time. 8des are also presented showing the
impact of State subventions to the fund. It isaiety the case that contribution rates are
very low when compared to most other western Elaomeuntries. If we are to meet the
challenges that the country’s changing demograpitlypese — the kind of challenges
currently being encountered by our neighbours + thes difficult to resist the argument
that we need to increase social contribution redesomething approaching the rates in
these countries.

Table 1.2 Life Expectancy at Age 65 in EU Countries

Male life expectancy | Female life expectancy

at 65 at 65
Austria 16.9 20.2
Denmark 15.9 19.0
Finland 16.5 20.4
France 17.1 21.3
Germany 16.5 20.1
Italy 16.8 20.5
Netherlands 16.2 19.8
Norway 17.0 20.5
Portugal 16.2 19.6
Sweden 17.4 20.6
Switzerland 18.0 21.4
UK 16.2 19.1
IRELAND 16.0 19.3

Decisions in this area are essentially politicalopg®sals put into the public
domain last year to cut PRSI contribution ratelse@lwith a further proposal to remove
the contribution ceiling, would result in a net wetlon in contributions to the SIF. This
would appear to run counter to a genuine commitrteensing the State pension as a key
instrument in providing a decent level of income fature pensioners. If the State
pension is to play this role then the range ofgyobptions outlined in the Green Paper
designed to support the financial sustainabilitytred SIF all need to be teased out and
other policy options explored. For example, neitiherMercer review or the Green Paper
explore the option of applying PRSI to other sosroé income, such as capital gains,
beyond those on which it is currently levied.

The ‘glass half empty’ view of the future sustaiigb of State pensions
inevitably leads to an argument in favour of gre@tévate pension provision. In fact, the
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Green Paper (DSFA, 2007: 210, par. 14.8) is quipdi@t in stating, “as pressure builds

on the cost of Social Welfare pension provisiore tieed for greater private pension
saving will grow if income adequacy in retiremesttd@ be maintained for all”. The year

2009 marks the centenary of the introduction of riieans-tested Old Age Pension in
Ireland at rates of from one shilling to five simfjs per week (see Table 1.3). Its
introduction had a transformational effect on ot overty and greatly enhanced the
status of older people. O’'Grada (2002) has arghatlit represented “the most radical
and far-reaching piece of welfare legislation eedéh Ireland in the twentieth century”.

Right through 1908, while the enabling legislatimmas being debated, the financial
sustainability of the scheme was questioned. It bél argued in later sections that one
hundred years later, the current debate on futensipn provision in Ireland provides an
opportunity to position the State pension as a ikeyrument in delivering adequate

incomes for our current and future pensioners.

Table 1.3 Rates of Payment of Pensions in 1909

11



Section 2 Costs, Returns and Risk
BACKGROUND

The Green Paper is an extensive document (251 pagésstates that it builds on earlier
reports (DSFA, 2007: 2, par. 1.1) — such as thdoNal Pensions Policy Initiative
(1998), the National Pensions Review (2005), arel rport on Special Savings for
Retirement (2006), which are all substantial docuisie

As well as discussing areas covered in previousrtgpthe Green Paper also
discusses areas not covered are inadequately coirerearlier reports. For example,
there is an extensive discussion of social welfaasions (Chapters 5 and 6) and a
recognition that costs in terms of tax expendituaes high and detailed estimates are
given (bid: 106). Costs in terms of administering pensiohestes are also given
recognition (bid: 186-9).

There are several key assumptions made in the Grager. One of these is that:

It is generally accepted that individuals shoulkktaesponsibility for providing a
retirement income by saving during their workingek. (bid: 2, par. 1.4).

As a consequence of this assumption the Green Btgies:

As pressure builds on the cost of Social Welfaras: provision, the need for
greater private pension saving will grow if incom@equacy in retirement is to be
maintained for all.ibid: 210)

The Green Paper views: “Social welfare pension edipere represents the liability
of the State to provide an income to those who laneady retired’ipid: 108, par. 7.44),
but omits to say that this liability arises becaw$esocial security contributions — for
example the minimum number of contributions willubte from 260 to 520 by 2012.
While it is the case that social security basedsjpers are not actuarially fair, this is as a
result of State policy.

In order to make the case that public pensionpamding is ‘not sustainable’, the
Green Paper shows a graph of projections of theafd®ublic Service pensions, the cost
of Social Welfare pensions and both combined (FEdIB of the Green Paper) all from
2007 until 2050ipid: 27). However, the graph does not make clearftbat 2035 all
retiring civil servants will be in receipt of an@®Age Pension and with coordination this
will reduce the cost of civil service pensions dmahce public sector pensions. This has
the effect of transferring part of the cost of tsérvice pensions to the State Old Age
Pension systemlid: 28-9, par. 13.16).

A number of issues are not discussed in the Gregrer. For example, whether
pensions should be viewed as savings or insur&@uath.approaches to pension provision
result in very different systems of pension desigd outcomes.

An insurance based system is based on a cer@balpility that payments will be
made. A savings system results in a certain payoresrawdown. As a result in order to
produce the same stream of payments pension cotdriis based on insurance
principles must necessarily be lower than pensamiributions to produce a savings fund
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which forms part of an estate and can be inherAedndividual insurance based pension
scheme could be calibrated so that individual éfgectancies influenced the size of
insurance premia. Those with shorter life expentanould pay lower premia for the
same level of pension payment (see Stewart: 104-5).

The issue of whether pensions should be fundetbisdiscussed in the Green
Paper. There is some discussion in an appendixetdNational Pensions Review which
recognises that the debate on funding fails togeise that a pension system, whether it
is organised on a funded basis or as a Pay-as-Qo{Rr§YG) system, requires the
transfer of future output to future retired pers@¢8tewart, 2005: 61). In some cases
claims have been made that funding can improve auoan performance through
increased savings rates, or the provision of reghitel. Both of these claims have been
made in previous reports by the Pensions Boardateubot included in the Green Paper.

Viewing pensions as equal to savings leads to dseres such as returns and
risk. There is a limited discussion in the Greapd? on the nature of risk, although one
of the questions for consideration is whether “pe@e sufficiently aware of the trade-
off between risk and the return on investments?SKB, 2007: 147). There is a
discussion in the Green Paper comparing the diyparreturns between 1980-1999 and
the period 2000-2003, but there is no discussioto éikely future returns. The issue of
risk and uncertainty is discussed later in thissigkion.

RETURNS

The Green Paper cites returns of 9 per cent onigrerisnds for the period of
February 1997- February 200bi¢: 155, par. 10.35). If charges are deducted (assumed
in the Green Paper at 1.5 per cent) and an allosvBoranflation is made (approximately
3 per cent per annum) returns are 4.5 per centBealthe Green Paper does not discuss
why such returns might continue in the futureislassumed that a portfolio approach to
investment as in the discussion on managed pefsmmhreturns will ensure that returns
are positive. This in turn leads on to the quaests to who will manage funds and
organise the collection of pension contributionsl amsbursement of payments? All of
these activities result in costs in terms of charga key question to consider is how to
ensure these costs are transparent and how thdyt toég controlled, but this is not
identified as a key question in the Green Papee (&®en Paper, p. 198). A related but
important issue is that there is considerable tianan charges so that charges may be
higher for smaller schemes and for individual pensisuch as Additional Voluntary
Contributions (AVCs) and insurance products.

The net effect of pension provision in the privegetor through complex financial
products with a potential life span of 60 yearsnwre is that the pensions industry
requires extensive regulation. While the GreenePajpuestions whether “increased
regulation” has increased cosigiq: 191, par. 12.99), the Green Paper does not make the
case that effective regulation can benefit firmshie pensions industry by removing the
threat of ‘unfair competition’ through minimum stirds and disclosure by those
providing pension services. However this raisesissue of what is ‘fair competition’.

The Green Paper states: “That active competitioheénmarket place should lead
to downward pressure on the costs of services geovio funded supplementary pension
arrangements” but also goes on to comment thabwittetailed information on charge
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levels it is not possible to state if this is ornigt the case in the Irish supplementary
pensions market placefb{d: 191, par. 12.104). The Green Paper also ackugste
that: “There is a lack of detailed knowledge of tkest of providing funded
supplementary pension arrangements in a voluntggyme in Ireland” ipid: 194, par.
12.120).

There is thus little evidence on which to base qliThe Green paper does
consider how this ‘information deficit’ might be gr@ssed by the Pensions Boailud;
195, par. 12.122), but this issue is not regardea ey questiorikfid: 198).

WHAT IS THE PROPOSED SOLUTION TO REGULATORY ISSUB$ THE
GREEN PAPER?

The proposed solution to charges in the Green Fapgneater transparencipid: 196.
par. 12.131), and education (“the inclusion of fical planning in the school
curriculum” (bid: 184, par. 12.54). But the Green Paper also resegrthat current
market structures are inherently uncompetitive.r &mample the Green Paper states:
“Life companies have a number of actual and deofasdnopolies in the provision of
certain products and services to the pensions nmpalce” (bid: 192, par. 12.106). In
addition, market concentration also exits in thevgion of advisory and administration
services ipid: 193, par. 12.114). This poses a particular miobhs the Green Paper
recognises that “trustees rely on professional ideyg” (bid: 185, par. 12.59). Indeed
the same firm may both act as a trustee and prgriofessional advice, leading to issues
of conflict of interest.

However, despite the recognition in the Green Papéarherently uncompetitive
markets, the Green Paper specifically rejects obmiwer chargesilfid: 193, par.
12.115).

COSTS AND RETURNS

Costs in terms of charges are important in affgcteturns but if returns are high and

risks are low, costs are of less significance. &@mple, if mean returns are 20 per cent
per annum, costs 1.5 per cent, and annual inflasi@hper cent, real returns are 14.5 per
cent. But with lower returns, costs and risks bezanore important. Since the Green

Paper the economic environment has changed:

* Low growth

* Reduced population inflows or possible populatiatflows
» Falling government tax receipts

» A credit crisis and falling stock markets

It is likely that Irish Pension Funds have suffelesses due to the subprime and
credit crisis. Although, the collapse of Internaib Securities Trading Corporation
(ISTC) is the only documented cause of pension flosses (Kathleen Barrington,
Sunday Business P25 November 2007). In addition, stock marketgehtallen in all
major markets over the past 12 months. This mewtgeficits in Defined Benefit (DB)
schemes will have widened. While Defined Contiitnut(DC) schemes will not deliver
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adequate returns to ensure adequate pensionsfesartributions had been higher. 1t is
highly likely that there will be future cycles itosk market returns. Returns over a time
period can fluctuate, with a large impact on acciatimg lump sums. This is illustrated
in Table 2.1, which shows the required level ofisgs to produce a pension equal to half
an annual salary of €40,000. As the Social Welfagesion is assumed to be €193 per
week, a lump sum is required to provide the remairat €207. The Table shows the
value of a lump sum which accumulates over 21 yeatls and without charges and
assuming constant growth every year of 6 per cé@tie value of the same lump sum is
also shown assuming that every seven years thexe@pital loss of 12 per cent at the
end of the year. Table 2.1 shows that assuminggekaof 1.5 per cent in terms of
Reduction in Yield (RIY), and a capital loss evesgven years, the lump sum is
approximately 70 per cent of that estimated to dxguired to provide the non-social
welfare component of a pension.

Table 2.1 The Value of a Future Lump Sum as Assumptiong/Var

Example 1 Example 2 Example 3 Example 4
€700 per €700 per month for €700 per month for Example 3
month, for 21 21 years, 1.5% 21 years, no charges, €700 per month for
years, no charges 4.5% net 6% return, but 12% 21 years, 1.5%
charges, 6% return capital loss every 7 charges, 4.5% net
return years return, but 12%
capital loss every 7
years
Accumulated lump
sum after 21 years €311,039 €259,980 €264,949 €222,099

Note: Adapted from “How Much do you Need to save doPension, Society of Actuaries, May 2006,
(reproduced in Green Paper p. 137).

Assumptions: As in Table 9.2 Green Paper, salabyGDO, pension of 50 per cent, current age 44 ngldn
retirement at 65, monthly pension contribution &. Returns are assumed to be 6 per cent per annum
gross of costs. Cost assumptions are not cleay;, &xiety of Actuaries GN31A). We assume 1.5 peat ¢
RIY. Gross loss every seven years is 12 per cenebof returns 6 per cent.

This example provides an example of ‘straight Ithenking’ which pervades
discussion of pension issues. The assumptionais ahparticular assumed trend will
continue as a straight line over long periods {eeexample data taken from the Society
of Actuaries 2006, on recommended contributionpéasions). Investment managers,
managers of pension funds and others collectivedyrsto be surprised by events such as
the dot.com crash, the more recent credit crisid,l@y changes in longevity. The Myner
Report for the UK shows considerable convergendeviastment strategies or ‘herding
behaviour by UK based investment managers (MyRagort, 2001: 55-6), and a focus
on short run returnskid: 88).

WHAT ABOUT ACTUAL RETURNS?
The Green Paper does note the much lower returpsrtsion fund investments between
the period 1980-1999, and 2000-2003. The ‘cred#is is too recent to be included.

Over one year the Irish Stock Market index fellnrapprox 10,000 to 6,200 — a 38 per
cent fall. Over a four year period the index rasef 4,200 to 6,200 and over seven years
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from April 2001 — April 2008, the index changedlétin value. As costs are likely to be
or nearly equal to income, nominal returns havenbeso, and real returns have been
negative. The main returns to any pension schehusevassets were invested entirely in
the Irish stock market has been via tax reliefsother words an exchequer subsidy.

The Green Paper has very little discussion of eiskncertainty, or the difference
between these two concepts. In the case of risknegv the probability distribution of
outcomes. But in the case of uncertainty we doknotv the probability distribution of
outcomes. Those unforecast and unexpected ousctiraehave severe or catastrophic
consequences are sometimes referred to as “A Bfagdn” from the book by Taleb
(2007). Some examples are population projectiongjerestimating longevity, the
dot.com crisis, and the credit crisis.

The most recent financial crisis has resulted §sés to banks of $300 billion by
April 2008 and one forecast is an eventual los$#50 billion. It is inconceivable that
Irish Pension funds have not lost considerable swiasthe collapse of structured
investment vehicles (SIVs), collateralized debtigdtions (CDOs), hedge funds and
other complex financial instruments.

The Green Paper assumes a regime of certaintpibjgictions on which policy is
based can be made today in relation to financtakms, population flows, etc. to 2050 or
2060.

CONCLUSION

The essential point of a pension system is to tearfigture resources from those at work
to those not at work. The key issues that needet@addressed are: what is the most
efficient means of achieving this transfer? Whaheslowest risk? What is equitable?

No pension system can be organised without costvatitbut risk but some
pension systems have lower cost and risk than atfistems. We argue in the next
section that a universal PAYG State pension is tovest and lower risk than a funded
system organised in a pensions industry which tscompetitive and locked into high
risk investment strategies. Our pension systemldhmove from a high cost, high risk
system to a low cost low risk system. This can bst lachieved by a universal State
pension system not a funded system.
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Section 3: Public and Private Pension Provision and
Options for Eliminating Pensioner Poverty

REASONS FOR PENSION REFORM

The Green Paper sets out the problems that Iredgmehision system is now facing and
the problems it is expected to face in the futdiee main problems identified in the
Green Paper are:

the high level of pensioner poverty

the low level of coverage of the private pensiostem and the provision of an
adequate replacement income on retirement

ageing of the population and the sustainabilitthef public pension system

The Green Paper does not identify the cost anduatelistribution of pension tax
reliefs as a problem. This is a serious omissiarabsge the cost of these reliefs is one of
the factors that threatens the long-term sustdihalof the public pension system and
they are distributed in a way that allows mosth&iit benefits to be appropriated by high
earners. Members of the Pension Policy Researchp3fePRG) have pointed out in two
books published by TASC that the cost and distitloubf pension tax reliefs are issues
which ought to be addressed in reforming Irelarmasion system (see Stewart, 2005;
Hughes and Stewart, 2007). The Organisation for nBecoc Co-operation and
Development (OECD) has also drawn attention to dbst and poor targeting of the
pension tax reliefs and their limited effect oniagsee OECD, 2008: Chapter 5).

The Green Paper treats the problems of the publicpmivate pension systems
separately and outlines options for reforming easmponent which do not take into
account the total resource cost of the pensionesysas a whole. The alternatives
considered for reforming the public system in ortkeraddress the issue of pensioner
poverty are:

to increase the level of the Social Welfare perfsion
to introduce a universal State pension

The Green Paper is pessimistic about the posgibiliincreasing the level of the
Social Welfare pension unless it is done in conjoncwith cost saving measures such as

2 The structure of the Irish pension system is et simple. It is based on a partnership approach
between government, employers and employees. Histsnof a compulsory State social insurance system
which pays flat rate benefits and a voluntary pgevaystem which is subsidized through the tax gyste
The social insurance system provides a State Rerf$i@nsition) at age 65 which requires withdrawal
from the labour force for one year and a State iBan&ontributory) at age 66 which does not require
withdrawal from the labour force. In addition thésea means-tested State Pension (Non-Contribufory)
those not covered by the social insurance systdra. amounts paid by the transition and contributory
pensions are the same while the non-contributongipa has usually been about 10 per cent lessttiean
social insurance pension. For convenience, thege thensions will be referred to as the Social #Welf

pension where it is not necessary to distinguigtvéen them
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increasing the retirement age or reducing publiendmg elsewhere. It acknowledges
that a universal State pension would resolve tloenaties in the existing social insurance
and social assistance pension arrangements bugsatigat it would result in a significant
increase in costs and that it would be a radicphdere from the present system.

The options outlined for addressing the low levightivate pension coverage are:

to grant the incentive for A Personal Retirementiiggs Account (PRSA) personal
contributions as a matching contribution from that& of €1 for each €1 invested

to provide additional support for the current vaary system by giving tax reliefs at
the highest marginal rate of tax for all persormmaitdbutions

to introduce mandatory or soft mandatory persoeabkn accounts

These options were originally suggested by the iBeasBoard (2005). The Board
appears to assume that increasing coverage ofritheep pension system to 70 per cent
for workers aged 30 and over would ensure thatlsupgntary pensions in combination
with a social insurance pension replacing 34 pert o average earnings would be
sufficient to replace at least 50 per cent of mt-€ment earnings. However, it provides
no evidence to show that achieving the coveraggtavould provide pensioners with an
average income from private pensions sufficieradioieve the 50 per cent target.

We shall argue in this paper that changes in thvater pensions market in the last
decade or so make it less likely that the targednme can be achieved. In the past most
of the pension schemes provided by employers wefiaetl benefit plans. Consequently,
they provided benefits that would have enabled eygads who had spent most of their
working life with one employer to replace up to tinrds of their pre-retirement
earnings. In the last ten years or so many defbetefit schemes have been closed to
new entrants and replaced by defined contributebreshes in which all of the investment
risk is borne by employees rather than employersstMmployers are no longer willing
to provide any undertaking about the level of oatigmal pension benefits for new
entrants. The benefits that a member of a defirmedribution scheme can expect will
depend on how much is contributed to the schema&,well the scheme is managed and
the performance of stocks, shares and other assets.

The Green Paper acknowledges that increasing prpatsion coverage has been
difficult despite the generous tax incentives ofefNevertheless, it suggests that the
level of supplementary pensions could be improwednbreasing the tax incentives for
the current voluntary approach to occupational peional pensions and introducing a
mandatory or a soft mandatory personal pensiorihfose not covered by occupational
schemes.

Although the Green Paper puts forward no explicippsals for the development
of the pension system, the options considered hadtguments made for and against
them suggest that the current policy of limiting tiole of the public pension system and
relying on the private pension system to increasesi@ge and pension benefits in the
future is generally effective in preventing pengormpoverty and providing adequate
incomes in retirement. Implicitly, the prescriptionthe Green Paper for making further
progress towards these goals is to continue td timei role of the public system and to
increase tax incentives for private pensions.
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The Pension Policy Research Group (PPRG) belieaetkiis approach has not
worked in the past and that it is unlikely to becassful in the future. It presents
evidence in this paper from the performance ofpihielic and private components of the
pension system in terms of adequacy, cost, equoterage, efficiency, and sustainability
which shows that the public pension system hasdai prevent high levels of pensioner
poverty, that the subsidies for the private pensigstem are now costing as much as the
public system, and that the private pension systeimly benefits only a small minority
of taxpayers and pensioners.

The options which TASC and the Pension Policy Rese&roup prefer require
greater reliance on the public pension system asd teliance on the private system.
They also require that the Exchequer cost of theedamponents should be compared in
order to assess which component is more effectivelalivering pensions for older
people. The options which will be put forward by tRPRG later in this paper could help
Ireland to solve the problem of pensioner povettyprovide fairer treatment for the
majority of taxpayers who derive little benefit finathe existing tax treatment of pension
funds, and to improve the long-term sustainabdityhe public pension

PENSIONER POVERTY RATES AND THE LEVEL OF STATE PENDNS

Despite considerable efforts in recent years taigedpoverty among pensioners by
increasing the Social Welfare pension and devetppive private pension system, the
pensioner poverty rate in Ireland has remainedbstutdy high. Figure 3.1 shows that the
pensioner poverty rate during the last twenty y@arso has fluctuated from 20 to over
35 per cent and has averaged 29 per cent overhbke \period.

These are very high rates of pensioner poverty wdwanpared with pensioner
poverty rates in other countries. In Figure 3.20mparable measure of relative income
poverty is presented for all EU25 countries. Itwhdhat Ireland had the second highest
rate of pensioner poverty in the European Unio@005. About one-third of those aged
65 and over in Ireland were at risk of poverty gdiine 60 per cent line compared with an
average of 19 per cent for the EU25 countries.

Figure 3.3 suggests that the main reason for heghl$ of pensioner poverty is
that the level of the contributory and non-conttdsy pension has been set over the last
twenty years at a level that is too low relativethe poverty line. Figure 3.3 shows that
for most of the period since 1997 the level of 8tate social insurance pension for a
person has been set consistently too low relatiibe 60 per cent at risk of poverty line
to eliminate pensioner poverty. It also shows thbhen the gap between the target and
actual income level narrows the pensioner poveatg falls while the opposite is true
when the gap widens.
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Figure 3.1 Percentage of Those Aged 65 and Over At RiskoeERy Relative to the 60
Per Cent Poverty Line, 1987-2005
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Source: Ireland, Whelan, Layte, Maitre, GannnonlaNpoWatson, Williams (2003), Tables 4.13 & 4.16

and Central Statistics Office (2005), Layte, Fahergl Whelan (1999, Table 3.8).

Note: The poverty measure is based on mean incgm# L2003 and on median income thereafter..
Although the Living in Ireland survey which suppli¢he data for the period 1997-2003 was replaced in
2004 by the EU Survey of Income and Living Condifq EU-SILC) the results for 2004 and 2005 are
broadly comparable with those for the earlier yeassthe CSO (2005) points out.

Figure 3.2 Percentage of Those in EU25 Countries Aged 65Caret At Risk of
Poverty Relative to the 60 Per Cent Poverty Lin2065
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Figure 3.3 Poverty Gap Showing the Difference Between tlaeSPersonal Social
Insurance Pension and the 60 Per Cent At Risk eéf@pLine
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PROBLEMS OF THE PRIVATE PENSION SYSTEM

Ireland has operated a very favourable tax regimngénsions in order to encourage the
development of the private pension system. Figudarlicates that the cost of these tax
reliefs was fairly modest initially but it is nowawing rapidly with the value of pension
assets equal to €88 billion, or 60 per cent of GitRhe end of 2006. In 1980, the earliest
year for which the Revenue Commissioners estim#tedcost of the tax reliefs, they
amounted to around €50 million, or 26 per cent bhtwas spent on social insurance
pensions and 28 per cent of the cost of meansdtpsiesions. By the early 1990s the cost
of the pensions tax expenditure had built up taadohalf of the cost of social insurance
pensions and about 90 per cent of the cost of miestesd pensions. In 2006 the cost of
the tax expenditure amounted to nearly 120 per oérthe cost of social insurance
pensions and nearly four times the cost of meastedeyensions.

Figure 3.5 shows the cost of public expenditure tardexpenditure on pensions in
Ireland relative to GNP over the period 1980-20A86the beginning of the period in
1980 the cost of the Social Welfare pension wag8rXent of GNP while the cost of the
pension tax expenditure was 0.4 per cent of GNR.cOst of the Social Welfare pension
increased to 4 per cent of GNP up to the mid-1980e the cost of the pension tax
expenditure remained around one-tenth of thatp8r4ent of GNP. From the mid-1980s
to 2006 the cost of the Social Welfare pension detitinuously to about 2 per cent of
GNP. In contrast to this downward trend the coghefpension tax expenditure tripled to
1.7 per cent of GNP between 1986 and 2000 as thergment pursued its policy of
developing the private pension system. Between 201@D2001 the cost of the pension
tax expenditure fell as a result of the collapsthef“dot com” bubble. However, it
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Figure 3.4 Direct Expenditure on Social Insurance PensiortsMeans-Tested Pensions
and Tax Expenditure on Private Pensions, Irelar@D1I306 (€million)
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Figure 3.5 Public Expenditure on Social Welfare Pension &ax Expenditure on
Private Pensions, Ireland 1980-2006
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recovered quickly and it has now risen to a net 064.9 per cent of GNP. The cost of
Exchequer support for the public and private pansigstems in Ireland is now virtually
identical at around 2 per cent of GNP in each case.

Adding the cost of the tax reliefs for private pens to the cost of public
expenditure on pensions in Figure 3.6 providedfardint perspective on the issue of the
affordability of a universal State pension in Irela The addition of the tax expenditure
on the private pension system in Ireland indic#ttes the resource cost of supporting the
public and private pension systems fell from arodrsl per cent of GNP in the early
1980s to a low of around 3 per cent in 2001. Intivereased to around 4 per cent in
2006 following government commitments given in 20@hd subsequent years, to
increase the level of the State contributory pemsitis means that Exchequer support
for pensions has fallen over most of the last quasentury while the balance between
support for public and private provision has bedmneed to shift fairly steadily in favour
of private provision.

Figure 3.6 Expenditure on Social Welfare Pension and PenBanExpenditure
as Percentage of GNP, 1980-2006
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A major consequence of this shift in favour of pta provision is that State
support for private pensions has been largely ap@i®d by higher income groups
rather than by middle and lower income groups wieonaost in need of State support for
an income during retirement. Figure 3.7 shows ik&ildution by income quintile of the
tax reliefs on self-employed and employee contrtdms to occupational pension funds in
Ireland in the year 2000, the latest year for wiastimates are available for both groups.
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Figure 3.7: Distribution by Income Quintile of Pension Taxligés on Employees’
Contributions and Self-Employed Contributions Ardi000
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Figure 3.8 Distribution of Tax Reliefs on Pension Contrilauts by the Self-employed
by Quintile, 2003
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The distribution for employees and the self-emptbiemuch the same. The bulk
of the tax reliefs accrue to the top 20 per ceneéarhers while the bottom 20 per cent
receive virtually nothing. Two-thirds of the taxieés for employees and three-quarters
of the reliefs for the self-employed accrued totihye 20 per cent of employees and self-
employed respectively with the highest incomesayear 2000. The bottom 20 per cent
of employees and of the self-employed received dnly per cent and 0.2 per cent
respectively of the tax reliefs. The distributiohthe tax reliefs for the self-employed is
more concentrated than it is for employees becthespension coverage rate for the self-
employed is significantly lower than it is for eropkes.

Figure 3.8 summarises information from the Reve@ammissioners, given in the
Green Paper, on the distribution of pension taefefor the self-employed in 2003. The
distribution of pension tax reliefs for the self{gloyed was even more concentrated in
2003 than it was in 2000. The top 20 per cent efgblf-employed received 82 per cent
of the benefits in 2003 compared with 77 per cerd00. The reason for the increase in
concentration may be due to the removal, in thamée Acts of 1999 and 2000, of the
requirement for the self-employed to purchase amuigyn on retirement. Subject to
minimal restrictions, these Acts allow the self-éoypd, and some other categories of
pensioner, to choose between investing their ratre assets in an Approved Retirement
Fund (ARF) and purchasing an annuity. The MinisterFinance said that his intention
in introducing the option of an ARF was to allove thelf-employed to manage their own
assets in retirement as they had adequate experegnmanaging their own assets during
their working life.

It was expected that the ARFs would be gradualfuced in the draw down
phase following retirement. This expectation hash&en realised. It was discovered in a
review of certain pension tax reliefs by the Depanit of Finance that in 2005 only
around 6 per cent of ARFs were being used to peogidegular income. A further 5 per
cent were used for irregular withdrawals and theaiaing 89 per cent were being used
by high earners as a tax advantaged savings sch&hee.Department of Finance
concluded:

The intention of the ARF legislation was to devetopalternative flexible income

stream in retirement which would obviate the neitg$sr annuity purchase. Based
on the evidence available ... it appears that thiotshappening. Rather it could be
said that ARFs have allowed the diversion of reteat provision into simple tax-

advantage savings schemes for those who do notthead to produce a regular
income stream. (Department of Finance, 2005: 22)

The Department went on to note:

... that for those who have the capacity to surviveetirement without the need to
rely on funds invested in an ARF, our “EET” systefnpension taxation is much
closer to an “EEE” system where effectively no isvpaid, or if it is, it is at a low

rate and far into the future(ibid: 22)

3 An “EET” system is one in which the employer amapdoyee contributions to a pension fund are exempt
(E) from tax, the investment income and capitahgaire also exempt (E) from tax and the pensioeftien
is taxed (T) in payment. An “EEE” system is oneninich all three components are exempt from tax.
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Following this review the government set the annliit on tax relieved
individual pension contributions at €254,000 artdoduced a lifetime limit of €5 million
on the accumulated pension fund. It also made AdRiBgect to income tax as if not less
than 3 per cent of the fund were drawn down eaein. yghese limits are indexed in line
with changes in average weekly earnings of indalstvorkers in all industries. They are
estimated to affect less than 1 per cent of taxgay@he OECD points out that these
limits “imply large tax concessions up to a verghilevel of wealth compared to the
average citizen” (OECD, 2008: Chapter 4, note 8).

The OECD also notes in relation to the private mensystem as a whole that the
tax exemption limits for those aged 65 and overmibat “a tax system that aims for
pension savings, returns and income to be subgecnt ‘exempt-exempt-tax’ (EET)
regime is in effect fairly close to being an ‘exdmgempt-exempt’ (EEE) system where
income channelled through pensions is unlikelyagdaxed at any point of the life-cycle”
(2008: 90).

As the primary purpose of pension tax reliefs ignorease the coverage of the
private pension system, one would expect the cgeeocd occupational pension schemes
to have risen over the years. One would also expatthe private pension system would
be a more important source of retirement incoma tha public pension system for those
who belong to a private pension plan as Social &velpensions are payable at a flat rate
whereas private pensions are earnings-related. \VWhetefore, has been the trend in
private pension coverage and how effective haveptii#ic and private components of
the pension system been in delivering pensiondier @eople?

TRENDS IN THE COVERAGE OF OCCUPATIONAL PENSIONS

Figure 3.9 shows what has happened to the occumgdfp@nsion coverage rate over the
last twenty years or so. Contrary to expectatitims,occupational pension coverage rate
declined by 8 percentage points from 44 per cer8&ger cent over the period 1985-
1999. It grew by 4 percentage points from 199900&2so that some of the ground lost
has been recovered. A factor which may have cartgibto this recovery was the very
strong employment growth experienced between 188952806 when Ireland’s economy
grew at rates that were unprecedented since Indeper in 1921. Nevertheless, the
overall coverage rate was lower in 2006 by 4 pasggnpoints than it was in 1985.

It is evident, therefore, that the policy of privig generous tax reliefs to
encourage the growth of occupational pension schdms not been very effective in
increasing pension coverage over the last twentgrsye This failure has been
compounded by a switch in coverage from occupaticlefined benefit schemes to
defined contribution schemes as Figure 3.10 shdws. switch to defined contribution
schemes puts a big obstacle in the path to theaeiment of the Pensions Board target of
replacing 50 per cent of pre-retirement income bsedhe difference between the target
for the social insurance pension (34 per cent efaye earnings) and the overall target
has to be made up by a private pension. The decksjoemployers to replace defined
benefit with defined contribution schemes for masiv entrants to the labour force
means that there can be no certainty about what t#vpension the private sector can
deliver to the average pensioner.

* For further information on subsequent developmantslation to ARFs see Hughes (2007).
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Despite the uncertainty surrounding the averagel levpension that can now be
delivered by the private pension system, Irelarglha a lot of effort during the last ten
years into the development of a personal pensitioron the hope that it would help to
increase the pension coverage rate. The governsnadtisory body on pensions, the
Pensions Board, identified a number of barrieramiproving pension coverage (see
Pensions Board, 1998). It recommended that a stdisdd, low cost personal retirement
savings option should be made widely availablespestive of employment status. The
government accepted the Board’s recommendatiamirétduced the Personal Retirement
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Savings Account (PRSA) in 2003 for employees anderst not covered by an
occupational scheme or a Retirement Annuity Cohtr#ic made it mandatory for
employers to designate a PRSA provider but it ditl nequire the employer to make a
contribution on behalf of employees. Age relate® tacentives were provided to
encourage people to start saving for retiremenyofie aged under 30 taking out a PRSA
is allowed to claim tax relief on contributions tg 15 per cent of earnings while those
aged 60 and over are allowed to claim tax relietiprio 40 per cent of earnings. PRSAs
operate like defined contribution pension plansthetr charges are considerably higher
than those for occupational schemes as they dgerwrally benefit from the economies
of scale accruing to group schemes.

It was hoped that these tax reliefs, and the mangaequirement for employers
to provide access to a PRSA, would help to incrgasesion coverage of those aged 30
and over from 54 per cent in 1995 to 70 per cethiwiten years of the introduction of
the PRSA. This expectation has not been realisad years after the introduction of
PRSAs only 1 per cent of employees and 2 per cénthase not at work were
contributing to a PRSA. In view of this disappongiperformance, the Minister for
Social and Family Affairs requested the Pensionar@8do bring forward by one year a
scheduled review of the pension system. Four maaities receiving the Pensions Board
(2005) report the Minister requested it to expltne general principles relating to a
mandatory or quasi-mandatory pension system amdcmmmend the most appropriate
system for Ireland. The Board presented a techmeaéw of the issues (see Pensions
Board, 2006) and identified a mandatory scheme wmatld be appropriate for Ireland.
However, it adopted a neutral position on the apitofavoured noting that “it is not a
recommendation by the Board for or against theothiction of a mandatory system”
(Pensions Board, 2006: 10).

The Green Paper considers the option of a mandatagyasi-mandatory addition
to the Irish pension system and concludes “It wdadduseful, perhaps, to allow time for
more evidence on performance of soft mandatory mekeelsewhere to emerge,
particularly from New Zealand” (DSFA, 2007: 128y pa54).

EFFECTIVENESS OF PENSION DELIVERY

The effectiveness of the public and private apgneado pension provision in delivering
pensions is assessed in terms of coverage and shameome provided. Figure 3.11
evaluates effectiveness in terms of the percerdfgensioner couples receiving incomes
from different sources in 2000. Figure 3.12 consdeffectiveness in terms of the
percentage of total income provided by each source.

Figure 3.11 indicates that State pensions and ddtete benefits provided an
income for the great majority, 91 per cent, of p@msr units whereas private pensions
provided an income for only a minority, 32 per ceot pensioner units in 2005.
Investment income and earnings are significantg lenportant than private pensions as
sources of income for pensioners with investments/iding only 17 per cent and
earnings 13 per cent of retirement income. Itvislent from the comparison in Figure
3.11 that the public pension system is far moreatiffe than the private pension system
in delivering an income in retirement to older peodhe public pension system is now
quite close to providing a universal benefit fodesl people. The present combination of
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social insurance and means-tested social assisgamesions make the receipt of a
pension contingent on a relatively unbroken pertoroe in the labour market, which
particularly disadvantages women and atypical warker satisfaction of an enquiry by
Social Welfare officials which carries a stigma foany of those likely to be subjected to
it.

The emphasis on private pension provision in Ireélamggests that it should play
the leading role in providing retirement incomegltie 3.12 shows that this is not the
case. The most important contribution to the tmtedme of pensioners is made by Social
Welfare pensions and other social benefits. Theipsistem accounts for 60 per cent of
pensioners’ total income whereas the private sygismides only a small part of total
income, 24 per cent. Investment income and easrasgount for relatively minor shares
of total pensioners’ income.

The minor role that the private pension system @thér sources of income play
in providing retirement incomes becomes even merdeat when the average data in
Figure 3.12 are disaggregated by income quintilshtow what percentage of the total
income of pensioners in different parts of the meodistribution is provided by public
and private sources. This is done in Figure 3.12revht shows that Social Welfare
pensions account for over 80 per cent of the incohpensioners in the first, second and
third quintiles of the income distribution and thia¢y account for over 75 per cent of the
total income of pensioners in the fourth incomengjle. The only group of pensioners for
whom private pensions provide a significant partotdl income is the group at the top of
the income distribution. For this group around Yoper cent of their total income in
retirement is provided by the private pension swystéhis is hardly surprising as the bulk
of the tax reliefs for pension saving are apprdpday the highest earners, as has been
shown below.

Figure 3.11 Percentage of Pensioner Units Receiving Incomm fEach Source, 2005
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Source: Ireland, Department of Social and Familfaiké (2007, Table 4.1).
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Figure 3.12 Percentage of All Pensioner Units Income Providgd&ach Source, 2005
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Figure 3.13 Percentage of Pensioner Units Income ProvideBdnh Source by Income
Quintile, SILC-2005
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CONCLUSIONS FROM EVALUATION OF PUBLIC AND PRIVATE
COMPONENTS OF THE PENSION SYSTEM

The evaluation of the public and private pensiosteays presented above in terms of
simplicity, adequacy, cost, equity, coverage, &ficy, and sustainability leads to a
number of conclusions. The public pension systemush simpler to operate than the
private pension system. However, it has not eliteiigoensioner poverty. The cost of
Exchequer support for the private pension systefargely ignored in the Green Paper
but the cost of the tax expenditure for private gp@ms is now as large as the cost of
direct expenditure on the public system.

Most of the benefits of the pension tax reliefsdhaeen appropriated by the very
highest earners. This occurs at the expense ofayaxp generally who receive little
benefit from the favourable tax treatment of prevaensions. The introduction of ARFs
in Ireland for the self-employed provides an exampl how tax reliefs for the private
pension system can be exploited to avoid paying tamyon retirement savings. The
generous tax exemption limits for older people makenlikely that when private
pensions are paid to employees the Exchequer @gbwer much of the tax foregone on
contributions and investment income.

The existence of generous tax reliefs for privagasons has not increased the
coverage of occupational pensions. In fact, océapalk pension coverage has fallen over
the last twenty years or so and the compositiopeoision plans has shifted decisively in
favour of defined contribution arrangements in vahibe employee is exposed to all of
the investment risk.

The public pension system is far more effectiventhie private system in
delivering pensions to the majority of pensionensl & providing the major part of
retirement income. Only a small minority of pem&cs at the top of the income
distribution receive significant benefits from fate pensions.

Despite the poor performance of the private pensigstem the Green Paper
argues that maintaining the current public pensistem and increasing the coverage of
the private system in the future provide the bgsioas for tackling pensioner poverty
and improving the adequacy of pensions in the @&utufhis would shift the balance of
public/private provision in Ireland even more iwvdar of the private system.

Our evidence on the performance of the public arape components of the
pension system over the last twenty years suggfestsuch a shift would be ill advised.
Instead, the balance should shift in favour of padlic system and the subsidies being
provided for the private system should be signifitareduced and targeted at low- and
middle-income earners.

OPTIONS FOR PENSION REFORM

Based on our analysis of the performance of thdipaind private components of the
pension system there are two options which couliese the goals of eliminating

pensioner poverty and providing a sound basis ridividuals to undertake saving for
retirement during their working lives. These optighow how the current system might
be developed in ways that draw on the strengthiseopublic system and begin to correct
the inequitable treatment of taxpayers who gailelftom tax reliefs for private pensions.
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The two options are:

to eliminate pensioner poverty by increasing So@alfare pensions and paying for
the increase by reducing the subsidies for pripatesions

to introduce a universal State pension similar he scheme which has been
successfully operated in New Zealand for a long lmemof years

The first option differs from the option consideréd the Green Paper in
specifically recommending that the cost of the @asies should be paid for by reducing
the subsidies for private pensions rather thaneasing the statutory retirement age or
reducing other public expenditure. The second optievelops a recommendation
previously made by the Pension Policy Research isbyucomparing the performance of
Ireland and New Zealand’s pension systems and stgpthiat something similar to the
New Zealand model could be adopted in Ireland s¢ st to the Exchequer than the
present pension arrangements (see Hughes, 2008).

Option 1: Increase Social Welfare Pensions and Redension Tax Incentives

Following a government commitment to improve pensiat the beginning of this
decade, Social Welfare pensions in Ireland hawelgldsen relative to average earnings.
These improvements have brought Social Welfareipasado a position where it would
be possible to implement a policy of increasingnth® a level that would virtually
eliminate pensioner poverty. The Pension PolicyeResh Group believes that there
should now be a significant increase in Social Afelfpensions which would be paid for
by giving the tax relief on private pension savaighe standard rate of tax rather than at
the marginal rate of income tax. Callan, Nolan alsh (2007) have costed this option
and they show that it would more than cover the obwirtually eliminating pensioner
poverty without the necessity for a gradual inceeas the statutory retirement age or
reducing other public expenditure (the additiorejuirements considered in the Green
Paper).

Option 2: Introduce a Universal State Pension Méstebn New Zealand
Superannuation

On its own increasing the Social Welfare pensiomuldmot resolve the complications
outlined in the Green Paper resulting from incong®ntribution records for the social
insurance pension, the means test for the socisistasce pension, rules about
dependency, the retirement condition required lier $tate Pension (Transition), and the
interaction of Social Welfare pensions with priv@gnsions which creates uncertainty
about how much to save and results in the losgivée pension benefits for low paid
members of some occupational defined benefit pansthemes. For example, not
everyone over pension age in Ireland receives @alS@(elfare pension or qualifies for
the maximum payment. About 70 per cent of all th@ged 65 and over receive a social
insurance or a social assistance pension whilet adyendant pensions are paid for a
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further 13 per cent (although not all of theseaged over 65). The remaining 17 per cent
receive no Social Welfare pension either becausg tlo not satisfy the contribution
conditions or the means-test.

Women in Ireland are particularly disadvantagedhgyState and private pension
systems because they provide most of the careresjy children and elderly relatives.
Consequently, their work histories are more irraguhan those of men and it is more
difficult for women to qualify for either a Stater @ private pension. This is an
undesirable outcome of Ireland’s work based systémublic pension provision which
treats those who fare well in the labour marketds¢han those who do not.

In conjunction with a significant increase in pemsilevels Ireland should,
therefore, also consider the option of introducangniversal State pension to eliminate
the means test and differential payments to peessowhose needs are the same, to
provide security in retirement for about one-fiftth older people who currently are
receiving no State pension, to address the probiehish women in particular face in
providing an income for old age, and to addressahemalies arising from lack of
consistency between contributions paid and pensiaasded.

One of the few countries in the OECD which has dadiversal State pension for
many years is New Zealand. In view of the similesitbetween the pension systems in
the two countries the Pension Policy Research Ghagpadvocated that Ireland should
learn from the New Zealand experience and seriarhgider policies which would have
the following elements (see McCashin, 2005; Stevz@x®5; and Hughes, 2007):

a universal State pension

a second tier social insurance pension basedlgtictcontributions which would top
up the universal pension

a significant curtailment of the tax incentives foccupational pensions, PRSAs,
RACs and ARFs

Ireland is not, of course, starting with a cleaates| Pension systems are to some
extent path dependent so it is not being suggebksgdreland should simply copy New
Zealand’s policies. What would be possible is tmmda mix of policies which
incorporates some ideas drawn from the New Zeadapdrience.

McCashin points out that this design “recognisesftttt that a pensions system,
of necessity, must incorporate a number of competalues, that reform must build to
some extent on existing provisions and expectatiamd command broad public support”
(McCashin, 2005: 117). He argues that a univepsaision funded out of general
taxation would be distinctively redistributive, would ensure pensions as of right for
men and women, it would abolish the means-tespémsions but would retain a social
insurance tier. The retention of the social insoeatier recognises the strong social and
political attachment to work-based pensions inalmdl In the framework proposed by
McCashin (2005), the social insurance pension waodt have dependants’ additions.
This would strengthen the role of social insuraase benefit derived from participation

® The figures in this paragraph refer to those @it of transition, contributory and non-contribyt State
pensions (see footnote 2). When other State paytenhose aged 65 and over are included 91 péo€en
pensioner units receive some State benefits (gped-8.11).
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in the labour force. The pension could be flat,rateit is now, or it could be related to
earnings.

At present Ireland is using social insurance perssio try and achieve a number
of different objectives: the prevention of poveirtyold age, the provision of support for
pensioners’ dependants, the maintenance of cotitibuecords during periods of
unemployment, illness or temporary withdrawal frdme labour force and the provision
of adequate incomes during retirement. It is vefiycdlt to achieve this multiplicity of
objectives with just one instrument. The introdostiof a universal pension would
separate the goal of poverty prevention from tHahocome maintenance and permit the
development of policies which would have a bettearnce of achieving each objective.

Such an approach to pension provision in Irelandl&voequire the adoption of
complementary policies which would increase Sodfalfare pensions and pay for them
by reducing the tax reliefs for private pensionkey could enable Ireland to eliminate
pensioner poverty at a cost it could afford andhatsame time contribute to the long-
term sustainability of the public pension systenhisTapproach also has the very
considerable advantage that it is the only one Wwhiould improve the position of
existing pensioners. Policies that rely on the gtevpension system to improve pensions
will do nothing for existing pensioners as it regsia long period for assets to build up to
a level that could provide even a modest improvernmeliving standards.

The proposal to introduce a universal pension ancetluce the tax reliefs for
retirement saving are not as dramatic as they nsghtn at first sight (see McCashin,
2005). The State pension system is already proyithie bulk of retirement income for
the great majority of pensioners in Ireland. Thertliefs for retirement saving have not
succeeded in increasing coverage of occupatiomai@e schemes and the tax incentives
for personal pensions (PRSAs) have had little effeccoverage especially at the lower
end of the income distribution. The combined cdstxgpenditure on the public pension
system and the tax expenditure on the private parsistem in Ireland is now as great as
the cost of the universal pension system in Newas®h In the future the combined cost
of Exchequer support for the pension system iseptefl to exceed the projected cost of
New Zealand Superannuation (see Hughes, 2008).

An important advantage of the proposed stratedlyasit would provide a secure
framework for people who wish to save to maintaireasonable relationship between
their income from work and their income in retiremhelt would improve the living
standards of current pensioners, contribute to elmination of pensioner poverty,
improve the equity of the tax system, provide eduedtment for men and women, and
contribute to the long-term sustainability of Imedes public pension system. Finally, it
would strengthen the public pension system whiclalieady nationally established,
politically accountable and enjoys public credilyitand legitimacy.

34



References

Callan, T., B. Nolan and J. Walsh (2007) “PensidorRies: Getting the Balance Right?”
in T. Callan (editor),Budget Perspectives 2008ublin: Economic and Social
Research Institute.

Central Statistics Office (2009EU Survey on Income and Living Conditions (EU-SILC)
First Results 2003 Dublin: Central Statistics Office, Statistical Rate 24
January 2005

Central Statistics Office (2006EU Survey on Income and Living Conditions (EU-SILC)
2005.Dublin: Central Statistics Office, Statistical Bate 16 November 2006.

Central Statistics Office, (2008Quarterly National Household Survey Quarter 4 2007
Dublin: Central Statistics Office, Statistical Raese 5 March 2008.

Central Statistics Office, (200&)opulation and Labour Force Projections, 2011-204.
Dublin: Central Statistics Office.

Department of Finance (2006).”"Internal Review ofrt@& Tax Schemes - Section G:
Tax Relief for Pensions Provision — Sections 770B/9of the Taxes
Consolidation Act 199&vww.finance.gov.ie

Department of Social and Family Affairs (DSFA), (). A Social Portrait of Older
People in IrelandDublin: Stationery Office.

Department of Social and Family Affairs (DSFA), (). Green Paper on Pensions.
Dublin: Stationery Office.

Economic Policy Committee (2001). “Budgetary chadles posed by ageing populations;
the impact of public spending on pensions, heaftti lBong-term care for the
elderly and possible indicators of the long-termtaunability of public finances”.
Brussels: Economic Policy Committee/ECFIN/655/01 il

Hughes, G. (2007). “Delivering Pensions: The Penfomce of Public and Private
Providers and the National Pensions Review”, inHbghes and J. Stewart
(editors), Choosing Your Future: How to Reform lIreland’s PensiSystem.
Dublin: TASC At New Island.

Hughes, G. (2008). “Lessons from New Zealand felaltd’s Green Paper on Pensions”,
Paper presented at SymposilRetirement Income Policies in New Zealand:

35



Looking Back and Looking ForwardRetirement Policy and Research Centre
University of Aucklandwww.rprc.auckland.ac.nz

Hughes, G., and J. Stewart (editors) (20@Mposing Your Future: How to Reform
Ireland’s Pension SysterBublin: TASC At New Island.

Hughes, G., and D. Watson (200BEnsioners’ Incomes and Replacement Rates in.2000
Dublin: Economic and Social Research InstitutejdydResearch Series No. 54.

Ireland (1976).A National Income Related Pensions Scheme: A Digmudocument
Dublin: Stationery Office.

Ireland (1998 Budget 1988Dublin: Stationery Office.

Layte, R., T. Fahey, C. Whelan (199%come Deprivation and Well-Being Among
Older Irish PeopleDublin: National Council on Ageing and Older Plepgreport
No. 55.

McCashin, T. (2005)."The State Pension — Towar@sasic Income for the Elderly?” in
J. Stewart (editor)-or Richer, For Poorer: An Investigation of thedhi Pension
SystemDublin: TASC At New Island.

McCashin, T. (2007).”Public Social Security Pensi@amd Private Mandatory Pensions:
Mutually Exclusinve or Mutually Supportive? ” in Gdughes and J. Stewart
(editors), Choosing Your Future: How to Reform lIreland’s PensiSystem
Dublin: TASC At New Island.

Mercer Human Resource Consulting (20@&tuarial Review of the Social Insurance
Fund 2005

Myners Report, (2001)nstitutional Investment in the UKondon: HM Treasury.

OECD, (2008).Economic Surveys: IrelandParis: Organisation for Economic Co-
operation and Development.

O’Grada, C. (2002), ‘The greatest blessing of #fie old age pension in Ireland’ Rast
and PresentVol. 175.

Pensions Board (1998pecuring Retirement Income: National Pensions Rdhdiative
Report of the Pensions Boafdublin: The Pensions Board.

Pensions Board, (2009)ational Pensions RevieWublin: The Pensions Board.

Pensions Board (2006%pecial Savings for Retirement: Report on Mandaiension
SystemDublin: Pensions Board.

36



Society of Actuaries of Ireland (2006), “How Mucb gou Need to Save for a Pension?”
Dublin: Society of Actuaries of Ireland, May 2006.

Stewart, J.(2005). “Issues in Pension ProvisionJ.irStewart (editorj-or Richer, For
Poorer: An Investigation of the Irish Pension Sgst®ublin: TASC At New
Island.

Stewart, J. (editor) (2005or Richer, For Poorer: An Investigation of thedn Pension
SystemDublin: TASC At New Island.

Taleb, N. (2007), The Black Swan, London: Allen an

Watson, D., G. Hughes (2005 ensioners’ Incomes and Replacement Rates in.2000
Dublin: Economic and Social Research InstitutejdydResearch Series No. 54.

Whelan, C., R. Layte, B. Maitre, B. Gannon, B. Npl®. Watson, J. Williams (2003).
Monitoring Poverty Trends in Ireland: Results frahe 2001 Living in Ireland
Survey.Dublin: Economic and Social Research InstituejdydResearch Series,
No. 51.

Yoo, K-Y, and A. de Serres (2004), “Tax TreatmenPovate Pension Savings in OECD
Countries”, OECD Economic Studiedlo 39/2, OECD, Paris.

37



Filename: green paper response - no marks

Directory: Y:\Data\TASC files 10ct\Work
Programme\Pensions\Draft Working Documents

Template: C:\Documents and Settings\Tasc\Applicatio
Data\Microsoft\Templates\Normal.dot

Title: Response of the TASC/TCD Pension Policy Rede
Group to the

Subject:

Author: TCD User

Keywords:

Comments:

Creation Date: 05/06/2008 4:57

Change Number: 8

Last Saved On: 16/06/2008 9:18

Last Saved By: Reception

Total Editing Time: 108 Minutes

Last Printed On: 16/06/2008 9:18

As of Last Complete Printing
Number of Pages: 38
Number of Words: 12,187 (approx.)
Number of Characters: 69,471 (approx.)



