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1.5. RELATIVE PENSION LEVELS

The relative pension level is the individual pension divided by economy-wide average
earnings, rather than by individual earnings as in the replacement-rate results in the
previous chapter. Figure 5.1 shows relative pension levels in OECD member countries on
the vertical axis and individual pre-retirement earnings on the horizontal. Countries have
been grouped by the degree to which pension benefits are related (or not) to individual
pre-retirement earnings.*

In the first set of seven countries (Figures 5.1A and 5.1B), there is little or no link between
pension entitlements and pre-retirement earnings. In Ireland and New Zealand, pension
benefits are purely flat rate. In Canada, the relative pension level varies little: from 36% for
low earners to 42% for those on average earnings and above. Although Canada has an
earnings-related pension scheme, its target replacement rate is very low, its ceiling is set at
average economy-wide earnings and a resource-tested benefit is withdrawn against
additional income from the earnings-related scheme. Thus, the relative pension level
changes little with individual pre-retirement earnings although the composition of the
pension package varies (between targeted, basic and earnings-related benefits). In Denmark,
basic and targeted schemes dominate the mandatory retirement-income regime.

In the Czech Republic and the United Kingdom, the earnings-related schemes have
strongly progressive formulae; both countries also have basic pension programmes. The
result, again, is a curve of relative pension level against individual earnings that is almost
flat. In Australia, the relatively flat curve results mainly from the means-tested public
pension programme. There is also a limit to the earnings for which employers must
contribute to the DC scheme and the tax system reduces the amount going into DC plans
for higher-income workers.

At the other end of the spectrum lie six countries with a very strong link between
pension entitlements and pre-retirement earnings (Figure 5.1F) and eight countries with a
strong link (Figure 5.1E). In the Netherlands, there is no ceiling to pensionable earnings in
the quasi-mandatory occupational schemes. In the Slovak Republic and Italy, ceilings on
pensionable earnings are set at three times or more average economy-wide earnings. For
low-paid workers, top-ups from the minimum pensions in the Slovak Republic and Poland
and the basic pension in the Netherlands are apparent in the charts. But apart from this
narrow earnings range (and the impact of the ceilings in Hungary and Poland), relative
pension levels increase with individual earnings in a linear way. The contrast with the
seven countries in Figures 5.1A and 5.1B — where pension values were constant or close to
flat and so replacement rates decline with earnings - is stark.

The eight countries in Figure 5.1E have a slightly weaker link between individual
pre-retirement earnings and pensions than those in Figure 5.1F. There are two main
explanations. First, Austria, Luxembourg, Spain and Sweden have redistributive programmes

* Categorisation is based on the value of the Gini coefficient of the distribution of pension levels across
the earnings range weighted by the OECD average distribution of earnings. The calculation method
and results are set out in Annex [.3 on progressivity of pension benefit formulae.
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1.5. RELATIVE PENSION LEVELS

Figure 5.1. The link between pre-retirement earnings and pension entitlements
Gross pension entitlement as a proportion of economy-wide average earnings
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1.5. RELATIVE PENSION LEVELS

targeting a relatively high minimum income (of around one third of economy-wide average
earnings). Secondly, Austria, Germany, Spain and Turkey have ceilings to pensionable
earnings (of around 160-185% of economy-wide average earnings) that weaken the link
between pay and pensions compared with the countries shown in Figure 5.1F.

The other nine OECD countries are intermediate cases (between those with little or no
link between individual earnings and pensions and those with a strong or very strong
link). The three countries in Figure 5.1C exhibit a weak link between pensions and
pre-retirement earnings. Although benefits are not as flat as in the first group of countries,
their pension systems have much more progressive formulae than those of the six
countries shown in Figure 5.1F. These three countries all provide relatively generous
benefits for workers with low earnings. In Belgium, the redistribution happens mainly
through a minimum credit in the earnings-related scheme; in Iceland, through targeted
retirement-income programmes; and, in Korea, through a progressive formula in the
earnings-related plan (akin to a basic scheme).

Figure 5.1D shows six countries that lie towards the middle of the OECD countries in
terms of the link between pension entitlements and pre-retirement earnings. In Switzerland,
Norway and the United States, this results mainly from progressive formulae in earnings-
related schemes. Redistributive programmes — minimum and targeted schemes in France and
Portugal, the basic scheme in Japan - explain these other countries’ presence in this group.
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