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THE WEST

“One attractive feature of pay-as-you-go pension
systems is that they allow for providing pension benefits
to older people who did not contribute,”
- OECD

DEMOGRAPHICS AND PENSIONS IN THE WEST

by Filipe Albuquerque

Image © Hyejin Kang on Adobe Stock

The fundamental goal of a retirement pension is to provide income security in old age to facilitate consumption
once we stop working. Beyond smoothing out the path of
consumption over time, a pension system can also alleviate
poverty in old age and assist those less fortunate who for
health reasons are not able to accumulate enough wealth
during their working lives.
Faced with the impossibility of storing the goods and
services we are able to purchase during our working lives
to consume them in retirement, the idea behind retirement pensions is that we can exchange current production
and income for a claim on future production. This can
be done either through savings, which can be channelled
to consumption later in life, or by obtaining a commitment from the next generation, via the government or
some other entity, to provide a certain amount of income
during retirement. These two approaches are idealised extremes along the spectrum of potential pension systems,
from pure and fully funded Defined Contributions (DC)
to public Pay-As-You-Go (PAYG) Defined Benefit (DB)
schemes, respectively.
Considering these two approaches can help shed some
light on the choices facing Western countries and some of
the steps taken so far.

The Nature of PAYG Systems
In 2012, the Actuarial Association of Europe (AAE) published a stern warning about the dangers facing the future
of European pension systems. "Most countries in the European Union (EU) are experiencing serious challenges to
their pension systems, arising in large measure from the
demographic ageing of the population,” the report said.
“Populations are ageing because of relatively low birth
rates and rapidly increasing expectation of life, particularly
at older ages. The impact of ageing on national social security schemes is a matter of considerable concern in terms
of financial sustainability, but sustainability in financial
terms has to be balanced with adequacy of pension benefits
and with political sustainability.”
To understand the challenges facing PAYG systems, it is
helpful to consider the fundamental accounting equality1
defining the relationship between the government’s pension revenues and its expenses. For simplicity and historical
reasons, the relationship can best be understood through
the lens of the following mathematical definition:
st Wt Lt=Pt Nt
In the formula above, “s” stands for the aggregate social
security contribution rate for revenues directed at fund-
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ing the PAYG pension expenditures. W corresponds to the
average real wage prevailing in the country. L represents
the number of workers. P stands for the average real pension and N corresponds for the number of pensioners in
the country. All variables interact during the same time
period t.
As presented, the definition expresses the accounting equality that in a balanced PAYG system revenues (on the left)
are equal to expenditures (on the right). By rearranging the
formula, it is possible to consider the problem from the
point of view of the workers contributing to the system. A
pertinent consideration for them, in terms of understanding and justifying the cost that the PAYG system imposes
on their disposable income is to understand what it is that
it represents in terms of the income and population shares
of pensioners. The relevant reformulation is as follows:
st=Pt/Wt Nt/Lt
Looking at the PAYG system through this lens allows us
to express the problem in terms that are familiar to this
discussion. Nt/Lt is the variable known as the “old age dependency ratio” (OADR), whereas Pt/Wt is akin2 to what
is known as the “gross replacement rate”. This reformulation of the PAYG accounting equality is also relevant for
policy makers, providing a tool with which to gauge the

cost of maintaining a certain level of income in retirement given population dynamics.

Demographic Challenges of PAYG DB
Systems
According to the OECD’s 2018 Pensions report explains
“in the second half of the 20th century, OECD countries established or extended PAYGO DB schemes.” While
PAYG systems are defined by the intergenerational nature
of transfer between the workers and the retirees, a DB
scheme refers to the nature of the pension itself. According
to Sweden’s Pension Authority (Pensionmyndigheten), in a
DB scheme “pensions are set in advance to a fixed amount
or a certain percentage of, for example, final salary or average earnings during a specified number of years.”
According to the OECD, PAYG DB schemes made sense in
OECD countries during the post-WWII era. “At the time,
population growth was fast and the economy developed
quickly, both of which increase internal rates of return of
PAYGO systems.” PAYG DB is also the only possible approach to provide poverty relief in old age. “One attractive
feature of PAYGO pension systems is that they allow for
providing pension benefits to older people who did not
contribute,” according to the OECD. The importance of
poverty relief as a motivation for the very creation of pub-
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lic pension systems, cannot be overlooked, in so far as large
swathes of the population of Europe were often left without any old age income prior to its introduction.
However, while an increasingly large and productive population is favourable to a PAYG DB system, the same cannot
be said when conditions are reversed. The lower the labour
force (Lt) relative to retirees (Nt), the higher the social
charges (st) will have to be to maintain a specific level of
retirement pension income (Pt) at a given level of wages
(Wt). To put it another way, as the OADR increases (Figure
1), maintaining the same level of gross replacement ratio
(Figure 2) becomes more expensive.

This is why the AAE’s concern is so pertinent. Longevity
and fertility rates largely determine the OADR. Although
fertility rates are not easily changed, one simple way to
stop demographic shifts from burdening pension systems,
is to decrease the OADR by increasing the retirement age –
which defines the cut-off point where individuals go from
counting as workers to counting as retirees. To maintain
the OADR at 2010 levels, the AAE estimated that Sweden’s
retirement age would have to increase to 71 years and 4
months of age in 2050, four years beyond the 2020 limit.
The alternative, in order to ensure a balanced PAYG DB
scheme’s budget is to decrease the gross replacement rate.

Figure 1 - Old Age Dependecy Ratio (%)

THE WEST

“Notional Defined Contribution, improves incentives to
contribute for longer and to retire later.”

Absent these measures, governments can pursue three other courses of action within the system. They can impose
the excess burden on employers, cannibalise other government revenues to fund the pension system’s deficit, or
borrow funds to cover the deficit. Another alternative is to
diversify the system away from DB.

The Demographic Challenges of DC
Schemes
In DC schemes, individuals make a monetary deduction
from their salary to contribute to their pension savings,
which accrues in an investment account. Where the PAYG
system was intergenerational, the underlying dynamic of
the DC system is intertemporal. The relevant formula in
this case is an adapted form of the compounded returns
formula, where the invested principal corresponds to the
share of income deducted, stWtLt, and the retirement revenues are spent at a later period, t+Yw:
(1+r)Yw st Wt=YRet pt+Yw
Yw refers to the number of periods during which a person
works and deducts income into the DC pension scheme,
r is the rate of return. YRet is the number of years a person
spends in retirement and pt+Yw is the pension income during any given year of retirement3.
Although arguably the only direct demographic issue in
DC schemes is longevity and the retirement age, both of
which determine the number of years spent in retirement,
it would be incorrect to assume that DC schemes resolve
all demographic problems. Income is only a means with
which to acquire future consumption. Thus, unless a decrease in fertility is accompanied by an increase in productivity, the domestic stock of goods produced by workers
for consumption might not grow at the pace necessary to
serve everyone at stable prices. Through this indirect inflationary path, low fertility and increased longevity could
still affect pensioners in a DC scheme. However, this is a
second order problem.

Source: OECD

Figure 2 - Gross Replacement Ratio (%)

Meanwhile the main advantage of DC schemes is its internalisation of the financial effects of demographic change.
“Over the last decades, there has been a paradigm shift
from DB to DC schemes, as a way of dealing with the financial sustainability issues of PAYGO pensions, especially
given population ageing,” the OECD explains, citing reform experiences in Chile, Mexico, Estonia, Sweden and
the USA.

Source: OECD
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Unavoidable Risks
DC and PAYG DB schemes differ also in regards to the risks
participants face. While in DC schemes individuals are at
the mercy of financial markets, PAYG DB schemes mutualise risk across the whole of society. However, while this
scale is useful for diversifying away idiosyncratic risk, it is
not necessarily better at coping with systemic risk. PAYG
DB systems are exposed to political4 and macroeconomic5
risks and the demographic pressures are first order problems with potentially protracted political implications.
For many countries, the solution to the demographic burdens imposed on traditional PAYG DB schemes has been to
shift towards a mixed system. The OECD notes that Italy,
Latvia, Norway, Poland and Sweden have shifted from DB
to notional (non-financial) defined contribution (NDC).“Notional Defined Contribution, improves incentives
to contribute for longer and to retire later,” the AEE explains. “It also enables part of the cost of financing benefits
up to an increasingly high average age to be passed on to
the recipients of the pension benefits,” the AEE adds. Others like Estonia, Lithuania and the Slovak Republic have
sought to tighten the connection between earnings and
benefits by switching to a points systems, in which benefits
are proportional to lifetime contributions. Either way, the
solution to retirement pensions’ demographic problems
seems to lay in adopting a flexible approach that mixes the
positive features of all models in order to achieve a balance
between equitable redistribution and efficient incentives.

Notes
1
Nicholas Barr (2003:96), The Welfare State as Piggy Bank: Information, Risk, Uncertainty and the Role of the State, Oxford
University Press, Oxford, UK
2
Pt/Wt is not exactly the same as what the OECD defines as “the
gross replacement rate” because the salary Wt and the Pt should
both refer to the same person or at least the same cohort, which
is not the case in the formula above. In practice this simplification
is not entirely inappropriate because the replacement ratio is often calculated based on the income earned during the last years
of employment for DB schemes.
3
Note that this formula looks at the DC pensions scheme from
the perspective of an individual worker/pensioner. It is possible
to aggregate it at cohort level as the number of workers and pensioners, should in principle cancel out, since they are the same
people.
4
st and the retirement age are politically determined variables.
5
Workers’ wages represent approximately 50% of Swedish GDP
according to the OECD.
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A BRIEF HISTORY OF THE
SWEDISH PENSION SYSTEMS

The history of the Swedish pension system has been a process of learning from successive waves of reforms to resolve
the tension between equitable redistribution and economic efficiency at the heart of the system since its inception.
Clearly, poverty relief and invalidity insurance cannot be
achieved without some form of societal redistribution as
both imply an inability to work and thus to provide for
oneself. On the other hand, income smoothing implies a
wish to maintain a certain level of income which under
stable market conditions can be achieved individually.
Defined contribution (DC) and pay-as-you-go (PAYG) defined benefit (DB) schemes were periodically favoured at
the expense of one another until the systems settled for a
flexible mixed system that combines and balances the features of each of those schemes to achieve competing economic goals.

The First Universal Public Pension System
Sweden was the first country to implement a universal public pension system, covering the entire population in 19131.
The original system consisted of two parts. A fully-funded

Image by Andrea Bohl from Pixabay

by Filipe Albuquerque

DC scheme was intended to serve as an old age insurance.
It depended on reported income and was to be paid out after the age of 67 with the goal of providing pension benefits of 30% and 24% of contributions for men and women
respectively. Besides this first component, the 1913 national
pension system also included a supplementary means-tested pension financed from general tax income on a PAYG
basis to provide poverty relief in old age, a widespread
problem in Sweden at the time.
However, the original system struggled with participation. The pension income provided by the DC scheme was
almost inexistent for the first years as it was necessary to
build up a base of contributions before that component
could be claimed. According to Hagen 2013, the DC pensions peaked at SEK199 and SEK159 per year for men and
women, respectively. Meanwhile, men and women contributing between SEK6 and SEK300 could claim up to
SEK150 and SEK140, respectively. The same study points
out that the annual average payment from the DC system
“corresponded only to approximately 9% of the average
wage in the industrial sector”, while the supplementary
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“The ATP pension was paid to anyone earning
pensionable income for at least three years, regardless of
contributions.”

pension never exceeded more than 16.4% of a factory worker’s wages between 1913 and 1936. In light of these facts, and
given the economic crises that followed World War I, the
subsequent decades saw the continued rise to prominence
of poverty relief concerns over the insurance component of
the system.

The Challenge of Poverty Relief and the
1935 and 1946 Reforms
After a six-year review of the country’s pension system, the
Swedish Parliament finally adopted the new Folkpension
system in 1935. Most of the DC features of the original
system were faded out. While contributions remained, the
burden of financing shifted to general tax revenue. While
contributions represented 49% of the pension funding
in 1918, this fell to 22% by 1936, as state taxes went from
accounting for 23% to 39% of the funding. The DC pension
income was replaced by an annual basic guaranteed pension
income worth SEK100 plus 10% of lifetime contributions.
According to Hagen 2013 the 1935 reform also abandoned
the reserve fund management part of the DC scheme, due
to the financial and monetary instability of the interwar
period. The new system kept the supplementary pension
but increased it to SEK225 and SEK210 per year for men and
women, respectively. The new system came into force in 1937,
and during the subsequent 10 years succeeded in extending
pension coverage to the whole retired population. However,
the new pension system only managed to increase factory
workers replacement ratio from 21.9% to 30.8% between
1937 and 1946.
As a reaction to the slow increase in the replacement rate,
another pension reform was approved in 1946, which
brought the system further into redistributive territory.
Coming into effect in 1948, the new system cut much of
the link with past contributions and income and provided
everyone with a PAYG defined pension benefit of SEK1000.
Other elements were added to this framework, not least

of which, the nominal SEK1000 benefit was complemented via indexation to ensure that it kept up with the cost of
living. However, even this system struggled to increase the
share of retirement income vis-à-vis wages, which was only
35% by 1956 for factory workers. Although the pension system had made great strides in alleviating old-age poverty,
much still needed to be done. As Hagen 2013 puts it, “there
was a growing discontent among pensioners that their acquired standard of living was not sustained into retirement
by the current pensions system.”

The 1959 ATP Showdown
Political negotiations towards reforming the pension system were difficult. Parties were deadlocked in their positions and a national referendum on the issue in 1957 was
inconclusive. In a rare departure from Sweden’s preference
for consensus politics, the abstention of a member of the
Liberal Party2 gave the centre-left Social Democratic party
the one vote majority necessary to unilaterally reform the
pension system into a PAYG DB scheme known as ATP3.
The ATP pension was paid to anyone earning pensionable
income for at least three years, regardless of contributions.
Pensionable income was adjusted for inflation through a
system of annually updated price base amount (PBA)4 units
corresponding to monetary values in Swedish Krona meant
to reflect the cost of living. Pensionable income was income
worth between 1PBA and 7.5 PBAs5. The average income of
the top 15 out of 30 years of earnings would be divided by
the PBA in those years to calculate the number of PBAs that
would be used as the base for the calculation of the ATP
pension. The ATP pension corresponded to 60% of those
PBAs.
The post-1959 system retained a basic guaranteed pension
scheme akin to the folkpension, which was now defined as
90% and 70% of 1 BPA for single and married individuals, respectively. The pension system also included a range
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of housing supplements and survivor and child benefits,
among others. Through these features the ATP system
largely succeeded in eliminating old-age poverty in Sweden.
The system was funded through mandatory employer contributions and was popular until fiscal imbalances and slow
economic growth in the 1980s started to undermine its
sustainability. A product of the post WWII golden years,
the system struggled to cope with stagflation and the oil
shocks. The problem was enhanced by increased longevity and decreased fertility rates. A number of contentious
issues emerged over time that were a feature of the ATP
system. The slower pace of inflation vis-à-vis wage growth
caused the 7.5PBAs cap on pensionable income was perceived as imposing an almost flat-rate cap on pension incomes as many people’s income overtook that threshold.
Concerns also emerged about saving disincentives as well
as labour market distortions that led individuals to exit the
labour market sooner than would have otherwise been the
case.
One of the effects of the ATP reform was to trigger reforms in the private sector’s occupational pensions, where
we see increased pension activity from 1959. Concomitantly with the ATP reform, central and local government
employees became covered by the SPR6 system, a PAYG DB
scheme, which topped up the ATP’s 60% replacement rate
with another 5% to achieve a combined public and occupational pension income worth 65% of the wage in the last
five years of employment. A year later, white-collar workers became covered by the ITP7 system, a DB scheme funded by employers, which was not as coordinated as SPR, but
also offered to top up pension income to 65% of the final
wages. From 1973, blue-collar workers were also covered by
the STP8 scheme, which was essentially a DB scheme.

The 1999 Reform and The Present System
To deal with the challenges that the ATP system came to
face after the 1980s, five of the seven parties in the Swedish
parliament reached an agreement in 1999 to reform the
system and introducing the new Allmän pension system.
On the revenue side, is funded by both employees and employers at a contribution rate of 7% and 10.21% of gross
income, respectively. This 17.21% contribution based on
gross income is equivalent to 18.5% of pensionable income,
which is the income net of the workers 7% contribution.
The new Allmän pension system is divided into 3 components. To resolve issues with savings, fiscal sustainability concerns and the actuarial pressures created by demographic shifts, the PAYG DB structure of the ATP scheme
was replaced by the income pension9 scheme, a notional
defined contribution (NDC) PAYG scheme. The system is
notional because while contributions earn pension credits
that are used to calculate future retirement pension annuities, the funds are actually used to finance current pension
expenditures. This new income pension scheme, became
tied to wage developments rather than inflation through
the introduction of a new income base amount10 (IBA)
unit of pensionable income credits.
Allmän pension’s employee contributions are fixed up to
a ceiling of 8.05 IBAs. Of the total 18.5% pension contribution, 16% is channelled towards funding the income pension. To mitigate the labour disincentives created by the
best 15 out of 30 years rule of the ATP, the pension income
credits are calculated on the average earnings over 40 years
of contributions.
The second pillar of the new Allmän pension system is the
novel Premium Pension11 scheme, which is a fully funded
DC scheme financed from the remaining 2.5% of the pension contribution. This component of the pension system
was introduced to address the savings disincentives created
by the ATP and to allow pension savers to tap into mar-
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“Swedish workers are incentivised to top-up the public
and occupational pension system with individual
savings and investments.”

ket returns in excess of wage growth dynamics. Workers
can choose between investing in a range of funds approved
by the Swedish pension authority, or to allow the contributions to go into the default Såfa fund managed by the
seventh Allmänpension (AP7) fund.
The last part of the post-1999 pension system is the
means-tested minimum guaranteed pension12, which
continues to serve the poverty-alleviation role previously
fulfilled by Folkpension and the special supplement in the
ATP system. The guaranteed pension is worth approximately 35% of the average wage of blue collar workers and
corresponds to a total of 2.13 PBAs and 1.9 PBAs for single and married individuals, respectively. The guaranteed
pension is indexed to prices rather than income out of fear
that it would disincentivise people to work during times of
economic growth, when wages grow faster than inflation.
Any income from the income pension scheme is deducted to calculate the guarantee pension, which is only paid
out to people with very low or no income pension. Workers have to reside in Sweden for 40 years to qualify for the
guaranteed pension, which can b claimed from the age of
65. This component of the pension system is completely
financed from the state budget, rather than from contributions.
As the post-1959 occupational pension schemes mirrored
the state’s approach, they experienced the same problems
as ATP and were similarly motivated to reform once momentum gained critical mass in the public sector. In 1996,
the STP was replaced by the new DC scheme agreed by
the SFA employers association and by LO, Sweden’s national labour union. In 1998, local government workers
split from the SPR system and became covered by the DC
PFA-98 scheme. In 2003, central government workers also
abandoned SPR, adopting instead the PA-03 DC scheme.
Moreover, the ITP system was reformed into a DC system
in 200613. Finally, Swedish workers are also incentivised to
top-up the public and occupational pension system with
individual savings and investments.

Conclusion
According to Nicholas Barr, professor of public economics
at the London School of Economics, the Allmän pension
offers a good balance between competing goals. The NDC
aspect of the income pension and the premium pension
create savings and labour market participation incentives
typical of fully private funded DC schemes. Meanwhile,
the PAYG DB schemes and the guaranteed pension provide the solidarity required to address old-age poverty. The
ability to provide exposure to market returns without exposing all of pension income to market volatility is also an
argument in favour of the Swedish approach according to
the LSE academic.

Notes
1
The discussion in this article is based on the 2013 article by Johannes Hagen of the Uppsala Center for Fiscal Studies, at Uppsala University: “A History of the Swedish Pension System”
2
Ture Königson
3
Allmän Tjänstepension
4
Prisbasbelopp
5
In 2019 1PBA was calculated by the Swedish statistical office to
be worth SEK46,500.
6
Statens allmänna tjänstepensionsreglemente
7
Industrins tilläggspension för tjänstemän
8
Särskild tilläggspension
9
Inkomstpension
10
Inkomstbasbelopp
11
Premiepension
12
Garantipensionen
13
The system is still known as ITP. However, the pre-2006 system
was renamed ITP2 to distinguish it from the new system, which
was named ITP1.
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The Reform of the PPM
A long time coming

The 1999 Allmän pension reform was the last full
revamp of the country’s national pension system,
which has kept the same tripartite structure ever
since. However, the system has been tweaked
several times. In particular, the third new pillar of
the system – the full Defined Contribution (DC)
premium pension scheme (PPM) – has been a
source of concern and reviews.
One of the main points of contention of the new
system has been the marketplace for private
fund managers with whom pensioners can invest
their 2.5% PPM contributions should they chose
not to keep the default AP7-managed fund. The
Fondtorget - as it is known in Swedish - is operated
by Pensionsmyndigheten and was relatively
unregulated upon its creation.
In 2000, there were over 500 funds registered in
the system1. By 2008 there were 83 fund managers operating 773 funds in the PPM marketplace,
worth approximately SEK231 billion2. However, interest in fund selection waned. This large number
of funds immediately raised concerns about the
ability of investors to choose between so many investment options. Although in the first year 68%
of pensioners actively selected a fund, in 2005
that figure had fallen to approximately 8%. That
same year, an investigative committee headed
by Karl-Olof Hammarkvist recommended unsuccessfully that the total number of funds be cut to
100-200. Activity continued to fall so that in the
Spring of 2008, only 1.7% of pensioners actively
made that choice.
One of the problems of the original PPM system
was that it was relatively easy to set up a fund that
could operate in the PPM market. In effect, fund
managers only needed to meet the very minimal
qualifications necessary to operate fund management companies in Sweden. As a result, concerns
surfaced that fund management companies were
being set up exclusively to take advantage of the
new PPM market.
Disinterest and the complexity of evaluating and
choosing funds from the vast range of registered

options eventually came to head. A trend emerged
for pension providers to pressure pension savers
to select their fund via telemarketing. In February
2017, following revelations of several suspicious
activities and numerous saver complaints to Pensionsmyndigheten about the fund manager, the
pension authority decided to expel Allra from the
PPM market. At that time, Allra was the largest private dedicated pensions provider in the PPM system managing SEK20 billion for 180,000 people.
In the aftermath of the scandal, Stefan Lundbergh,
director of Cardano Insights and supervisory board
member for AP4, was appointed to once again review the PPM system. According to his findings
only 0.5% of newcomers into the PPM system
were actively selecting a fund for their premium
pension by 2017. The majority ended up into the
default Såfa fund run by AP7. The report once
more echoed earlier concerns about over-abundant choices and a lack of monitoring capacity.
Based on Lundbergh’s report, a reform of the system was agreed by a majority of parties in parliament at the end of 2018. The reform was organised in two phases. Phase 1, implemented in
January 2019, sought to limit the number of funds
operating in the PPM market. Only investors with
SEK500 million in capital invested outside the
PPM market, at least three years of history and
selling funds with at least a three-year track record
would be allowed to remain. Moreover, telemarketing of PPM funds was banned, as were commissions on pension products. Finally, fund providers
could not list more than 25 mutual funds each. As
a result, the implementation of phase 1 left only
553 funds in the PPM marketplace. The second
phase will introduce a new government agency responsible for selecting which funds can operate in
the market place.
Notes
1
Palmer, Edward. 2000. The Swedish pension reform model :
framework and issues (English). Social Protection discussion
paper ; no. SP 0012. Washington, D.C. : The World Bank
2
Swedish Ministry of Health and Social Affairs, 2010. The
Swedish Pension Agreement and Pension Reform (Translation
of Ds 2009:53), Stockholm, Sweden
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SWEDEN'S DEMOGRAPHIC CHALLENGES

The view of Pensionsmydigheten
by Filipe Albuquerque

Johan Andersson, Press secretary, Pensionsmydigheten

Given the demographic and financial challenges facing
pension systems in developed countries, NordSIP was
keen to reach out to Pensionsmyndigheten – the Swedish
Pension Agency - to understand how one of the most
advanced pension systems in the world works in practice.

Pensionsmyndigheten and the AP Funds
The Swedish Pension Agency carries out several functions
in the management of the various parts of the country’s
pension system. “Our mission is to administer and
pay public pensions on behalf of the Swedish state.
Pensionsmyndigheten is responsible for the central part of
the national pension, the earnings-related, the essentially
pay-as-you-go financed inkomstpension, as well as the
premium pension. This is the part of the national pension
that savers can place themselves on the Pension Authority's
fund marketplace,” Johan Andersson, press secretary at
Pensionsmyndigheten tells us referring to the 2.5% of their
pension contribution that people can allocate themselves
since 2000. “We also administer and pay out a guaranteed
pension which provides a basic level of income for people
with low pensions.”
Naturally, Pensionsmyndigheten has a close relationship
with the rest of the pension system, particularly the buffer
funds of the inkomstpension, the AP Funds. “The first
four AP funds are buffer funds for a smaller part of the
income pension system,” Andersson explains. Sweden’s
first, second, third and fourth AP funds exist to cover
deficits in the inkomstpension system in years during
which contributions to the income pension system are
less than the year’s pension disbursements. Between 2009
and 2018, AP1-AP4 paid out SEK51 billion to the pension
system because the large cohort of people born during

the 1940s began retiring. However, not all AP funds are
alike. “The Seventh AP Fund manages AP7 Såfa, which
is the default public fund to which contributions to the
premium pension scheme are allocated.”

Demographic & Economic Assumptions
and Expectations
According to Andersson, Pensionsmyndigheten uses
the Swedish statistical office’s population projections to
inform its expectations of future demographic trends.
“The projections are reviewed and updated every year in
April and are published in the Pension System's Annual
Orange Report. Every three years, Statistics Sweden makes
a slightly more extensive forecast and also includes two
alternative scenarios. The last such deep dive was published
in 2018.” Pensionsmyndigheten uses a base scenario as well
as an optimistic and a pessimistic scenario to inform its
decisions.
“According to the 2019 Orange Report, the natality rate
is expected to stabilize at 1.86 children per woman born in
Sweden. This number falls to 1.65 and rises to 2.05 children
per woman under the pessimistic and optimistic scenarios,
respectively. The average life expectancy of men in Sweden
is forecasted to increase from 80.9 to 85.2 years between
2018 and 2050, while for women, the expectation is for an
increase from 84.2 to 87.5 years during the same period.
Under the pessimistic scenario, the average life span for
men and women increases to 87.3 and 89.7 years by 2050,
respectively.”
Pensionsmyndigheten uses an inverted measure of the oldage dependency ratio, the ‘Support Ratio’, which divides
the number of working-age people by the number of
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retirees. From this perspective, unsustainable demographic
dynamics take the form of a continued decrease in the
support ratio. “The Support Ratio is currently below three
and is predicted to fall further in the base scenario but
the introduction of the target age can make it level out,”
Andersson explains, discussing the 2019 Orange report.

“Given that income pensions are indexed to the income
trend with a 1.6 previously credited deduction, wage
developments affect both the system's liabilities as well
as its assets. Therefore, the assumption is not as crucial
as it could otherwise have been for the system's financial
position,” Andersson says.

According to Pensionsmyndigheten, the difference
between the three main scenarios for the Support Ratio is
motivated by more or less generous assumption about the
number of births and immigration rather than about any
significant shifts in longevity. A fourth scenario considers
the case where parliament realises current plans to extend
the retirement age from 65 to 68 years, which causes the
support ratio to stabilise above 3.

“Inflation assumptions are also constant across scenarios at
2%. The rate of inflation is irrelevant to the pension plans
finances as well as for real pensions,” he explains.

Beyond demographics, the Swedish pension authority also
takes into account the path of macroeconomic variables.
“In our base projection of the pension system, we assume
a real income increase of 1.8%. This assumption has been
constant for a long time,” Andersson explains. “The
assumption is 1.0 percent under the pessimistic and 2.0 in
the optimistic scenario.” Return, in real terms, on buffer
fund and capital is assumed to be 3.25, 1.0 and 5.5 percent in
the base, pessimistic and optimistic scenario respectively.
The premium pension real return on capital is assumed to
be 3.9 percent in the base scenario, and 1.0 and 5.5 percent in
the pessimistic and optimistic scenario respectively.
“One reason we have chosen to be frugal in adjusting
assumptions such as returns and real wage increases is that
it facilitates our scenario analysis of the dynamics of other
parameters. If actual income increases are systematically
different from our assumption over time, we need to
review whether these should be changed,” adds Andersson.

The Pandemic Path Ahead
While the ongoing disruptions caused by the COVID19
pandemic didn't significantly affected the work of
Pensionsmyndigheten, their assumptions may be
challenged. “As a result of the Coronavirus, most employees
have had to transition towards working from home.
Fortunately, we can largely carry out our assignments
without interruption,” says Andersson.
The effect on the structure of the pension system and
the market returns available may not be as plain to sail.
“We have already seen that the fall in value in assets
in the financial markets in the wake of COVID19 has
affected the premium pension and the performance of
Pensionsmyndigheten’s fund market. In the longer term,
the income pension is likely to be affected by a change in
society's income trends. Our message is that people should
see pension savings as long-term savings and that, for
example, the default option AP7 Såfa is adapted for longterm pension savings,” Andersson concludes.
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ducted my women would have been disproportionally
higher in previous decades.

and 14%, respectively. Germany, Estonia and the Czech
Republic were the only countries to report gaps above 20%.

In 2018, 8% of employed men were working part-time
jobs, while as many as 26.5% of women were part-time
employed, down from 28.4% in 1983 and 27% in 1990 in
the EU6. At the same time, women tend to experience a
higher unemployment rate. In 2018, 6.6% of women were
unemployed in the EU, while only 6% of men were unemployed7. There is also some evidence to suggest that the
situation seems to worsen during times of economic turmoil. In 2013, at the peak of the Eurozone sovereign debt
financial crisis, the female unemployment rates in Greece
and Portugal were 37% (27.5% for men) and 21.1% (19.2%
for men) and 18.6% (11.1% for men), respectively.

Another contributing factor negatively affecting women
is life expectancy, which assuming that retirement ages are
the same for men and women, leaves women to stretch out
their pension contributions by 3.4 to 5.4 extra years than
men. Moreover, because women live longer than men,
they will often outlive their partners, which means they
will often find their economic situations worsened by the
fact that they will no longer share their economies with
their life-partners. Given the lower basis upon which pension income is based, these women are often left with a
lower income to cover for an increasing share of expenses
at the end of their life.

GGP Drivers - Labour Participation, Income
and Longevity

The GGP and Old Age Poverty

The facts are also grim regarding labour market participation8. The percentage of women working or looking for
work (64.8% of the total female population) were also lower than that of men (77.6%) in the EU, on average between
2000 and 2011. The reasons for not seeking employment
are completely different between genders. While 50.2% inactive women are overwhelmingly motivated by “family
or personal responsibilities”, only 7.4% of men have the
same reason for not seeking employment. 40% of men are
inactive due to “illness or disability”, while only 16.4% of
women not seeking employment have the same reason.
All these factors conspire to create elevated levels of gender
pay gaps across Europe. In Denmark, Sweden, Norway and
Finland the gender pay gap in 2018 was 14.5%, 12.2%, 16.3%

THE GENDER PENSION GAP

Combined, these labour market dynamics conspire to create a wide variety of GPPs across countries, with estimates
for Germany, Cyprus, Netherlands exceeding 40%, while
estimates for Estonia and the Slovak Republic are reportedly below 10%. In the Nordics9, the average gender gap
in pension in Denmark, Norway, Sweden and Finland was
8%, 22%, 23% and 28%, respectively.
Inevitably, the GGP creates extremely complicated consequences at the lower end of the income distribution.
According to the OECD average, 15.7% of women aged
65 or over lived with an income less than 50% of median
household disposable income in 2016 (compared to 10.3%
for men). In Denmark, Norway, Sweden and Finland the
poverty rates were 3.7% (2.1%), 6.2% (2.1%), 14.8% (7.3%)
and 7.6% (4.6%), respectively.

Gender Pay Gap in the EU

by Aline Reichenberg Gustafsson, CFA

According to recent estimates1, on average women’s pensions across the EU are worth anywhere between 34% and
40%, significantly higher than the 16%2 gender pay gap
among active workers in 20173. This average gender gap in
pensions (GGP) shows no tendency to stop and remains
a problem for women across Europe. While the average
share of EU population at risk of poverty from the age
of 60 onwards has fallen from 17.6% in 2008 to 16.3% in
2018, an estimated 17.8% of women in this age group4 still
found themselves exposed to this risk in 2019.
The GGP is a problem with a long memory. Its main
determinant is the working life experience of retirees
throughout their careers. However, a range of other issues
are also relevant, including longevity, health, norms and
stereotypes and marital status are also important. To solve
this problem, reforms must address all these issues.

GGP Drivers – Types of Labour
“The gender gap in pensions is the result of cumulative
inequalities women face over the course of their life”5.
Throughout their careers, when pension rights and contributions can be accumulated, women will tend to experience lower levels of employment, higher levels of temporary or part-time employment and lower wages, all of
which will worsen GGP.
On average men spent 30% of their day conducting unpaid work across the OECD, while women spent over approximately 55% of their day doing unpaid work, in 2019.
On average, across the OECD, women carried out approximately 66% of all unpaid work per day. While data is not
available for previous years it does not require a stretch of
logic to conclude that the amount of unpaid work con-
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gap equalizing measures within existing earnings-related
pension plans. Taken to its extreme, this solution could be
implemented through a flat-rate pay-as-you-go (PAYG)
defined benefit (DB) pensions that provides the same pension to all retirees. Another suggestion focuses on the role
indexing pension benefits. While Pensionsmindigheten
recommends indexing pension benefits to the growth in
average wages.

How to reduce the Gender Pay Gap
In the long term, solving the GGP problem requires addressing all the underlying labour market issues. This
means ensuring the equalisation of the share of unremunerated work conducted by women and men, a more similar rate of labour market participation, a similar share of
part-time to full time work and a more equitable distribution of family responsibilities in private life as well as
any other sources of income inequality between men and
women.

Last but not least, given that many women trade-off labour market income to stay at home and look after their
families as men take on the responsibility to earn income,
a solution to the problem faced by widows would be to increase survivor pensions benefit to completely compensate
for the loss of economic standards of living when a spouse/
partner dies.

Until the income gap is bridged, policy makers have a range
of reform options to choose from. In a study from March
201910, Sweden’s Pensions’ authority (Pensionsmyndigheten) highlighted three possible paths to reduce the gender
gap in pensions. Given the historical dependency between
pension income in earnings-related pensions, much of the
focus was on how to compensate women for the relative
loss in work and earnings. Instead of waiting for women
and men to equalise their labour market activity, pension
systems can take steps to ensure the pension system takes
this into account and subsequently provides this compensation. One approach is to implement or highlight gender

Is common for countries to add supplements or make
adjustments to the value of contributions to notionally
defined contribution (NDC) systems to account for time
spent in illness, pregnancy and child as to transfer pension
income from diseased spouses. While improving those adjustments might add to the financial burden of unfunded
claims on the pensions system, reforms in this direction
would go a long way to closing the GGP and improving
the quality of life for women in old age.

DENMARK

DENMARK'S PENSION SYSTEM:
Challenges & Projections
by Glenn Leaper, PhD

Denmark’s pension system is robust and in good health.
Nevertheless, it faces challenges, as the structure of the
system changes. This article looks at the structure of the
system, emerging trends through government forecasts
up until 2080, and some of the demographic challenges
ahead.

At A Glance

The Gender Gap in Pensions

The Danish pension system consists of three pillars: public
pensions, occupational (labour market) pensions, and individual pension savings. These aim, collectively, to ensure
a sufficient base of support for the elderly, a standard of living in relation to the individual’s income in working life,
and security in relation to unforeseen events. Public pensions ensure a minimally sufficient base of support for the
elderly, regardless of their labour market history and other circumstances, while occupational pensions help many
individuals to avoid a significant fall in living standards
when they withdraw from the labour market. Individual pension schemes give individuals the flexibility to adjust savings to specific needs and are used by, for example,
self-employed people who are not covered by occupational
pensions. All three pillars contain elements that insure the
individual against unforeseen life circumstances, such as
the death of a spouse or the loss of work capability.

Source: OECD
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The Danish pension system is presently well equipped to
meet these objectives, according to the government’s most
recent evaluations, being able to provide reasonable and
sustainable pensions currently and into the future. This
stability is partly attributed to the building up of fully
funded occupational pensions and the implementation of
reforms to early retirement- and old-age pensions, which
have had implications for the public pension system as life
expectancy increases. Occupational pensions have existed
in the public sector since the 1960’s, becoming widespread
in the private labour market in the early 1990’s with the
conclusion of agreements between the Danish Confederation of Trade Unions (LO) and the Danish Employers’ As-

sociation (DA). Since then, the contribution rate for pensions in this area has been raised gradually, reaching the
current level of 12% of salary in the LO/DA sector in 2010.
It will take several decades before all pensioners who are
covered by occupational pensions will have paid into these
schemes at current contribution rates throughout their
working lives, however, which will only be the case by 2080
for all retirement age groups. The Danish pension system
is therefore undergoing a significant and long-term development, which, broadly speaking, is shifting weight from
tax-financed public pension benefits towards private pension schemes based on savings and fund-building.

Success and its Challenges
All things remaining equal, rising average payments from
occupational pensions are expected to reduce the cost of
public pension benefits by 2080 by approximately DKK 18
billion (2017 level) as a result of the phasing out of public
pension benefits. The proportion of pensioners who have
pension payments and other income to the extent that
they are in the bracket for phasing out of the national pension supplement is expected to increase from approximately 31% in 2017 to 58% in 2080. Conversely, the proportion
of pensioners with a modest supplementary income and
therefore entitled to full to full old-age pension is expected
to fall from approximately 57% in 2017 to approximately
17% in 2080.
Since the early 1980’s until the present day, contributions
to defined contribution plans (occupational pensions and
individual pension schemes taken together) have grown
from 2% of GDP to just over 6% of GDP today. Payments
from defined contribution plans have also increased significantly relative to public expenditure on pension benefits: disbursements amounted to just below 54% of public
expenditure on pension benefits in 1995, shooting to 73%
in 2015. This trend of contribution-based pension schemes
gaining greater weight in the overall pension system is ex-
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Demographics, Business Participation and
Projections for Labour Market Attachment
The employment rate for 60-75 year-olds in the government’s projection increases relatively sharply up to 2080,
an increase to be seen in the light of better health and increasing life expectancy for those over 60. Increases in the
age limits for early retirement and old-age pension, as well
as the indexation of these age limits in the future, e.g. the
gradually increasing level of education in the population,
will also strengthen the connection to the labour market
among the elderly in the projection.

1) Raising The Retirement Age
The government forecast takes into account that not all
elderly people have the opportunity - or desire - to stay
longer in the labour market, even if the retirement age
is raised. Thus, employment rates will depend on the assumed development in the groups of transfer recipients
and others outside the workforce. It is assumed, as in the
past, that the proportion of people who have to leave the
labour market for health reasons increases with age. This
trend is expected to continue, as early retirement and early
retirement age limits move upward. A larger proportion of
the elderly must therefore be expected to retire early.

Image by enriquelopezgarre from Pixabay

pected to continue through to 2080, when payments from
defined contribution plans are expected to total 60%, more
than the public expenditure on pension benefits.
Total savings in Denmark have increased in parallel with
the construction of occupational pensions, and these increased savings have contributed to a surplus on the balance of payments. However, rising pension wealth does not
fully impact savings, and there may be liquidity risks associated with a large part of household wealth being tied up
in pension savings and housing, with gross national debt
in the international context being high. Occupational
pensions and other private pension savings help to reduce
public expenditure on pension benefits, because public
pension benefits largely benefit low- and middle income
pensioners and therefore decline when pensioners’ own
income, including payments from occupational pensions
and certain private pension schemes, exceed a certain level.
Even when occupational pensions will have fully matured, public pension benefits will still constitute a signif-

icant proportion of pensioners’ total income. In spite of
the maturation of occupational pensions, by 2080 every
6th pensioner will be in the modest income brackets, including pension payments, in addition to public pension
benefits. And this means that although the Danish pension system is generally robust, it faces two challenges that
may reduce support for the current system in the future.
First, the phasing out of public pension benefits gives rise
to tensions between employer-managed and individual
pension payments on one hand and public pension benefits on the other, reducing the benefits of pension savings
– the so-called “interplay” (‘samspil’) problem. As occupational pensions mature, more pensioners will have pension
payments that give rise to a reduction in public pension
benefits. And secondly, by 2080, however, it is estimated
that around one sixth of pensioners will not, or only to
a modest extent, have saved for their own pension and
thereby still receive a full national pension. This is because
not everyone pays into their own pension – the so-called
“residual group” problem.
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As the retirement age is raised, the likelihood is that more
people in the future will retire on their own funds before
the retirement age increases. This possibility is also increased by the growth of individual pension assets. Therefore, a fairly sharp increase in the proportion of elderly
people who become self-employed is expected. This should
be seen in the context that in the forecast, there is a significantly smaller proportion who are able to retire early
in the years up to retirement age and that (with the possibility of deferred retirement) there is therefore no strong
financial incentive to retire precisely at the retirement age
for people who are not limited to liquidity.
The rules for lifetime indexing of early retirement and
old-age pension mean that the expected number of years
of old-age pension and early retirement will fall during
the period up until 2080. This is because the increase in the
old-age pension and early retirement age is delayed in relation to the increase in life expectancy that has already
taken place. As part of welfare and retirement agreements,
the old-age pension is adjusted in order to gradually reduce
the length of the average pension period to approximately
the same level as before the sharp increase in lifespan. This
regulation is a crucial prerequisite for the long-term sustainability of public finances.
In the case of unchanged pension payments (per working
year), the tendency towards longer average working lives
and fewer years in pension will, in isolation, pull in the direction of improving the income conditions for pensioners of the future, which will have quite a significant effect.

For example, a person who was born in 1960 and pays 12%
of their salary on pension savings has an income coverage ratio of 771⁄2% upon the transition to retirement.
For a person born in 1980, the coverage ratio will increase
to 841⁄2% just because of the longer savings period and
shorter disbursement period.

2) Education & Immigration
In addition, by 2060, there will be some relatively significant shifts in the educational composition of the elderly,
which will also affect the overall picture of income conditions among future pensioners (in addition to the indirect effects of education on participation and retirement).
The proportion of 60-year-olds with a high level of education is projected to increase from 7% in 2017 to 27% in
2060. During the same period, the proportion of unskilled
60-year-olds (including the uneducated) is projected to
drop from 34% to 14% in 2060, e.g., more than half. In
the decades after 2060, the educational distribution in the
projection is assumed to be relatively stable. This reflects
that the assumed study patterns for young people are largely incorporated into the projection for 60 year-olds after
2060.
The proportion of unskilled persons among the elderly
will sharply reduce up to 2060. This reflects that in the
future more people will receive, for example, vocational
education. Therefore, there is also the prospect that the
remaining group of unskilled elderly in the future will
have (on average) less good prerequisites for business participation - and thus lower employment rates throughout
working life - than is the case today. In addition, the native composition among the unskilled elderly also changes
significantly in the forecast. In 2017, immigrants not born
in Denmark made up 11% of the demographic of unskilled
over-60 year-olds, while they are projected to constitute
44% of unskilled over-60 year-olds by 2060.

3) Rates of Cohabitation
The forecast also points to a number of shifts with regards
to the composition of families, or whether people live as
couples or as single. The current trend in the proportion
of elderly people living in pairs reflects two contradictory trends. A tendency for more people to live alone in the
middle of their lives naturally reduces the proportion living in couples as elderly, while increasing life expectancy
by itself contributes to increasing the proportion living in
couples, because there is a higher probability for the partner to be alive at a given age. In general, the projection
indicates that the proportion of 60-80-year-olds living
as couples decreases up to 2080, while the proportion for
over-80 year-olds increases slightly. With the assumed increase in retirement age, the proportion of single people
will increase until 2080 for persons over retirement age.
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ETHICS & REASONS:
The Dilemmas of a Danish Pension Fund

by Glenn Leaper, PhD

Ole Buhl
Chief executive CSR
ATP

Pension funds in Denmark serve a large range of customers and cover a large range of investments into practically
every sector imaginable. While most if not all of the pension funds have clear and well thought-through Responsible Investment policies, many also continue to invest in
industries deemed controversial and directly contrary to
basic notions of RI. What is often not well understood,
however, is complex investment chains, various considerations and elements of RI policy that seek to address problems, and difficulties in communicating complex investment decisions to a broader public.

Communicative Challenges
Danish labour market supplementary fund ATP (Arbejdsmarkedets Tillægspension), which essentially covers all
working-age Danes and provides Denmark’s largest lifelong pension plan, for example, received a storm of criticism in the Danish media this past February for disclosing
that it would continue some investments in oil companies.

The justification given, however, was that the decision was
scientifically grounded – findings from Stanford University and assessments by the world’s major international organisations suggest that oil will still be necessary for many
years to come, and that the transition to clean energy cannot be effectuated overnight.
The challenge for ATP in this instance is how to communicate the complexity of the decision-making process to
a populace by and large convinced of climate change, and
that time is running out: “We have 5,4 million members
and basically cover the entire adult Danish population,”
ATP chief executive for Corporate and Social Responsibility (CSR) and sustainability Ole Buhl told Ekonamik.
“Thus, there are also a lot of opinions and expectations
as to how ATP should act. We cannot live up to all these
expectations, but we can be transparent about our choices
and our investments. We also try to be consistent in our
work and be fact-based in our decisions to reflect the complexity in the work. We believe our approach at present is
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the best approach to achieve real-world CO2 reductions.”
ATP thereby screens companies, in this case, based on assessments of the differences between “good” and “bad”
oil, more precisely where the extraction of oil has low
carbon intensity as opposed to a high one, the latter being grounds for divestment and exclusion from the fund’s
portfolio. The fund is also in the midst of preparing a still
more thorough scheme of evaluation. In the meanwhile,
it says it is working to support the green transition in Europe by, among other things, investing in Northvolt, a
sustainable battery maker backed by industrial investors
that would also deliver competitive returns for ATP (ATP
investments in the oil industry amount to some DKK 5.5
billion, by comparison to around DKK 20 billion in green
investments).
“Furthermore, we have a strict process for assessing green
bonds that we also describe in our [recent] climate report.
In terms of investment guidelines we set the same expectation for green investments as for other investments,” Mr
Buhl said. Asked to give a brief overview of how climate
change trends affect ATP’s investments outlining some of
the regulatory risks, Mr Buhl explained that “a brief overview is not easy to give as climate change basically affects
all sectors of the economy and thus also the companies in
our portfolio. Seen strictly from an investor perspective we
have used TCFD [Task Force on Climate-Related Financial Disclosures] as our main source of information. Going
forward though,” he told Ekonamik, “we foresee [the] EU
taking on a bigger role in setting the playing field for sustainable finance which we believe will have a big influence
on investors in the coming years.”

Large Questions, Larger Complexities
Some considerations may seem more straightforward,
pragmatic, or – convenient, keeping in mind most companies’ clear distinction between SRI-related investments
and other investments, and the attempt to balance the
imperatives of both. When it came to light at the end of
February that the EU Council of Ministers put the Cayman
Islands on the EU list of tax havens, a number of pension
companies immediately stated they would stop investing Danish pension savings in companies housed there –
though most pension companies opted to keep their existing holdings. And yet other issues are more complex and
perhaps more ethically irreconcilable than meets the eye,
the theme of the difficulty of communicating complex
policy decisions running through the challenges for pension fund managers.
Several Danish pension companies see no problem in investing money in companies involved in the manufacture and maintenance of nuclear weapons, or of military
equipment or armaments connected to nuclear weapons,
in order to secure their customers’ future – while running
responsible investment schemes at the same time. These
pension companies have a combined total of DKK 2.5 bil-

lion in shares in companies that are suppliers to U.S., UK
and French nuclear weapons programs, but which other
pensions companies have blacklisted. An analysis undertaken by the Danish daily Information last year of the
17 largest Danish pension companies’ equity holdings revealed that four in particular – Industriens Pension (the labour market fund for industrial employees, at DKK 664.8
million), PensionDanmark (a non-profit labour market
fund and one of the largest in Europe, at DKK 451.2 million), Pædagogernes Pension (the teacher’s pension fund,
at DKK 289.8 million) and Lægernes Pension (the doctor’s
pension fund, at DKK 267.2 million), maintain relatively
large investments in nuclear weapons-related companies,
constituting over one per cent of their total equity holdings.
Those investments have attracted criticism from many,
including from Dutch organization Pax for Peace, internationally recognized for its many years of documenting
nuclear weapons investments. “The task of pension companies is to secure the future of their clients. So it makes no
sense to invest in weapons that could wipe out that future,”
said Susi Snyder, who heads that organization’s nuclear
disarmament programme, while praising those who have
already made moves to reduce their investment: “Some of
the Danish pension companies have worked on this seriously, and appear to have reduced their investments by
comparison to our previous research. Now we have to get
the last ones.” Indeed, it can be hard to see how nuclear
weapons-related investment activity doesn’t directly contradict any RI schemes.
These types of investments also represent a dilemma for
pension funds, however, because there are very different
and contrary attitudes across the industry. Pension companies such as MP Pension, Pensam, PKA and Danica Pension believe it is fundamentally problematic to invest in
nuclear weapons, and have thereby excluded a large number of companies. “The use of nuclear weapons in general
can have major consequences for the civilian population
and lead to human rights violations,” as Danica’s Investment Director Anders Svennesen wrote in a note in response to the findings. Conversely, others point out that
Denmark’s defence is based on the deterrent effect of allies
holding nuclear weapons.
“We see no reason to question NATO cooperation,” as
Pension Danmark’s communications director Ulrikke
Ekelund responded. Among others, for example, Pension
Danmark retains shares in Raytheon, a supplier to the
U.S. Air Force’s new nuclear missile, Safran, a developer
of France’s M51 missiles, and Lockheed Martin, which is
part of the consortium that manufactures nuclear warheads for the UK. The top scorer in a survey conducted by
Information as to the degree of involvement of Danish
pension funds with nuclear or related weaponry was Industriens Pension, with its shares in Honeywell International,
which operates a facility that produces a large portion of
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“We believe our approach at present is the best
approach to achieve real-world CO2 reductions.”
- Ohle Buhl, ATP

the components used for U.S. nuclear weapons. The pension company maintains that the company’s actions “are
in line with Denmark’s and NATO’s defence policy and
international conventions.”
The survey also reveals investments in companies involved
in nuclear weapons by pension companies that have chosen a different policy, highlighting some of the difficulties
there may be involved in drawing a clear ethical line. MP
Pension, for example, does not want to invest in “components” for nuclear weapons but nevertheless holds shares
worth DKK 101 million in United Technologies and Rolls
Royce. United Technologies acquired Rockwell Collins in
2018, a company contracting to develop a new launch system for U.S. Minute Man III missiles, while Rolls Royce
won a British nuclear submarine maintenance contract
in February 2019, reflecting the tangled web of indirect
investments resulting from direct ones not necessarily reflecting a pension fund’s intent or policy.
“We are aware of United Technology’s acquisition of
Rockwell Collins – and the company is debating this at
the next meeting of MP Pension’s Responsible Investment
Committee. As it will debate Rolls Royce. To date, our assessment has been that Rolls Royce does not supply components for nuclear weapons. We will revisit the issue in
light of the new information,” CIO Anders Schelde said.

Not So Fast
Ultimately, it will always be down to the individual pension fund to determine its own balance between shareholder demands and its wider social responsibilities to
society and the people it covers. The aforementioned Industriens Pension’s political guidelines state that “most”
of its work with Responsible Investments is to not have a
detrimental impact on the surrounding society, in what it
calls socially responsible due diligence. This has as its objective to identify, prevent, and justify potential and actual
negative consequences for society and/or the environment
through its investments, using a risk-assessment approach
to identify those investments that are connected with an
increased risk for negative consequences. This also means
that it prioritises its efforts where the risk, as well as the

seriousness and scope of negative impacts, is at its biggest.
To do this, in tandem with practicing active ownership,
it happens from the starting point of recommendations
concerning respective laws, conventions, sanctions and
Denmark’s broader participation in themes of the UN’s
Global Compact and a rafter of other recommendations
and guidelines from the Danish parliament, the EU, the
UN, and the OECD, among others.
As an active investor, Industriens Pension’s portfolio
managers have a running dialogue with the companies
in its portfolio. Moreover its external partner, Hermes
EOS, runs a focused dialogue on concrete problems and
challenges with selected companies in the portfolio. The
dialogue is enforced on background of a risk assessment,
hereunder an assessment of the extent to which the company’s SRI complies with Industriens Pension’s interests as
an investor.
The goal with the dialogue is to implement long-term
solutions that strengthen companies and thereby heightens the long-term value for investors. The dialogue,
though, is most often a long-term process, where gradual advances are used to improve the situation over time,
which might explain the reluctance to divest from controversial companies immediately, assuming there is scope
for dialogue.
To achieve satisfying results, negotiations are then conducted with mutual trust as a starting point, as it often
creates the conditions for a more constructive dialogue
with the individual companies. The pension fund also has
an exhaustive list of exclusions that covers many industries
and breaches against responsible investment, such as convention-banned weapons, coal mining activities, human
rights, labour rights, business models, EU sanctions, and
so forth.
While critics often have completely valid points about the
hypocrisy of some investment schemes of Danish pension
or other funds, the reality is often more nuanced and complex. The social challenge for funds in the historical context presently and for the foreseeable future will be how to
communicate this to the broader public.
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“At the most fundamental level, there are only two
drivers of economic growth: workforce growth and
productivity growth.”
- Niels Jensen, founder, Absolute Return Partners

THE IMPACT OF INCREASING LIFE LONGEVITY
ON ECONOMIC GROWTH
by Eugene Guzun

Higher per capita income implies better access to housing,
education, healthcare and other pleasures in life, which, in
turn, tend to lead to improved health and higher life expectancy. The population aged 65 and older has been growing faster than all other age groups, whereas the global
birth rate has been decreasing since the second half of the
20th century. The economic expansion post-World War II
has certainly improved living standards and led to higher
life longevity, but does the increase in life expectancy have
a positive effect on economic growth?
With the population aged 65 and older growing, hundreds
of millions of workers expected to retire over the next couple of decades and not quite so many taking their place in
the workforce, economic performance will likely suffer
due to the rising social security burden and the shrinking workforce. Danish-born Niels Jensen, who founded
London-based investment advisory Absolute Return Partners, argues that “such a massive wave of retirements will

affect everything, not only because the global workforce
will downsize, but also because servicing the elderly will
become increasingly expensive in the years to come”. According to Jensen, “an obvious consequence of a shrinking
workforce is slowing GDP growth”.
Because of stagnating, or even shrinking, labour forces
in many of the world’s largest economies combined with
only modest productivity growth, Jensen foresees a bleak
picture of low structural economic growth for the decades
to come. To explain his expectations, Jensen puts forward
one of the most fundamental equations in economic theory:
∆GDP = ∆Workforce + ∆Productivity
“At the most fundamental level, there are only two drivers
of economic growth: workforce growth and productivity
growth”, explains Jensen. The formula above implies that
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“if one knows how much the workforce will shrink in the
years to come, one also knows how much productivity will
need to improve for the country in question to deliver positive GDP growth”.
Looking back at the United States from the mid-1950s to
the mid-2000s, workforce growth contributed on average at least one percentage point to annual GDP growth.
“In the ten years from 2007 to 2016, however, workforce
growth contributed less to GDP growth than it did at any
time in the previous 50 years”, says Jensen, who emphasizes
that the workforce “will shrink much further in the years
to come”. Between now and 2050, Jensen expects workforce growth in the US to contribute only 0.25 percent
annually to US GDP growth. Even worse, of all 35 OECD
member countries, the United States is the least affected
by this trend.
“Workforce growth is, as just established, one of the two

key drivers of economic growth”, points out Jensen. “It
is largely a function of the age-wise composition of the
population at large, and the key number is the growth of
the 20-65-year-olds”. The median age varies dramatically
from country to country and from continent to continent.
Africa’s median age is only 18 years, whereas Europe is the
oldest continent with a median age of 42 years. “Some
countries will be much more affected by this trend than
others”, argues Jensen.
The five oldest countries in the world are all European,
apart from Japan. Slovenia, Italy, Germany, Japan and
Monaco all have median ages above 44.5 years. Excluding
Monaco, the oldest country in the world is Japan. Three of
the five oldest countries are in the G7, with Germany, Japan and Italy collectively accounting for over 12 percent of
global output. By 2050, each of those three countries is expected to have median ages above 50. The youngest countries, on the other hand, are all African.
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Figure 2 - Estimated annual workforce growth in selected countries.

Figure 1 - Drivers of US GDP Growth

Source: JP Morgan Asset Management

Source: United Nations, The End of Indexing by Niels Jensen.

“The practical implication of all of this is that countries will be affected very differently by ageing”, explains
Jensen. “Whereas some (mostly OECD) countries will
struggle to deliver positive trendline GDP growth at all,
other countries will only be modestly affected by ageing”,
he adds. “A small number of countries – mostly African –
will actually benefit from ageing, as the local workforce
will grow rapidly”.

would pension plans’ funding deficit fall, but GDP growth
would most likely accelerate”. Jensen sees two caveats if
the retirement age is increased. “Firstly, governments will
face massive resistance as they move forward with plans
like these”, points out Jensen. The transport strikes that
crippled Paris throughout much of December and January represent some evidence of the difficulty to implement
pension reforms.

Factors Driving Workforce Trends

Secondly, there is also evidence that older workers tend to
be less productive. “Older workers are not as productive as
their younger peers are”, says Jensen. “Extending work life
may therefore not have as big an impact on GDP growth
as one would expect”. That said, the physical demands on
workers today “are far less stringent than they were a generation or two ago”, acknowledges Jensen. At least in theory, “the average worker should be able to work a few years
more” than previous generations did, but “this is only
happening to a very limited extent in practice, mostly in
the United States”, Jensen adds.

Even though society is getting older and ageing populations are bad for economic growth, governments can play
a role in building a deeper and younger pool of workers,
fuelling economic growth. “Lawmakers can affect workforce growth by making law changes that affect (a) the
retirement age, (b) female participation in the workforce,
and (c) migration”. If all these three factors remain largely
unchanged going forward, the workforces in both Japan
and the European Union will decline significantly between
now and 2050. “In reality, none of the three factors will remain constant, so there is definitely a bit of wiggle room”,
points out Jensen, “but I would stress that the wiggle room
is quite limited”.
Growth in the workforce can be secured by increasing
the retirement age, so should we change it? According
to Jensen, “if people were to retire later in life, not only

Workforce growth can also be achieved with higher female participation in the workforce, so should we encourage more women to join the workforce? According to the
United Nations, which provides regular updates on female-to-male participation rates globally, “female participation began to gather momentum in developed countries
in the 1980s and the trend continues to this day”. How-

EKONAMIK | 28

ever, the countries with the highest female participation
exhibit a female-to-male participation ratio of about 90
percent. Data from United Nations suggest that that the
ratio begins to flatten out, one this level has been reached,
so “one should not expect it to increase much beyond 90”,
says Jensen.
“Reducing, or entirely eliminating, the gender gap would
probably encourage more women to join the workforce,”
argues Jensen. “As skilled labour increasingly becomes a
commodity in demand, I am pretty sure that will happen,”
he continues. However, “higher female participation is a
drop in the ocean in most developed countries when compared to the number of people who will retire from the
workforce over the next few decades,” emphasizes Jensen.
Last but not least, should more migrants be allowed to settle in those developed countries that experience a shrinking
workforce? “One of the less admirable aspects of human
behaviour these days is the growing sense of nationalism,
and with that follows populism,” reckons Jensen. “With a
growing sense of nationalism, and populists increasingly
coming into power around the world, I would assign near
zero percent probability that immigration begins to rise in
the OECD anytime soon,” he argues. “The voters simply
won’t allow that to happen.”

Conclusion
Everyone wants economic growth, but we also want to live
longer, and the two objectives do not always go hand in
hand. Growing the economy makes people richer, and the
wealthier lead happier, healthier and longer lives. That
said, rising longevity is a liability on society. Not only are
younger workers more productive than their older peers,
but the growing cohort of elderly is a massive liability on
society. “The NHS in the UK reckon that they spend 6-7
times more on a man in his 80s than they do on a man in
his 30s”, according to Jensen.
He adds that “the world is ageing at a rapid pace. Between
now and 2050, the number of people aged 60+ will almost
double as a share of the total, and the 80+ age group will
grow even faster”. An ageing workforce can hit the global economy in many different ways. Even so, the world’s
economic machine is not broken; it is just running a little
slower than it did a while ago, perhaps significantly slower,
because workers are not as young as they were.
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