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Finnish society is ageing more rapidly than most other EU countries. This process involves profound
changes in the economy. The two key features are scarcity of labour and substantially increasing
pension and health care costs. The policy implications are complicated, since there is widespread
uncertainty about the scale of ageing. There are some pension system rules already in use or
proposed to be used, which behave as insurance against demographic uncertainty. We suggest that
these rules should be considered more broadly as preferred means to prepare for ageing.

The Population is Ageing, but How Much?

The share of elderly people in the Finnish pop-
ulation will increase in the future. By 2020, the
ratio of people aged 65 years or more to those
of working age will be about 40 percent.This
increase, from the current 25 percent figure,
will probably be larger than in any other EU

country. But on a longer horizon other coun-
tries will catch up, if current demographic pro-
jections are to be trusted.And that is a big if in
itself. Fertility, mortality and migration are sur-
prisingly difficult to foresee. Judging from previ-
ous errors in population forecasts, one ends up
with rather large confidence intervals for age-
ing, as the figure below displays.
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Some Implications of Ageing on Private
Economies

From the point of view of individual citizens,
ageing is likely to appear as a positive phenom-
enon, at least if the outcomes via the public
sector are left aside. A smaller number of chil-
dren is often a result of successful family plan-
ning and leaves more time and money to spend
for the parents. Fewer babies leads to future
scarcity of labour, which raises wages. Future
generations also observe that the bequests,
which they receive, are larger. Furthermore, im-
proved health and longer lifetime allows more
enjoyment from the higher incomes.These facts
affect, e.g., the career plans and retirement, and
are reflected in savings and wealth holding be-
haviour.

Firms see ageing as changes in, e.g., demand
structure and in the quantity and quality of hu-
man resources. The demand for leisure goods
and services aimed to old age people increases.
The working community has to be adjusted for
a higher average age of workers and an in-
creased number of immigrants. The availability
of local skilled labour will be a vital criterion
for a global investment strategies.

All these changes are further reflected in the
relative prices of both products and factors of
production.The reactions of market prices gen-
erate further responses from private sector
agents.

Ageing and the Public Sector

The economic interactions between ageing, the
public sector and private economies are rich.
The use of public services and most of the in-
come transfers are strongly connected to some
particular phase of life.The most important
age-related items are pensions and health care.
A shift in the age structure of the population
generates major changes in the demand for
these transfers and services.The induced inter-
generational redistribution of resources can be
large. These transfers also displace or accentu-
ate private mechanisms of shifting resources
over time, e.g., by affecting the need to save for
old age.

Another issue is the financing of increasing
public expenditures. An ageing society has less
labour incomes to tax. Although this may be

partly compensated by larger receipts from
consumption and capital income taxation, it is
likely that the tax rate of labour incomes rises.
This hike might not, by itself, be outstanding,
but it can eventually reduce the political sup-
port of the generous welfare state with initially
high tax burdens. Furthermore, it also under-
mines the efforts of both raising the participa-
tion rate of working-age citizens and promoting
the desired type of immigration.

The third area of interaction between an age-
ing population, private economies and the pub-
lic sector is labour market. Ageing reduces the
aggregate size of the labour force, but increases
the demand for public sector employees. This
consequently tends to elbow out the needs of
the private employers and raise labour costs.
The fundamental questions in this respect will
be the future productivity growth of labour in
the public sector, and the political decisions
made about the amount and quality of old age
care and the health care services provided.The
lower the productivity growth and the larger
the political support for extensive public care,
the more important is the “crowding out” phe-
nomenon. Ageing also has a regional dimen-
sion. A vicious circle of emigration, ageing of a
population, reduction of tax receipts and the
deterioration of public services is already famil-
iar in the less developed areas.

Ageing of the population is one of the rare fu-
ture phenomena, which can be seen quite long
before it actually takes place.The current dis-
cussion about the implied intergenerational in-
come transfers and needed policy measures is
likely to have a permanent effect on the meth-
ods and the time horizon of public policy plan-
ning. There is also evidence that more educated
people have longer planning horizons. This
gives room for more sophisticated long-term
policy measures, such as use of individual so-
cial security accounts to smoothen the lifetime
incomes.

Ageing thus inevitably changes the inter- and
intragenerational income distribution both
through markets and through the public sector.
The magnitude of these changes, and whether
they could and should be alleviated through
welfare policies, remain open issues. The diffi-
culty of foreseeing changes in fertility, mortality
and migration has also to be taken into ac-
count.
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The Finnish Earning-related Pension System
is Prefunding, but not Enough

The Finnish pension system consists of two
main parts. The earnings-related pension sys-
tem aims to provide retirement income suffi-
cient for consumption comparable both to that
of working years and to current workers’ con-
sumption. It covers risks related to old age, dis-
ability, long-term unemployment of ageing
workers, and death of family earners.The resi-
dence-based national pension guarantees a
minimum income in cases where the earnings-
related pension is absent or insufficient.Volun-
tary pensions, whether employer-based or in-
dustry-wide supplementary pensions or per-
sonal pension arrangements, are of minor im-
portance in Finland.

The Finnish earnings-related system has some
rather unique features: it is statutory by law
but largely privately run, and it has collected
funds to smoothen the contribution increases
due to ageing in the future. Funding is based
on individual pension rights but is collective in
the sense that individual pension benefits do
not depend on the existence or yield of funds.
Funds only affect the level and timing of contri-
butions.

The statutory earnings-related system was cre-
ated in co-operation with labour market organ-
isations, and they are represented in the ad-
ministrative bodies. The administration is de-
centralised among several pension institutes.
The largest of them are private pension insur-
ance companies and the Local Government
Pensions Institution.These institutes collect the
contributions, pay the pensions and invest the
retained funds.The Central Pension Security
Institute maintains the central register, compiles
statistics and redistributes between the institu-
tions the pooled component of contributions
collected in the private pension scheme (Tuo-
misto 1999).

The earnings-related pensions in the public
sector are very similar to those in the private
sector described above.The amount of annual
funding, however, is discretionary and not for-
mally based on any formulae concerning ac-
crued pension rights or future expenditures.
The Local Government Pensions Institution,
handling the earnings-related pensions for mu-
nicipal employees, has funds amounting to 137
percent of the sector’s annual wage bill in

Assets of Pension Funds in 2000

In relation
Euros to GDP

Private sector 55.6 42.0
Local government 12.2 9.2
Others 3.1 2.3
Total 70.8 53.6

Source: Tyoeldkevakuuttajat, TELA.

1999, thus roughly comparable to the TEL sys-
tem.The pension fund of the central govern-
ment is still small, but there is an agreement of
raising the funding rate to the same level as in
the private sector by the year 2010.

The main justification officially presented for
the partial prefunding was to alleviate the bur-
den due to the baby-boom generations.The ex-
pressed aim was to use the funds to lower the
projected peak in the contribution rate.The
current population forecasts imply, however,
that there will be no marked reduction in pen-
sion expenditures after the large cohorts have
died. This has created a situation in which
there is no general agreement about the future
funding rates.

The importance of prefunding to the pension
system can be evaluated by noting that accord-
ing to the recent forecasts, when the funds are
stabilised at their equilibrium level around the
year 2050, the yield lowers the private sector
contribution rate by 5 percentage points. This
calculation assumes that the real rate of return
on the pension fund assets is 3 percent.

The Financial Prospects of the Pension
System are Uncertain

The overall prospects of the current Finnish
pension system are dominated by rapid ageing.
The ratio of the population aged 60 and over
to that aged 20-59 is expected to increase
from the current 0.35 to 0.66 in 2030.The sto-
chastic population simulations of Alho (1998)
challenge even this gloomy baseline scenario.
These simulations, based on previous forecast-
ing errors in fertility, mortality and migration,
show that uncertainty is higher than usually
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recognised. The 80 percent confidence interval
of the age dependency ratio is 0.61-0.79 in
2030.The lower limit (0.61) results mostly from
non-increasing life expectancy, the upper limit
(0.79) from declining fertility and emigration.

The age dependency ratio does not compre-
hensively describe the ratio of pensioners to
employees.The other often-used measure is the
economic dependency ratio, which takes into
account labour market conditions. There are
several contradictory trends affecting the future
labour force participation rate in Finland. First
is the expected reduction in the unemployment
rate from the current level of 9 percent. Anoth-
er is the already high female participation rate,
which does not allow much potential for im-
provement.Also the average retirement age,
while expected to rise somewhat, is as low as
59 years and only 10 percent of each cohort
retires at the statutory retirement age of 65
years.

Furthermore, the pension system is still matur-
ing.The first employees in the private sector
have just reached the right to retire with full
pension (after contributing for the required
number of years to the system), and it will take

approximately 30 years until this is possible for
all pensioners.

The Central Pension Security Institute calcu-
lates long-term scenarios primarily for the pri-
vate sector scheme, but also for the public sec-
tor pensions and the national pensions. The lat-
est is published in Klaavo et al. (1999). Accord-
ing to the baseline scenario, the ratio of all
pension expenditures to GDP rises from 1.7
percent in 1998 to 16.4 percent in 2034. After
that the ratio declines somewhat due to the
means-testing of the basic pensions, passing
away of the baby-boom generations and the
growth of incomes.The private sector average
pension contribution rate rises from the cur-
rent 21.1 percent of wages to 32 percent in
2050. During the same period the private sec-
tor pension funds rise from |32 percent of the
corresponding total wage bill to 250 percent in
2050.

Lassila and Valkonen (1999) show that this
baseline scenario is very sensitive to demo-
graphics. If the above mentioned upper limit
(0.79) scenario of the confidence interval of the
age ratio is followed, the private sector contri-
bution rate exceeds 50 percent in 2060.

Contribution Rate in the Private-sector Earnings-related System
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People in the administration of the pension sys-
tems argue that increasing pension expendi-
tures and rising contributions will not necessar-
ily be a problem. An oft-used argument is that
the increase in productivity will probably be
rapid enough to allow the living standards of
the working-age population to increase, despite
the growing share of the elderly. The opponents
argue that growth in incomes does not neces-
sarily make high contributions rates any more
attractive.

Is the Pension System Fair?

As an intergenerational measure of the connec-
tion between benefits and contributions we de-
fine the following. The actuarity ratio is the ratio
of a cohort’s discounted benefits from the pension
system to its discounted sum of payments to the
pension system. The benefits include old-age
pensions, disability and unemployment pen-
sions and all other pensions from the earnings-
related pension system. National pensions and
the effects of taxation are not included.

If the actuarity ratio equals |, an average per-
son in that cohort gets the same rate of return
on pension contributions than he or she would

=== | OwW age ratio
KELA-Eurostat

have got from financial markets. A ratio less
than | describes a typical situation in PAYG
pension schemes, after the initial generations
who have a ratio in excess of unity. The actuar-
ity ratio is closely related to the money’s worth
calculations familiar from the pension reform
discussion in the United States.

When comparing the rate of return from a
pension system to alternative yields, one should
keep in mind that markets cannot provide as-
sets that are quite equivalent. In the statutory
system the insurance for e.g. disability and liv-
ing to exceptionally old age are provided, and
at rather low cost. This may, however, cast some
doubt only about the level of actuarity rates
but not their movements over time.

The figure below describes the actuarity rate in
the three demographic scenarios. Each bar dis-
plays the actuarity rate of one cohort.The co-
horts that started their work careers before the
pension system was established, or during its
early phases, have got more than they have
paid in. This is commonplace, and often even
aimed for, in systems where funding is absent
or small. More recent cohorts and all future co-
horts have rates below one. Furthermore, the
rates are on a declining trend for at least a few
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decades.The later born cohorts will receive
worse actuarity rates than those born earlier.
This is due to the ageing of the population.
There are less payers in relation to beneficiar-
ies, and the contribution rate must rise sub-
stantially even though the target rate for bene-
fits remains constant in relation to wages.

Although prefunding makes the Finnish posi-
tion better than in many European countries
facing the ageing problem, it may be that the
contribution increases required to keep cur-
rent benefit promises are deemed too high.The
question then is how much and in which way
the benefits will be reduced. But there are bet-
ter policy alternatives, especially if implemented
before the ageing fully takes place.

Policy Rules Can Insure Against Demographic
Risks

The financial prospects would be much better
if people stayed longer in the labour force. In-
creasing the retirement age by one year lowers
the contribution rate by 1.5-2 percentage
points.A three-year postponement — if it some-
how could be achieved — would thus cut about
5 percentage points off the future contribution
increase. Another lucrative scenario is increas-
ing the yield on pension funds.A one percent
rise in the rate of return on the existing funds
would lower in the short term the contribution
rate by 1.3 percentage points. In the long term
the corresponding reduction is 2.5 percentage
points. Faster productivity growth would also
help. If the growth rate in productivity and real
wages is 2 percent, instead of the baseline as-
sumption of |.5 percent, the ratio of pension
expenditures to wages will decline over 2 per-
centage points in the long run (Klaavo et al.
1999). The contribution rate would decline by
half of that amount under current funding
rules.

Pension policies in Finland aim, quite correctly,
at postponing the actual retirement age and in-
creasing the rates of return on funds. One can-
not, however, count on the success of these
policies. And even if they succeed, unfavourable
demographic outcomes may result in very high
contribution rates.

The reformed Swedish pension system reduces
the pension benefits, if life expectancy increas-
es. The updated Finnish population forecasts

assume that life expectancy continues to rise
for several decades, implying higher pension
expenditures. These two starting points have
generated a discussion about whether also the
Finnish pension system should adopt a similar
life expectancy adjustment.

Another suggestion is to link the pre-funded
amount of contributions in Finland also to cur-
rent birth rates. This idea is based on the ob-
servation that, from the point of view of pen-
sion expenditures, uncertainty about the future
birth rate is much more important than the un-
certainty about longevity. Therefore, intergener-
ational insurance against unfavourable trends
in the birth rate is necessary (Lassila and Valko-
nen 2001b). The corresponding adjustment on
the benefits side could be e.g. indexation of the
pensions to total wages (Lassila and Valkonen
2000).

The mechanisms and rules mentioned above
would react automatically to demographic de-
velopments. If no demographic surprise would
take place, the measures would have no effects,
except the longevity adjustment, which would
react to the increase in life expectancy. If de-
mographics would turn out to be very unfa-
vourable, the measures would effectively allevi-
ate the consequences to the pension system.

If current pension systems would use more effi-
ciently all the information included in popula-
tion forecasts, the allocation of risks could be
improved without fundamentally changing the
systems.As many of the benefits require that
the measures are carried out early enough and

Demographic Risks and Associ-
ated Pension Policy Measures

Risk type
Measure Fertility Longevity Migration

Link between
life-expectancy
and benefits -
Wage bill
indexation

effective -

effective - effective

Fertility-
adjusted

prefunding effective - -
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planned using a very long horizon, it is better
that the reactions are based on rules rather
than on discretion.

The current strong position of the general gov-
ernment and the outstanding uncertainty about
the long-term demographic trends is a very
challenging combination. What we can learn
from the pension policy studies described
above is that we need to smooth out in time
the increasing tax burden caused by ageing.
Since the size of the additional burden is not
known, there is room for insurance against un-
lucky states of world. Furthermore, since it is
less efficient and politically more difficult to im-
plement the insurance rules after a negative
ageing surprise has taken place, early imple-
mentation is necessary.

An example of the new policy measures would
be the creation of a fund for the future old age
and health care expenditures. The new fund
would not necessarily be very large. More im-
portant is that the prefunding rules are
planned to generate an intergenerational insur-
ance against demographic and other relevant
risks.A regular check of the effects of new in-
formation on the probability distribution of fu-
ture expenses would by itself offer a backbone
to the political discussion.

There is, of course, considerable uncertainty
also about non-demographic trends. Bovenberg
and van der Linden (1997) stress uncertainty
in employment, wage growth, the return on
capital, and in family formation and dissolution.
They conclude: “To spread these risks, policy-
makers in OECD countries should take action
on several fronts. The use of several policy in-
struments is attractive not only from the point
of view of risk-sharing but also for political rea-
sons: costs and benefits are spread over vari-
ous groups.A package of measures may facili-
tate the building of consensus about reform.”
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