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THE SWEDISH PENSION SYSTEM AFTER TWENTY YEARS: MID-COURSE CORRECTIONS AND LESSONS

1. Introduction

During the 1990s, Sweden carried out a major reform of its public pension system,
with most of the legislation enacted between 1994 and 1998. The new system was
proclaimed by its designers to be financially sustainable indefinitely, despite a rapidly
aging population. Several components of the new system, including a large Notional
Defined Contribution (NDC) tier with an automatic balancing mechanism, a defined
contribution tier with centralised administration of accounts and a state-sponsored
default fund, and collective investment funds for managing surpluses in the NDC tier, were
considered highly innovative.

Most elements of the new Swedish pension system have now been in place for twenty
years, and it has been viewed as an important model for pension reform in other countries
(see for example Holzmann and Palmer, 2006; Holzmann, Palmer and Robalino, 2012
and 2013). This paper examines the Swedish experience since 1994, including several mid-
course corrections that have been made. It also draws both positive and negative lessons
from the Swedish experience for policymakers in other countries.

2. Sweden enacts new pension system

Sweden has a very extensive welfare system. By the late 1960s, the public pension
system in Sweden consisted of three tiers. A flat-rate basic pension (folkpension) operated
on a Pay-As-You-Go basis. A partially pre-funded earnings-related national supplementary
pension (ATP) was added to the flat-rate pension in 1959 after a very contentious political
debate. The ATP was widely regarded as the “jewel in the crown” that helped to solidify
middle class support for the Social Democratic welfare state (Lundberg, 2003; Loxbo, 2007
and 2013). Both tiers were financed largely by earmarked employer contributions.
A means-tested pension supplement was created in 1969 to provide a higher pension floor
to those whose earnings-related benefits were very low. The pension supplement, in
combination with the other two tiers, moved almost all seniors in Sweden out of poverty.

By the 1980s, funding the pension system through payroll taxes was becoming
increasingly problematic due to slower economic growth and an aging population. This
was further exacerbated by design features of the old system that led to a poor linkage
between earnings and benefits and to distortions in the labour market (for a discussion, see
Konberg, Palmer and Sundén, 2006: 451-452). To address these challenges, successive
Swedish governments enacted a number of ad hoc incremental changes in the pension
system, including restrictions on early retirement. They also enacted more fundamental
changes that would stabilise financing and benefits for the long term and therefore keep
pensions from becoming a recurrent (and divisive) item on the policy agenda (see
Anderson and Immergut, 2007: 367-372).

The enactment of fundamental reforms was accelerated by the election of a four-party
centre-right (non-Social Democratic) minority government in 1991 that faced a severe
economic and budgetary crisis and lacked a parliamentary majority. The new government
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sought to develop a reform package that could obtain broad support from parties in the
Swedish parliament across the dividing line between centre-right parties and parties of the
left, lowering the risk that any reform would be reversed when the Social Democrats, at
that time still by far the largest party in Sweden, returned to power. The pension working
group, initially comprised of members from all seven parties represented in parliament,
issued their first report in August 1992, including a sketch of proposed principles for
reform. An agreement was reached in January 1994 supported by the four centre-right
coalition parties and the Social Democrats, but not the smaller Left or New Democracy
parties, and legislation based on that agreement was enacted in June 1994. The working
group of five parties supporting the reform continued its work after the Social Democrats
returned to power in September 1994, and most implementing legislation was enacted
by 1998, after a two-year delay caused by conflict within the Social Democratic Party about
whether to move forward (Kénberg, Palmer and Sundén, 2006).

The new pension system has several major characteristics, including a permanently
fixed 16% contribution rate for a new earnings-related pension, and the addition of a
relatively modest (2.5% of payroll) mandatory defined contribution “premium pension”
tier. There was also a new income-tested “guarantee pension,” financed from general
revenues and payable from age 65, to replace the former pension supplement.?

The key change was replacement of the former flat-rate pension and earnings-related
pension by a new “income pension” based on what came to be called Notional or Non-
Financial Defined Contribution (NDC) principles (see Holzmann and Palmer, 2006;
Williamson, 2004; Settergren, 2001). Sweden’s NDC pension system bases benefits on
earners’ lifetime contributions to the system, which may include contributions made on a
person’s behalf by the state for periods of unemployment, child-caring, disability or
sickness, military service, etc. In terms of stabilising pension system finances, the key
feature of the new NDC pension tier is an “automatic balancing mechanism” that uses a
complex formula to correct for increases in life expectancy and slow wage growth by
lowering initial benefits (for those who have not yet retired) and benefit indexation (for
retirees) until the system comes back into balance (for details on the formula used in the
system, see for example Lindquist and Wadensjo, 2009). Payroll tax rates for the NDC tier
were permanently fixed at 16% of earnings, and general revenues cannot be used to pay
benefits. Thus, NDC pensions make any automatic adjustments exclusively on the benefit
side. Pensions are indexed to developments in real wages rather than prices. Rather than
simply raising the “standard” retirement age, the new pension system sidestepped the
retirement age issue entirely by setting a flexible retirement age for receiving the income
and premium pensions beginning at age 61, with increased incentives for continued work.
The NDC tier uses “buffer funds” of past surpluses to smooth spending across demographic
peaks and valleys.

Several aspects of the structural reform enacted in the 1990s contributed heavily to its
adoption. The reform package was extremely complex and many of its specific provisions
were opaque. Those who were at or near retirement (those born in 1937 or earlier) received
pensions largely under the old rules, while those born in the next sixteen cohorts received
an increased share of their pensions under the new system: only those born in 1954 or later
were fully under the new system (see Ministry of Social Affairs, 2010: 15). Thus older
workers, who are most likely to pay attention to pension issues, were less affected,
lowering the prospects for political opposition. Many aspects of the proposed reforms, such
as the introduction of a life expectancy index and a new post-retirement inflation index,
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were highly technical. These reforms made future benefits dependent on later
developments, including the performance of the Swedish economy, performance of
individuals’ investment funds, and demographic trends, thus allowing reductions to occur
without politicians having to take direct, visible actions. Thus, it is difficult for most voters
to conceptualise, let alone estimate, the impact of the various budgetary fail-safes in the
“notional defined contribution” tier of the new pension system and to develop a clear sense
of how much lower (if at all), that their pensions would be in the future. It is also difficult
for potential partisan opponents of the reform to articulate a clear and convincing critique
of it that voters can understand. Moreover, pension reductions were supposed to accrue
slowly over a long period of time. In addition, increasing the linkage between social
insurance pension benefits and lifetime contributions allowed politicians to claim that the
new system was more “fair.” This helped to defuse opposition from those who would stand
to lose in the new system. All of these factors meant that politicians were unlikely to incur
voter retribution for supporting cuts in pension obligations.

The fact that the pension restructuring bore the fingerprints of most of the largest
parties lessened the potential for finger pointing and partisan conflict even further. And
while the Social Democrats consulted with their traditional partners in the blue-collar
labour confederation, Landsorganisationen (LO), labour and employers did not participate
directly in the negotiations. The fact that party representatives could bargain without
social partners exercising veto power over solutions far from their preferred positions
helped to facilitate major trade-offs rather than simply incremental reforms on some
major issues, including addition of an individual accounts tier and long-term stabilisation
of contribution rates (favoured by conservatives) and increased investment freedom for the
state buffer funds (for Social Democrats). The same cartelistic behaviour carried over to the
public debate process as well. As one member of the pension working group put it:

“Some would argue that it’s a bad thing about that group - that we buried valuable
differences of opinion. And there could be something to that. The very fact that we did
agree, the five parties, [meant that] there wasn’t much heat in the first public debates.
We did our best to provide study materials and tried to be out there talking. But the
heat wasn’t there because we weren’t angry with anyone. In a way, it’'s a democratic
problem. You can’t change a system which is too generous if there is someone to take
political advantage of it. So then democracy doesn’t work well with a heated debate.
On the other hand, it’s a price for democracy that too much agreement also takes away
some of the useful political debate.”?

3. Lessons learned from the Swedish premium pension reform

Experience since the enactment of the Swedish pension reform suggests several
lessons for countries considering reform initiatives of their own. Overall, the lessons from
Sweden are as much about politics as about technical issues of design and economic
consequence: many of the problematic features of the Swedish system reflect political
compromises and constraints when the system was being set up, and efforts to address
those features are also constrained by the need to maintain a broad multi-party consensus
on pension reform to avoid stalemate or policy bidding wars that could undermine the
objectives of the reform. Similar constraints are likely to be encountered in other countries,
so Sweden’s experiences in implementing and adjusting its reform are likely to be as useful
to other countries as its policy design features.
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3.1. Maintaining a broad political support base for pension reform, both among political
parties and key interest groups is critical to avoiding erosion of reform initiatives

One notable feature of Sweden’s implementation of its new pension system is that the
cross-party pension working group established to design the system was maintained in a
modified form (initially referred to as the Implementation Group) after the new system was
established. This mechanism has facilitated resolution of conflicts as new issues arise during
implementation. Equally important, it has helped to sustain multi-party commitment to the
pension system and enabled collaborative solutions to emerging problems.

Cross-party consultation groups are extremely fragile, however, and success of the
mechanism depends on the willingness of the parties to co-operate and compromise with
each other. Even modest transgressions may evoke distrust that causes the group to break
down, something that can have significant repercussions on the stability of the system.

The biggest political challenge to maintaining support for the pension reform across
bloc lines occurred after the 2006 election, when a new four-party centre-right coalition
government was elected into office after twelve years out of power. The new government
enacted legislation that lowered the pensions of early retirees - rather than calculating the
pension for early retirees based on 93% of their income, it was to be based on 80% of their
income - and it did so without getting approval of the five party pension group. The Social
Democrats argued that modifications of the pension system required unanimous
agreement among the five parties, while the government argued that the pension
agreement did not apply to early retirement (Froman, 2007; Nandorf, 2007). As one of the
Social Democratic politicians involved in the pension reform put it, the decision made by
the centre-right coalition-government:

“... was against the principle of the pension reform. Although it was a very small
question, it was on the principle very serious [...] The way that the new government
didn’t understand how to take care of the reform, making these kind of changes
without discussing it with the Social Democratic party. That changed the culture.”?

The Social Democrats argued that they had scrupulously complied with this principle
throughout their time in office, and decided to manifest their disappointment by calling off
all ongoing cross-party pension discussions until the issue was resolved (TT, 2007b).
Moreover, they publicly announced that, unless this policy was reversed, the centre-right
coalition had destroyed the five-party pension agreement that had served the country well
since the 1990s (Sahlin and Eneroth, 2007).

Eventually, a special committee was created to resolve this issue, but the negotiations
quickly broke down (TT, 2007a). Discussion resumed a few months later, and in
November 2007 the centre-right coalition-government agreed to reverse the contested policy.
They justified this reversal by a desire to preserve and save the pension agreement
(Runblom, 2007). These negotiations also resulted in the establishment of Pensionsgruppen,
a renewed consultation group consisting of representatives from each of the five parties
supporting the original pension accord to facilitate cross-party pension discussions and
avert similar conflicts from arising in the future. A detailed document covering both the
history of the pension agreement and its provisions was created to guide this group and
minimise the risk of future breakdowns, as turnover in the group led to new members joining
the group who had not been involved in the creation of the initial reform (Ministry of Social
Affairs, 2010).
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The Swedish pension reform thus provides both good and bad news for proponents of
fundamental pension reform. The good news is that it is politically possible in a democratic
society to undertake quite profound reforms of old age pensions that shift substantial risks
for poor economic performance and increased longevity from government (and taxpayers)
to pensioners, even when that pension system is a mature contributory plan. The bad news
is that this may only be possible when policy elites operate in a cartelistic manner across
party lines rather than in an open, participatory manner with major stakeholders directly
represented in the negotiations. And policy change may be most attainable when the
public is baffled by the complexity and opacity of a pension restructuring package rather
than when they understand it.

3.2. Automatic stabilising mechanisms can help to make pension retrenchment more
politically feasible, but design features that increase the visibility and volatility
of cutbacks make them more vulnerable to political interference

Given the political difficulties of enacting pension retrenchment, it is not surprising
that election-seeking politicians in Sweden were attracted to automatic stabilising
mechanisms (ASMs) that make pension cutbacks or raise revenues in the future without
direct intervention by politicians. Such ASMs essentially change the “default”: painful
policy changes go into effect unless politicians take positive action to block them, so
politicians have “clean hands” when retrenchment occurs. ASMs are likely to be particularly
effective when their effects are slow and invisible to the public - for example, making
inflation adjustments in pension benefits that produce nominal benefit increases each
year, but that are below inflation. Indeed, a recent study for the Swedish insurance
company Folksam argued that the percent of final salary (averaged across the last four
years of work) replaced by initial public pension benefits fell from 61% for the cohort born
in 1938 to 49% for the cohort born in 1946, though the absolute amount received was higher
for the latter group because they had much higher lifetime earnings (Folksam, 2014).*

Two aspects of the Swedish ASM - officially called the “automatic balancing mechanism”
in Sweden, and known in common parlance as the “brake” — make it less likely to avoid
public notice, however. First, the annuity divisor used to calculate the initial benefit in the
income pension includes an adjustment factor that produces higher initial benefits, but
causes annual benefit adjustments in later years to be 1.6% of the previous year’s base
below what they would otherwise be. This mechanism makes the decline in initial
replacement rates less visible, but it also makes it more likely that there will be highly
visible nominal benefit cuts in some years. Second, the income pension benefit is
particularly vulnerable to the economic disruptions caused by financial crises because the
solvency of the income pension system is based in part on the value of accumulated
contribution surpluses that are held in five “buffer funds”.> About 60% of these funds are
invested in equities in Sweden and overseas.

This vulnerability was made evident during the Great Recession, a financial crisis that
led to a decline in the value of the assets held by those funds of more than 21% in 2008.
This was expected to lead to a 3.28% reduction in income pension benefits in 2010, though
low-income retirees would be protected by an increase in the guarantee pension
(Forsakringskassan, 2009). The annual adjustment in income pension benefits for retirees
already receiving pensions is shown in Table 1. Clearly there has been a high level of
volatility in pension benefits, including three years — 2010, 2011 and 2014 - in which there
has been a downward nominal adjustment in income pension benefits. As shown in the
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Table 1. Annual nominal adjustment in income pension and ATP benefits
in payment compared to former price index, 2002-2014

Income-pension and ATP Former Single-year Cumulative

pension adjustment index price index difference difference
2002 +3.3 +2.7 +0.6 +0.6
2003 +3.6 +1.8 +1.8 +2.3
2004 +1.8 +1.8 +0.0 +2.3
2005 +0.8 +0.3 +0.5 +2.9
2006 +1.1 +0.8 +0.4 +3.2
2007 +1.6 +1.5 +0.1 +3.3
2008 +2.8 +1.7 +1.1 +4.4
2009 +4.5 +4.4 +0.1 +4.5
2010 -3.0 -0.9 -2.0 +2.4
2011 -4.3 +0.9 -5.2 -2.9
2012 +3.5 +2.8 +0.7 -2.2
2013 +4.1 +1.1 +2.9 +0.6
2014 -2.7 -0.2 -2.5 -1.9

Source: Pensionsmyndigheten (2014b), Orange Rapport: Pensionssystemets drsredvisning 2013 [Orange Report: Annual
Report of the Pension System 2013], Stockholm: Pensionsmyndigheten.

last column of Table 1, this led to a significant decline between 2009 and 2014 in indexed
benefits relative to the price-based index formerly used to adjust benefits.

3.3. Automatic stabilising mechanisms are not “politician-proof”, especially
as elections get near

Although ASM policies may be politically attractive, they may encounter political
opposition both in the adoption stage and once they are actually triggered. It may be
politically easier to stand by and do nothing while visible “automatic” cuts go into effect
than to enact those cuts directly, but it may be even more politically expedient to block the
cuts rather than allowing them to go into effect, especially if they are scheduled to occur at
politically sensitive times in the electoral cycle. The experience of Sweden in the wake of
the worldwide financial crisis beginning in 2007 sheds light on this dynamic, and offers
valuable lessons to policymakers interested in putting automatic stabilising mechanisms
in place (see Kruse, 2010; Settergren, 2010).

Would the stabilising mechanism hold up under the pressure of nominal benefit cuts,
especially with a general election scheduled for September 2010? A former Social
Democratic Finance Minister, Erik Asbrink, suggested injecting SEK 200 billion in general
revenues into the pension system to prevent triggering the “brake,” asking “are the five
parties behind the pension arrangements ready to go to the polls on this, with all the
opportunities for other parties — inside and outside parliament - to propose measures that
would seem far more attractive to 1.6 million pensioners?” (Asbrink, 2008). The Swedish
Social Insurance Agency suggested alternatives for adjusting the automatic balancing
mechanism and how the buffer funds should enter the calculation of the notional defined
contribution “balance ratio”. Sweden’s Minister of Social Affairs suggested additional
policy options, including compensating retirees from the state budget. The matter was
then referred to the multi-party pensions working group representing the five parties that
had agreed to the original 1990s pension reform package. The working group agreed to a
change that would base the activation of the automatic balancing mechanism on buffer
fund balances averaged over the past three years rather than over only the last year. Thus

OECD JOURNAL ON BUDGETING - VOLUME 2013/3 © 2014 7



THE SWEDISH PENSION SYSTEM AFTER TWENTY YEARS: MID-COURSE CORRECTIONS AND LESSONS

any benefit cuts that were made in benefits based on swings in the buffer fund balances
were likely to be moderated over time - phasing in more slowly, but also rebounding more
slowly during stock market upturns. While the five parties that belong to the pension
group rejected the Swedish Social Insurance Agency’s preferred option for changes in the
balancing mechanism, the change that they endorsed is consistent with the principles of
their original agreement by not injecting new money into the system. It is at least arguably
a “fine-tuning” improvement because it weakens the measure’s volatility.

In addition to adjusting the automatic balancing mechanism, the centre-right
coalition government also reduced taxation on pension benefits so that very few
pensioners would experience a cut in their nominal net benefits, again reducing the
visibility of the cutbacks. Since the onset of the Great Recession, the government has
embarked upon five rounds of tax reductions on pension benefits (Table 2). The aggregate
cost of these tax cuts amounts to SEK 16.45 billion annually (about USD 2.5 billion),
equivalent to an increase of SEK 2 100 in monthly disposable income for the average
pensioner (Finansdepartementet, 2014).

Table 2. Selected legislative and administrative changes in the Swedish pension
system after enactment of the automatic stabilising mechanism

Year Government Nature Effective date
enacted type of change or phase-in period
2003 Social democratic minority coalition Restriction of eligibility and benefits in Survivors pension and 2003
early pension
2004 Social democratic minority coalition Public-private co-operation in administrative structure 2004
2007 Conservative-led majority coalition Contraction in outreach to first-time choosers 2007
2008 Conservative-led majority coalition Tax cut on pension benefits 2009
2009 Conservative-led majority coalition Revision of automatic balancing mechanism in income pension 2010
to reduce volatility (and reduce cuts in short term)
2009 Conservative-led majority coalition Tax cut on pension benefits 2010
2008 Conservative-led majority coalition New pension administrative structure 2010
2010 Conservative-led majority coalition Tax cut on pension benefits 2011
2010 Conservative-led minority coalition New default fund for Premigpensionssystemet 2010
2011 Conservative-led minority coalition Prohibition of bulk trade for Premiepensionssystemet December, 2011
2012 Conservative-led minority coalition Increase of pensioners’ housing supplement (Bostadstillagget) 2013
2013 Conservative-led minority Tax cut on pension benefits 2014

The most substantial tax cut was enacted in the fall of 2010, came into force in
January 2011, and reduced the aggregate tax burden of pensioners by SEK 7.5 billion
(Finansdepartementet, 2014). This tax cut reduced the incidence and visibility of the
cutbacks caused by activation of the automatic stabilising mechanism substantially,
allowing 85% of the retirees to enjoy an increase in pension benefits rather than causing a
reduction in pension benefits for 80% of the Swedish pensioners (TT, 2010). The most
recent tax cut, which came into effect in January 2014, had a similar, albeit smaller, effect
(Larsson, 2013b).

The principal justification that the centre-right coalition government has relied upon
for rationalising these tax cuts has been that retirees were disproportionally affected by the
crisis and the associated recession, and that the tax cuts served to minimise the
undesirable spill-over effects on pensioners (TT, 2010). More politically salient, however, is
the fact that following the implementation of Jobbskatteavdraget, an employment income
tax credit, in 2007, retirees have faced higher income tax rates than workers. The tax
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differential has been heavily criticised by pensioners’ organisations, and the government
has further justified the tax cuts on pension benefits by a desire to offset the tax inequality
between these two groups (Reinfeldt et al., 2012) — even though the employment tax credit
had been enacted by the very same government. The centre-right coalition government
was presumably unwilling to go to the polls in 2010, and is most likely disinclined to go to
election in 2014, with more than 1.6 million upset pensioners (TT, 2010).

The tax cuts illustrate the reluctance of politicians to accept the political risks
associated with automatic stabilising mechanisms - especially nominal (and thus very
visible) cutbacks in benefits in the period leading up to elections. They also show that ASMs
do not necessarily shield the government from public pressure or prevent it from engaging
in blame-avoidance behaviour, and that politicians can respond to this pressure in ways
other than a direct modification of the automatic balancing mechanism.

Overall, the experience of the first major “pothole” of the Swedish NDC system
suggests substantial resilience of automatic stabilising mechanisms. The automatic
balancing mechanism, while modified in details, remains largely unchallenged in its broad
principles. But Swedish experience also suggests that a high degree of volatility in the
automatic stabilising mechanisms can make retrenchment more visible — and intervention
by politicians more likely.

3.4. Putting automatic stabilising mechanisms in place is unlikely to eliminate
periodic ad hoc pension reforms

As shown in Table 2, the new Swedish pension system has been far from set in stone
since the enactment of the 1990s pension reform. While the fundamental structure of the
system remains intact, almost every major component of the new system except for the
payroll tax rate has been subject to revision. The automatic balancing mechanism in the
income pension has been revised to make it less volatile - and to make cutbacks less
visible. Taxation of pension benefits has also been altered to make cutbacks in pension
benefits less severe and less visible. Premiepensionsmyndigheten (the Premium Pension
Agency) has been eliminated as a separate agency, with its functions merged into the new
Pensionsmyndigheten (Pension Agency) separated from the National Social Insurance
Board. Efforts to get individuals to make an active choice in the premium pension system
have been scaled back substantially. Access to Housing Supplement benefits for seniors
has also been eased.

3.5. Major changes in retirement behaviour and retirement savings behaviour
require clear signals and relatively intrusive instruments to affect behaviour
- strong penalties for non-compliance rather than just “nudges”

Rather than setting a standard retirement age, the new Swedish pension system sets
a flexible retirement age between 61 and 67. A flexible retirement age can be a mechanism
for lowering opposition to pension retrenchment if it is supplemented with incentive
mechanisms that encourage workers to remain in the labour market longer. This approach
also has drawbacks, however: a flexible retirement age is more politically palatable
precisely because it does not send a clear signal about the need to work longer to maintain
anticipated pension levels. The risk is that as a result of this ambiguous signal, many
workers will not alter their behaviour, and will end up with inadequate pensions.

Although Swedes now receive annual pension statements that clearly show the impact of
delaying retirement on benefits, changes in retirement behaviour under the new pension
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system have been modest. The age of labour market exit has increased by 1.3 years since 1994,
but labour force participation rates for workers aged 65-74 measured in full time equivalents
have been stagnant since 2008, and increased life expectancy has meant that the gap between
the age of labour market exit and average life expectancy has actually increased slightly since
the late 1990s (SOU, 2013: 124-126; see also Pensionsmyndigheten, 2014a). The dominant trend
has been a dispersion of retirement ages under the new, more flexible retirement age system.
The percentage of persons taking their public pensions at age 65 declined 21.9% for the cohort
born in 1948 (55.4%) compared to the cohort born in 1938 (77.3%). The percentage of persons
taking their public pension prior to age 65 increased 15.4% between the two cohorts (from
10.3% to 25.7%) while the percentage of individuals not taking a pension before age 66
increased by 6.5%, from 12.4% to 18.9% (Pensionsmyndigheten, 2014b).

A Swedish government commission of inquiry reporting in April 2013 (SOU, 2013) has
recommended a variety of measures to try to further increase labour market participation
by older workers. The commission recommended increasing the minimum age of receipt
for the income and premium pensions from 61 to 62 in 2015. The commaission also
recommended setting a “target” or “recommended” retirement age that would provide a
stronger signal to workers about the appropriate age to retire and receive an adequate
pension. Changes in the minimum age for receiving the income pension, premium pension
and guarantee pension would all be linked to increases in the target retirement age (and
thus to life expectancy) beginning in 2019 - thus, the earliest age for receipt of the income
and premium pensions would be 62 in 2015 and 63 in 2019, while the minimum age for the
guarantee pension would be 66 beginning in 2019. The commission also recommended
increasing the age below which employees are protected from compulsory retirement
from 67 to 69, increasing the minimum age for payment of occupational pensions from 55
to 62, strengthening protections against age discrimination, and giving older workers more
opportunities to upgrade their skills. In short, the commission recognised that stronger
signals and floors need to be sent to encourage later retirement, and that workplace
barriers need to be addressed as well as pension system signals.

3.6. Factors outside the state pension system may pose important barriers to longer
working lives

A recent government investigation suggests that an increasing number of individuals
desire to work past 65 (SOU, 2013), but that they have encountered multiple barriers to doing
so. These barriers include provisions in many occupational pensions that allow them to be
paid starting at age 55. Moreover, for 70% of Swedish workers, occupational pensions
normally start paying automatically at age 65 (SOU, 2013: 50). The progressive structure of
charges for occupational pensions frequently makes it more expensive for employers to keep
an older worker on the job than to hire a younger work in his or her place (Inspektionen for
Socialférsakringen, 2012a). Moreover, because these provisions are the result of bargaining
between the social partners, they are not easily adjustable through legislation.

3.7. Requirements for longer working lives will exacerbate inequality

The fact that effective retirement ages, after an initial upswing, seemed stuck around
age 63 means that many pensioners will have inadequate incomes in retirement. Leaders
of the Moderate Party, including Prime Minister Fredrik Reinfeldt, have argued that it will
be necessary for Swedes to work longer in the future — perhaps even up to age 75 - if they
are to receive adequate pensions (Larsson, 2012; Stenberg, 2013a). As noted above, a
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government-appointed commission has recommended a more modest increase in the
retirement age band. However, raising the pensionable age will increase concerns about
the fairness of the system, given the lower life expectancy and greater physical
requirements of jobs held by many workers with low lifetime earnings, because they will
not be able to stay in their current jobs.

3.8. Engaging citizens - especially young workers - in planning for retirement saving
is extremely difficult

A new mandatory “premium pension” individual account system was a major
component of Sweden’s 1990s structural pension reform. Patterns of participation in that
system illustrate well the barriers to engagement in retirement planning and actual
participation in retirement savings decisions. In the initial round of pension fund choice,
which occurred in 2000, 67% of eligible individuals in Sweden made an active choice of
pension funds. Even in the initial round, some individuals were much more likely than
others to make an active choice of pension funds: controlling for other attributes, those
who were employed in the financial services sector and had substantial private savings
were much more likely (at least 1.3 times as likely) to make an active choice of pension
funds than others (Engstrom and Westerberg, 2003). Individuals with high incomes and
advanced education were also more likely to make an active choice. The same survey
suggests that engaging non-native speakers in retirement savings schemes can be
particularly difficult: those born outside the Nordic region were less than 60% as likely to
make an active choice as those from the region. Fund managers are unlikely to devote a lot
of resources to appealing to this group because they perceive that the management fees
that they may receive from attracting this group’s savings are likely to be low.

The Swedish case also suggests potential barriers to participation that may increase over
time. Active choice of a pension fund dropped rapidly after the initial year: only 8% of those
eligible to choose a fund for the first time in the 2005 round did so, and active choice of funds
fell further in 2007 and in later years to less than 2% (Table 3). In 2013, only one per cent of new
labour market entrants made an active choice of funds (Pensionsmyndigheten, 2014c). Further,
as the last two rows of Table 3 show, after the initial round only one-fifth or fewer of those
who came into the Premium Pension after the initial round made an active fund choice
post-entry in the first few years after they came into the system. It should be noted,
however, that the very large group (all labour market participants) that came into the
system in the initial 2000 round were not only more numerous but were also older and had
higher earnings than the small cohorts of new labour market entrants that came into the
Premium Pension system in later years. As a result, individuals who had chosen their own
Premium Pension portfolios still constituted 55% of participants, and held 72% of the
capital, at the end of 2013 (Pensionsmyndigheten, 2014c).

Table 3. Active choice and non-choice by entrants to the premium pension system (percentage)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

% Making choice in entry year 67.0 18.0 14.0 8.4 9.4 8.0 74 1.6 1.6 1.6 1.6 15
Men 66.0 16.8 14.3 8.3 9.5 7.7 7.5 1.7 1.8 1.8 1.7 1.7
Women 68.0 18.2 14.0 8.4 9.3 8.3 74 1.6 14 1.5 14 14

% of entrants still in the default fund in 2010 25.0 61.0 66.0 71.0 72.0 78.0 79.0 85.0 89.0 92.0 98.4 n.a.

% of entrants making choice after entry 8.0 21.0 20.0 21.0 19.0 14.0 14.0 13.0 9.0 6.0 na. n.a.

Source: Pensionsmyndigheten (2012b), Premiepensionen: Pensionsspararna och pensiondrerna 2011 [The Premium Pension: Pension Savers and
Pensioners 2011], Stockholm Pensionsmyndigheten Document PID119407.
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Studies of the Swedish premium pension suggest that a number of reinforcing factors
led to the dramatic decline in active choice among new entrants to the system
between 2000 and 2007 (Weaver, 2005; Thaler and Sunstein, 2009). Perhaps most important
is the fact that after the initial round, only new labour market entrants were choosing
funds. The new entrants in later rounds were young, which meant that they were far from
retirement and thus particularly prone to myopia about the need to start saving for
retirement early. They also had little money at stake so perceived little incentive to make a
fund choice, and they were presented with too many options (465 in the initial round, and
approaching or exceeding 800 in recent rounds; see Table 4). Sweden’s Premium Pension
Agency (PPM) mounted substantial outreach campaigns in the initial rounds and tried to
increase Internet accessibility for making choices. But private fund managers, recognising
both the small sums at stake and the very broad field of funds available, did not mount
substantial campaigns in later rounds to attract new entrants into the Premium Pension
system. Moreover, much of the information that was provided by fund managers was overly
simplified and even inaccurate (Thaler and Sunstein, 2009: Chapter 9). The media also paid
much less attention to pension fund choice in the rounds held after 2000. The widespread
publicity given to the negative returns experienced by most premium pension savers in the
early years of the premium pension - especially those in many of the most popular fund
choices — may have diluted enthusiasm for making an active choice. The state-sponsored
(though autonomously operated) default fund also outperformed the weighted average of
actively-chosen funds in the first years of the premium pension system, which likely further
decreased the attraction of active engagement and fund choice.

Table 4. Number of registered funds in the premium pension system

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Funds 625 664 697 725 779 785 773 777 789 797 793 850

Source: The Annual Reports of the Swedish Pension System (2003-2013), available at Pensionsmyndigheten’s publication page,
http://secure.pensionsmyndigheten.se/Sok.html?sv.url=12.70e56c27145a7fdc958301b6&tab=3&query=publikationer&page=0.

3.9. Keeping workers engaged in retirement savings is as difficult as securing initial
engagement

Keeping individuals engaged in retirement planning is just as challenging as getting
individuals engaged in the first place - and just as important, since portfolios that are
appropriate for young workers may not be appropriate for older workers. As of 2011, only
55 per cent of those who made an active choice of pension portfolios upon entering the
Swedish premium system, and only 23 per cent of those who originally opted for the
default fund, had made any changes since that time (Pensionsmyndigheten, 2012b: 61).

The emerging evidence on low levels of active and continuing engagement in publicly-
sponsored retirement investment schemes suggests that governments need to think
through how and at what stages of life (e.g., at the time that children begin school, at
certain “round-numbered” birthdays) they can improve financial literacy and engage
contributors, especially when individual account funds are only a small part of total
expected pension benefit. Governments also need to think through more specific
engagement strategies for particular sectors of the labour force who are least likely to do so
on their own, and create differentiated messages for different age groups. For younger
workers, for example, the messages should include the need for asset diversification and a
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concern with long-term asset growth, while for older workers messages should include
giving consideration to adjusting their portfolios and, in some cases, potential vehicles for
annuitisation of assets.

3.10. Financial literacy efforts are difficult and have low returns

Evidence from a number of countries suggests that individuals’ levels of financial
literacy and engagement in retirement savings planning affect their preparedness for
retirement in a variety of ways. People who are more financially literate are more likely to
avoid high cost debt, diversify investment risk, engage in retirement planning, and be
aware of pension fund management fees (see for example Lusardi and Mitchell, 2011,
Sundén, 2013). A number of recent studies from many OECD countries suggest that there
are major gaps in most individuals’ financial literacy.

To improve the financial literacy of the public, and ensure that every eligible individual
participates, Sweden’s Premium Pension Agency initially pursued substantial information
and education campaigns to facilitate active choice of pension funds. In the initial round of
active choice, PPM mailed information to pension savers, launched advertising campaigns
and engaged in outreach activities to groups with special needs. PPM also mailed an annual
fund catalogue to every new participant in the premium pension system, containing
information on past rates of return, risk level and fees for each of the funds. Outreach
efforts were scaled back in later years as the high costs (paid for out of the administrative
fees charged to current participants in the premium pension system) and low returns on
those efforts became clearer, and commitment to active choice both among politicians and
the Premium Pension Authority waned. A printed catalogue is no longer mailed to new
participants, but can still be ordered from the website. To make information on fund
options easily accessible to the pension savers, the Pension Agency (successor agency to
the PPM) currently maintains a webpage that is continuously updated to ensure that the
pension savers receive the most accurate information available.

Despite PPM’s efforts to communicate information to pension savers, few have been
able to translate this information into useful knowledge that allows them to make active
choice: many do not look at the information, do not understand the information, or are
overwhelmed by the amount of information that they receive. In an annual survey of new
premium pension participants sponsored by the PPM, only 7% of the 2009 respondents
fully agreed with the statement “I have sufficient knowledge for making an informed
decision about my premium pension”, while 29% fully disagreed (PPM, 2009).® This
response distribution is almost identical to the one obtained in the 2005 survey (Table 5).

Table 5. Survey response to “I have sufficient knowledge for making an informed
decision about my premium pension”

2005 2006 2007 2008 2009
Fully agree 8 7 10 7 7
Partially agree 17 15 18 12 14
Neither agree nor disagree 22 20 28 30 22
Partially disagree 20 17 21 24 27
Fully disagree 31 36 22 25 29
Don’t know 1 3 2 2 1

Source: The Annual Reports of the Premium Pension System (2005-2009), available at Pensionsmyndigheten’s publication page,
http://secure.pensionsmyndigheten.se/Sok.html?sv.url=12.70e56¢27145a7fdc958301b6&tab=3&query=publikationer&page=0.
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Although this unsatisfying result can be a consequence of a multitude of factors, it is
likely that the design of the PPM system, which assumes that individuals can, on their own,
put together a diversified portfolio of up to five funds from among 800 options, is overly
optimistic. Government commissions have proposed the implementation of guidance
services, increased financial education in high school, and a framework that can be used to
pick appropriate funds. However, the state is not allowed to provide recommendations for
private investments, which means that any proposals to guide fund choice must be
carefully designed. In November 2011, the Pension Agency introduced a web-based “Fund
Selection Guide” (fondvalsguiden) that allows users to specify their risk tolerance, time
horizon, fund management tolerance and other sources of retirement income. Based on
that information, the Fund Selection guide recommends five funds with low fees and high
returns. A proposal to create a warning system that alerts pension savers when their funds
have dropped significantly in value has also been proposed.

3.11. Permissive entry for funds in an individual account system may overwhelm
system participants, increase system costs, and increase risks

There are enormous differences across national individual retirement fund systems in
the degree and types of restrictions that they place on funds that can be offered. Some offer
relatively open access to all funds that meet asset diversity requirements, while others
offer only a few fund choices. In some countries, employers play a substantial role in
setting the options available to their workers.

The simplest option available to governments is to allow open access to all funds that
meet minimum diversification requirements. This also has some political attractions,
since it does not require government to undertake the politically fraught role of picking and
choosing fund providers. As behavioural economists have noted, however, this “just
maximise choice” policy also has important disadvantages (Thaler and Sunstein, 2009).
First, it may discourage some participants from making an active choice because they are
overwhelmed by the range of choices. Second, if those making the choices are not highly
motivated, they make poor choices. International evidence suggests several biases and
flaws in the investment practices of poorly informed and intermittently engaged
individuals that may lead to sub-optimal returns — and to inadequate retirement incomes
(see especially Benartzi and Thaler, 2007). Moreover, because individuals differ in their
preferences, biases and information levels, the types of sub-optimal investment decisions
that occur will vary across individuals.

Swedish policy-makers refrained from establishing stringent entry requirements for
fund providers in the premium pension system. Fund providers must i) meet the directive
of the EU on portfolio diversification (with the exception of Swedish equity funds); ii) agree
to give fund rebates to the Premium Pension Agency; and iii) allow contributors the right to
change funds as frequently as they like without charges (Weaver, 2004).

With minimal entry barriers, the Swedish pension savers are faced with hundreds of
funds to choose from (Table 4). The overwhelming drop in initial active fund choice by new
entrants to the premium pension system has already been noted, and choice overload is
almost certainly among many factors contributing to this outcome. The concentration of
many funds in Sweden’s premium pension system in specific industries or regions also
increases volatility in the accounts of individuals who invest in those funds. Other
investment practices noted in the literature have also been found in Sweden. First, some
individuals pay too much attention to recent fund performance, believing that it is a reliable
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indicator of future asset performance; they thus overinvest in highly volatile funds or those
that have overly concentrated assets. Second, many individuals have a “home bias,”
overinvesting in domestic assets and with domestic fund managers with whom they are
familiar, regardless of that fund’s actual performance (see SOU, 2005). At the end of 2011, for
example, those who chose their own portfolios in the Swedish premium pension system had
an average of 25.5% of their assets in Swedish equities (Pensionsmyndigheten, 2012b).”
Moreover, eight of the ten most self-chosen funds in the premium pension system measured
by percentage of persons choosing were offered by fund companies based in Sweden - five
from the same company. The other two were offered by a Norway-based fund manager
(Pensionsmyndigheten, 2012b: 43-45). Third, individuals may also be susceptible to
advertising claims that provide little actual information on the performance of the fund.
(Crongvist, 2005). Given these multiple potential sources of investment bias — with different
implications for return on retirement savings - there is no simple set of decision rules
regarding the options offered in a retirement savings system that will protect a
heterogeneous set of individuals against all of the risks.?

3.12. Centralised administration of an individual account system can contribute
to higher returns for account holders and improved information on total expected
retirement income streams

High management fees on fund balances and transaction fees can eat up a sizeable
share of retirement savings in individual accounts over time. Fees can be kept low in
several ways, notably by centralising some functions in government or an independent
agency to take advantage of economies of scale rather than having them performed by
employers or even by individuals. Sweden has chosen to centralise a number of functions,
including collection of contributions (through the tax system), decisions on which funds
are available to participants, negotiation of fee structures with fund managers,
management of switches between funds, provision of default funds, and provision of
information on fund balances and likely income streams upon retirement.

The centralisation of some of the account management functions has proven to have
a number of advantages, most notably in lowering system costs and administrative
burdens on employers. It can also give governments additional bargaining leverage in
dealing with fund providers. In Sweden, for example, the Pension Agency requires that all
funds participating in the Premium Pension system provide a discount on their normal
fund management fees. These discounts range from 0.3% to 0.5% percent of assets
annually, which the Pension Agency estimates will result in eventual increases of 10-15%
in premium pensions payable (Pensionsmyndigheten, 2012b). Overall, fees are very low,
especially for those who choose the default fund (discussed further below). All participants
in the Premium Pension system pay an administrative fee to the Pension Authority. In 2013,
the fee was 0.14% of account balances, with a cap of SEK 110 (about USD 16.60); averaged
across all pension savers the fee was SEK 74 (about USD 11.20) or 0.1%. In addition,
participants in the Premium Pension system pay fees to pension fund managers, which
average 0.39% (after rebates) for those who have chosen their own funds. Fees are 0.12 for
those under age 55 in the default fund, declining to 0.07% for those aged 75 and above
(Pensionsmyndigheten, 2014b). Lower administrative fees are an important contributor to
the higher long-term average performance of the default fund over the weighted average of
the self-chosen funds for all cohorts of entrants into the Premium Pension System
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(Pensionsmyndigheten, 2014b: 20-21). Caps on fees for funds in the “fund marketplace”
(i-e., self-chosen funds) are under consideration in the Pensions Agency (Englund, 2014).

Centralised account management has also facilitated provision of information to
workers on expected income streams in retirement that cumulates across sources. The
vehicle for this information is Minpension (“My Pension”), a web-based service launched in
December 2004 as a partnership between the trade association for Swedish insurance
companies and state pension agencies (PPM, 2006: 9). The service provides a comprehensive
overview of individuals’ current pension savings and allows pension savers to calculate
their projected future pensions. The service is available to all current pension savers in
Sweden, and is offered free of charge. When the service was launched it provided an
overview of an individual’s current state pension and occupational pensions under
collective agreements (Tjanstepension). In 2005, the service was expanded to enable
pension savers to manually upload information on their private pension savings (PPM,
2007). In 2007, private pension savings were more fully integrated into the service, fund
providers were allowed to upload information on PPM savings, and occupational pensions
for those outside of collective agreements were added (PPM, 2007). Although initial
reluctance by the PPM fund providers meant that the majority of pension savers were
unable to obtain information about their premium pensions on Minpension, later years
have seen a substantial improvement in the co-operation between fund providers and
Minpension. Currently, 98% of total pension capital and 83% of private pension capital are
available on Minpension (Pensionsmyndigheten, 2012:4). The service had 1.7 million
registered members in 2012, roughly 31% of current Swedish pension savers. However,
major information gaps remain, especially among the estimated 2.3 million pension savers
who either have no access to, or do not use, the internet (Pensionsmyndigheten, 2013: 43).

In order to increase the number of registered users, there have been a number of
advertising campaigns aimed at raising awareness about the service. The most substantial
campaign took place in 2011, when Minpension was advertised in the “orange envelope”
(the annual pension statement sent to all system participants), as well as on selected
popular webpages, in newspapers and on television, resulting in 150 000 new members for
Minpension - the largest increase since the launch of the web-based service in 2004
(Pensionsmyndigheten, 2013: 47).

3.13. Get the design of the default in an individual account system right, including
changes in optimal asset allocations over the life cycle

Given the low interest of most workers in making active choices about their retirement
savings, many if not most of them are likely to end up in whatever the default option is.
That has clearly been the case in Sweden after the initial 2000 round.

Several characteristics of the default fund are likely to be critical in determining how
successful the default fund is in providing an adequate income in old age for those who
end up in it. Recent experience from Sweden suggests several lessons about good practices
for such funds. As noted above, they should have very low administrative fees, since high
fees on fund balances and transactions can eat up a sizeable share of retirement savings
over time. Second, they should take a life-cycle approach, moving from higher-risk-and-
return asset classes to lower volatility assets as retirement nears. Third, the balance
between asset classes should take into account not just the funds in the individual account
scheme but the broader government-sponsored retirement income stream as well. The
main Swedish default fund, for example, allocates 100% of fund balance into stock funds
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until age 55, at which point it gradually drops every year until age 75, when it reaches 33%
of fund balances. The logic of this allocation is that about 85% of the individual’s pension
contributions go towards an income-related pension (supplemented by a guarantee
pension for those with low lifetime earnings) that does not have a high degree of market
volatility: taking a higher degree of risk for the individual account portion is therefore
justifiable. Finally, default options can be combined with a limited set of investment
options rather than a one-size-fits-all approach, but it is unlikely to attract many
participants. Sweden’s default fund offers alternatives that are higher risk or lower risk
than the standard default, as well as an option that is equally balanced between equities
and interest-bearing securities. The alternatives offer the same low fees as the main
default option. In practice, however, very few savers have chosen these alternatives: more
than 99% of contributors and invested funds using the AP7 are in the main “Safa” fund
(Palm and Johannisson, 2011).

3.14. Dividing responsibility for defined benefit and individual account DC tiers
in separate agencies may constrain efficiency, cost-effectiveness, and integration
of technology and service delivery

As a part of the Swedish pension reform, a new Premium Pension Agency was
assigned the responsibility of administrating the premium pension, while the existing
Social Insurance Agency continued to be responsible for other income support programs
for the elderly.’

By utilising two separate agencies, the government tried to make the distinction
between the premium pension, where individuals were expected to manage their own
pension portfolios, and other income support programmes. They also believed that this
would augment communication efficiency with pension savers and maximise operational
efficiency and cost-effectiveness (SOU, 2006). Moreover, the design of the premium pension
system makes it subject to capital market regulations and insurance laws and places the
system under the supervision of the Ministry of Finance, while the income pension is
supervised by the Ministry of Social Affairs.

Although theoretically sound, this decision led to a number of unanticipated problems
(SOU, 2006). First, the multi-agency structure led to lack of co-ordination and
communication between the two administrative units, as well as uncertainty concerning
the specific tasks that pertained to each unit. As a consequence, the two authorities
oftentimes pursued the same tasks, independently from each other, which led to a type of
“double information work” (notably two separate IT-systems) that raised administrative
costs. The division of responsibility also led to confusion concerning which agency to
contact when the pensioners needed help.

Following a number of government-sponsored investigations regarding the
administrative structure of the pension system (see, for example, Statskontoret, 2002; SOU,
2003; RRV, 2003; SOU, 2005), several modifications to the administrative structure were
made. The two authorities improved co-ordination of administrative routines, established
a working group to improve communication and co-operation, and developed a joint
strategy for disseminating pension information to the public (SOU, 2006). At the beginning
of 2010, a new Pensions Agency (Pensionsmyndigheten) was created by taking pensions
functions out of the Social Insurance Agency and merging them with the Premium Pension
Agency. However, the Pensions Agency continues to purchase many services from the
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Social Insurance Agency, which has created a new set of co-ordination problems
(Inspektionen for Socialforsdkringen, 2010 and 2011).

3.15. Anticipate that private interests will try to take advantage of individuals’ low
information and high anxiety about retirement incomes for their own benefit

Given the low levels of financial literacy of many individuals and the limited success
of financial literacy campaigns in addressing those gaps, it is not surprising that many
people use professional investment advisors or other financial intermediaries to guide (or
take over) management of their retirement savings portfolios, paying a fee for that service.
How well these services do at compensating for the financial literacy gap depends on
whether they are reaching the people who need them most, and whether they offer good
value for money.

Swedish experience suggests that individuals who have limited financial literacy skills
and feel low pension efficacy may be particularly susceptible to heavily marketed appeals
by financial consultants to take over management of accounts in deals that offer very poor
value for money. Consultancy firms emerged in Sweden after 2000 to manage individual
premium pension accounts on behalf of pension savers in exchange for annual service
charges (approximately SEK 1 000, or about USD 150) (Nordh, 2013). This fee is billed
directly to the client and is in addition to the account and fund management fees charged
by the premium pension system. There are currently more than 700 000 individuals
registered with PPM consultants.’? The PPM consultancy business is highly profitable, with
small PPM consultancy firms having recorded annual profits that exceed SEK 100 (Palm,
2012). A recent report published by the Social Insurance Inspectorate (Inspektionen for
Socialforsakringen, 2012b) suggests that these services are most commonly used by
individuals with low levels of education and income. Unfortunately, the government’s
failure to anticipate this auxiliary market development has allowed PPM-consultants to
take advantage of a fairly unregulated market (Lucas and Flores, 2012).1

A number of problems have emerged. First, PPM consultants use the lax legal
framework to report higher than actual returns, engaging in false advertisement as a
means to attract clients (Eriksson, 2013). Second, the laws governing the PPM consultants
enable them to receive “kick-backs” (commission) from the owners of the funds that they
choose to invest their clients’ money in. As a consequence, rather than investing the
clients’ premium pension money in high-return low-risk funds, some PPM consultants
may choose funds that guarantee them a high commission (Lindemark, 2008). The Social
Insurance Inspectorate (Inspektionen for Socialférsakringen, 2012b), in a report that
attempted to match consultancy users with non-users with similar characteristics,
estimated that users had a small added return net of consultancy fees, but also noted that
the widespread use of mass fund switches increased overall transaction fees and led to
fund value fluctuations for other participants in the premium pension system and
increased information technology costs for the Pensions Agency:.

Problems with respect to the PPM-consultancy industry have been exacerbated by
Swedish laws that dictate that oral agreements are binding and that costumers do not have
the right to withdraw from transactions made in public places (canvasférsdljning). By
designing sales strategies revolving around telephone and canvas sales, the PPM
consultants have been able to utilise these laws to isolate consumers and persuade them
to purchase consultancy services without giving them time to deliberate (Gustavsson,
2009). Once the consumers have acquired additional information and call the PPM
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consultants to revoke the oral agreement or the canvas purchase, the PPM consultants
refuse. These problems threaten the credibility and public support of the new pension
system; in 2012, 9% of all phone calls made to the Pensionsmyndigheten revolved around
complaints regarding contractual agreements with PPM consultants (Eriksson, 2013).12

To partially combat the issues surrounding the PPM-consultancy industry, the
government implemented a law in 2011 that prohibited bulk trade via “robotskjutning”
[automatic triggering of bulk trades] by PPM consultants (Friskman, 2011). By implementing
a captcha-solution to prevent bulk trades via “robotskjutning”, mass switching of funds is no
longer possible. This policy resulted in a drop from 4.6 million fund changes in 2011 to
1.4 million in 2012, while the number of individuals making changes fell from 1.1 million
to 600 000 (Pensionsmyndigheten, 2014c, 31). While two PPM consultancy companies left
the market in response to the policy, the majority responded by raising the service fees and
establishing funds-of-funds (Lindemark, 2012). Although these funds-of-funds are
available free of charge via fondtorget (funds that participate in the premium pension
system), the pensions savers continue to rely on PPM consultants for managing their
premium pension, and the money spent on PPM consultancy services did not decrease
post-legislation. Rather, it increased by SEK 140 million (Lindemark, 2012).

The broad lesson of these experiences is that profit-incentives can create perverse
auxiliary markets around a retirement savings system, taking advantage of the fact that
some individuals - especially those with low financial literacy — are struggling to make
informed decisions about their retirement savings. Educating pension savers on the
workings of the financial markets, or establishing comprehensive regulations to combat
undesirable market developments, can partially mitigate this risk, but those who need
financial education most may be least likely to obtain it. Moreover, difficulties in anticipating
the precise form that these potential auxiliary market developments will take means that
policymakers may be left scrambling to address them once they have developed.

3.16. Mandatory individual accounts may further exacerbate inequality concerns

Yet another concern relates to whether Sweden’s premium pension system is
contributing to new forms of inequality among seniors. At least three potential areas of
concern are suggested by the Swedish experience. A first potential problem is that there are
likely to be varying levels of engagement across different social groups. Thus if financial
returns for those who take default options are significantly below the median, they may
have lower incomes in retirement as a result. A second potential area of concern, as noted
earlier, is that individuals who have limited financial literacy skills and feel low pension
efficacy may be susceptible to appeals to marketing from financial intermediaries to
manage their accounts in deals that offer very poor value for money.

A third potential area of concern relates to individuals who do take an active role in
their retirement savings but make poor choices when doing so. While most individuals
choose the default or stay with their original fund choices, there is tremendous variation in
the tails of the distribution. Because the Swedish premium pension system allows
concentration in very specific asset classes and unlimited fund switches, it is possible for
expert market timers to do extremely well and poor choosers to do very poorly. This raises
the question of whether it is fair to place individuals with knowledge of financial markets
at a competitive advantage in an activity that is mandated by the state. That this may be
an undesirable element of the premium pension system was noted in 2012 by the Minister
of Social Insurance, Ulf Kristersson, who argued that “the skilled individuals should be
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rewarded, but on the other hand, the system is mandatory and one must ask oneself how
much risk one is willing to accept in a mandatory system” (TT, 2012).

Potential solutions to this third issue are currently being explored. Reaching an
agreement about what to do - if anything - to combat the dispersion of outcomes and
prevalence of non-choice has been politically difficult, reflecting disagreements within
current four-party centre-right governing coalition and the pension working group. The
Liberal Party (Folkpartiet) is content with the current system. The Moderates, the largest
party in the coalition appointed Peter Norman, former managing director of the AP7
default fund, to be Minister of Financial Services and he, not surprisingly, likes the default
fund and use of index funds. The opposition Social Democrats, on the other hand, have
never liked the premium pension system.

Concerns over inequality induced by government policy may echo more loudly in
Sweden than in many other countries given its history as a social democratic welfare state
that places a high value on equality and fairness. That two individuals with identical
earnings histories might enjoy vastly different returns on the premium pension portion of
their pension is thus highly controversial. Even though such issues may be less salient in
other countries, it is an inevitable consequence of mandatory retirement savings schemes
that offer a wide range of fund choices. None of these potential inequality-enhancing
problems are insurmountable: restrictions on asset specificity, frequency of fund switches
and fund administrative charges are all potential ways to address these “new inequality”
concerns. Regulation of financial consultants can also be useful. In considering the design
of mandatory retirement savings schemes, policymakers need to consider the extent of
specific new inequality risks, their likely incidence, and how much of each risk they are
willing to tolerate.

3.17. Pension Reform 2.0

As Sweden approached the twenty-year anniversary of the 1994 legislation that
established the new pension system, pension reform was once again an important issue on
Sweden’s policy agenda. Five separate expert groups were examining specific aspects of
the pension system, focusing on the age of retirement, the premium pension system, the
structure of the automatic balancing mechanism, the structure of the buffer funds in the
income pension, and problems connected with premium pension consultants.

Several forces came together to bring about the resurgence of interest in legislative
change. One was that the automatic balancing mechanism triggered pension cuts in 2010,
2011, and 2014 - and triggered more severely than had originally been anticipated, with
substantial swings in both an upward and downward direction. Moderating those swings is
in the interest of all of the signatories of the pension agreement in order to keep populist
parties (notably the right-wing Sweden Democrats) and the Left Party, who are not
members of the pension accord, from exploiting the issue for their own political gain.
Changes are unlikely to affect the basic structure of the system, since any changes must
gain the acquiescence of all five parties that are members of the pension working group;
failure to do so would risk breaking up the pension agreement and setting off a bidding war
that all parties would like to avoid (Schgyen and Stamati, 2013). But cracks in the five party
agreement are emerging: in August 2013, Stefan Lofven, the leader of the Social
Democratic Party, labelled the premium pension “an expensive flop”. He argued that it cost
billions of kronor in management fees, and that transferring those funds into the income
pension system could keep the pension brake from hitting so often. But rather than
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proposing a break with the pension accord, he said that changes should be negotiated
within the five-party agreement (Thurfjell and Stiernstedt, 2013).

Current proposals to increase the minimum and “target” retirement ages will be
controversial with the Social Democrats as well as labour unions and pensioners
organisations, and the government will have to give up something in return - for example,
increasing the share of the current 18.5% payroll tax that goes to the income pension
system, with a declining share devoted to the premium pension, in exchange for an
increase in the minimum age for various components of the Swedish pension system
(including negotiated occupational pensions). Other changes, such as shifting payroll tax
above the earnings threshold that currently goes to the general treasury rather than the
pension system (and does not accrue pension contribution credits) into the income
pension system to make the system “brake” hit less frequently have also reached the elite
discussion agenda (Dahlberg, 2014). Having more issues on the agenda could give a
governing coalition more bargaining chips, and allow all parties in the Pension Working
Group to claim that they have gained something in a new comprehensive accord, much as
occurred in the 1990s negotiations. But as in the 1990s, Sweden is likely to face the trade-
off of having a relatively closed debate centred in the Pension Working Group that
facilitates agreement but stifles useful public debate and public understanding.

Notes

1. The guarantee pension requires far more resources than the pension supplement it replaced, since
it took over much of the function of supporting very low income pensioners who had previously
received the flat-rate pension.

2. Interview, November 2000.
3. Interview, 2013.

4. The decline in initial replacement rates was partially offset by a rise in the replacement rate for
occupational pensions, which rose from 17-21% of final salary. All figures are calculated on a gross
(pre-tax) basis (Folksam, 2014).

5. About 12% of the assets used in calculating the balance ratio are “fund assets” in the buffer funds.
The remainder is made up of “contribution assets” - statistically adjusted prior contributions.

6. The survey was discontinued in 2010 following the merger of the PPM into the Pensions Authority.

7. In contrast, the 7th AP Equities Fund, the equities component of the Premium Pension default
fund, holds only 3.6% of its assets in Swedish equities. See Pensionsmyndigheten, 2014e.

8. For a detailed discussion of risk management in defined contribution systems and account of
different national experiences, see Ashcroft and Stewart, 2010.

9. Specifically the new Income Pension, the old ATP pension, guarantee pension, survivor’s pension,
housing for seniors, and other small pension-related benefits under the old law.

10. A recent survey conducted by Pensionsmyndigheten indicates that this number might be even
larger, approximateley 1.2 million (Nordh, 2013).

11. In particular, 1) PPM-consultants are not monitored by the Financial Services Authority unless the
company combines PPM consultancy with securities business; 2) they are exempted from the
Federal Law of Financial Consultancy as they are not considered “Individual Economic
Consultants”; and 3) they are generally not subject to scrutiny by the Board of Consumer
Complaints as the service charge falls below the minimum required for involving the Allmdna
Reklamationsndmnden.

12. In addition, the majority of the individuals calling to complain about the consultants explicitly
thought that the PPM Consultancy Firms were government owned firms operating through
pensionsmyndigheten (Avanza Bank, 2012b).
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