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Lessons From ltaly: A Good Pension System Needs an Effective

Broader Social Policy Framework

In many countries, pension arrangements are still at the
core of the policy debate. Funded and pay-as-you-go
(PAYG) schemes are both in question. In Chile, people are
taking to the streets to change the funded scheme, which
is blamed for low retirement incomes and high fees. In
France, citizens are also protesting the government re-
form of the PAYG system and its attempt to reduce oc-
cupational disparities.

The need to tinker with social security is prompted by
three main interconnected factors.! First, the ageing of
the population will increase public expenditure for trans-
fers and services of the elderly, with pensions bearing
much of the pressure.

Second, pension rules are often not neutral with respect
to retirement decisions and encourage early retirement.
The adverse effects of pension rules on labour market
participation rates are particularly worrisome in view of
the ageing process.

Third, while the economic conditions of the elderly have
improved in relative terms and their incomes have large-
ly been spared by the recent economic crisis, low-paid
and fixed-term contract workers increasingly experience
poverty, marginalisation and economic insecurity (OECD,
2019a). High pension spending reduces the resources
available for protecting these social groups.
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Italy, which is sometimes considered a laggard in terms of
social and economic reforms, can boast a pension system
that is, by and large, functioning sufficiently well in terms of
ensuring an adequate purchasing power to retirees and a
financially sustainable outlook in the long term, even when
taking into account adverse demographic developments.
This notwithstanding, the system is currently under attack
from different angles. Some of the criticism is technical
and can be addressed without changing the nature of the
system. Other critical comments address a more funda-
mental level, but are basically related to the shortcomings
of other social protection instruments (e.g. active labour
market policies and poverty alleviation schemes).

Technical criticisms are mostly well taken but, in the cur-
rent juncture, risk being counterproductive. With their
quest for perfection, these criticisms may distract from
what appears to be the largest looming danger, namely
that the system as it is now — not perfect, but relatively
satisfactory — could be jeopardised by short-term political
considerations.

The Italian pension system: Where we are and how
we got here

The need to overhaul the Italian pension system has been
on the agenda since the late 1970s, but the reform pro-
cess only began in 1992 due to pressure from the ex-
change rate crisis and an urgent need to curb the double-
digit public finance deficit.

Italy’s pension system had three main problems: high and
rising expenditure, inadequate labour market incentives
and chaotic distributional effects.

Pension expenditure, which had increased from 5% of
GDP in 1960 to about 15% in 1992, was expected to in-
crease further to close to 25% of GDP by 2030 (Franco
and Marino, 2002). The contribution rate needed to cover
private sector employees’ benefits was set to increase
from 44% in 1995 to 60% in 2025. The existing pension
formula, eligibility conditions and indexation rules granted
rates of return that were considerably higher than the rate
of growth of the social security tax base.

The lack of any direct link between the size of the pension
benefit and the age of retirement was an incentive to retire
as early as possible. In addition, the segmentation of the
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pension system into several separate pension schemes,
each one operating with its own rules, hampered the mo-
bility of workers both between and within the public and
private sectors.

There were also equity reasons for the reforms. The rate of
return on contributions was extremely uneven across dif-
ferent groups of workers. It was usually higher for individu-
als with earnings rising towards the end of their careers.

The 1992 reform

The 1992 reform primarily addressed the sustainability
issue, cancelling overnight about one-quarter of existing
public pension liabilities (Franco, 2002).

The age of retirement in the private sector was raised
gradually from 55 to 60 years of age for women and from
60 to 65 for men. The reference period for calculating
pensionable earnings gradually increased from five to
ten years and, for younger workers, to the entire span of
the working life. The minimum number of years of con-
tributions for entitlement to a pension was raised from
15 to 20. The minimum number of years of contributions
required for public sector employees to receive a senior-
ity pension was raised gradually to 35 (the requirement
already in effect for the private sector). The pension ben-
efits indexation was changed from wages to prices.

The 1995 reform

Traditional textbook discussions of pension policy usu-
ally begin with the comparison of PAYG and funded sys-
tems. In PAYG systems, current contributors pay current
pensioners; in funded systems, pensions are paid out of a
fund that has been built up over several years.

However, PAYG schemes can borrow some of the fea-
tures of investment-based schemes, especially with
regard to the intergenerational distribution of macro-
economic and demographic risks. This is the approach
adopted in notional defined contribution (NDC) plans
(Holzmann and Palmer, 2005; Holzmann et al., 2012; Holz-
mann et al., 2020). The financing of the system remains
PAYG but the formula that translates the contributions in-
to benefits weighs each year’s contribution by a discount
factor that is proportional to the medium-run growth of
the wage base — as if the contributions had been invested
at a compound interest rate equal to the rate of growth. At
retirement, the actualised sum of contributions is divided
by a factor that reflects life expectancy and the age of the
individual, as if the person were using his or her notional
wealth to buy an annuity on the insurance market. Social
security administrators keep track of cumulated contribu-

tions and can communicate this amount to the worker, as
if the person had an actual account.

As a consequence, NDC systems can mimic the micro-
economic incentives of an investment-based plan with-
out imposing the strains of the transition that would be
needed if a PAYG system were to be transformed into a
funded system. From a macroeconomic viewpoint, NDC
systems can be designed to adjust automatically in order
to respond to changes in exogenous variables, thereby
reducing the need for discretionary rule changes. Person-
al accounts can give workers a clearer perception of their
pension situation. Transparent accrual rules increase the
information available for efficient decision-making dur-
ing working life. Finally, giving people personal accounts
makes it easier to move across jobs and sectors.

The 1995 reform focused on incentives and distribution
(the two remaining problems, after the explosive ex-
penditure outlook was curbed by the 1992 reform). Italy
switched to an NDC pension system, although with a
rather long transition period.? Its design was a big step
forward in both areas, as ltaly moved towards homoge-
neous retirement rules and uniform rates of return. In the
new NDC system, workers could choose to retire between
57 and 65 years of age, provided the pension benefit
amounted at least to 1.5 times the ‘social pension’ (pen-
sione sociale)® and the number of contribution years was
at least five. The supplementation of old-age pensions up
to a pre-set minimum level (integrazione al minimo) was
abolished. Seniority pensions were retained, but the eligi-
bility requirements were tightened.

The reform also introduced greater incentives for the
development of supplementary pension schemes, with
the idea that a shift to a multi-pillar system would foster
the development of the Italian capital market and help to
maintain adequate replacement rates — reduced generos-
ity of the PAYG pillar notwithstanding.

The NDC system was introduced without it being pre-
ceded by an extensive debate about its merits and useful-
ness. Relatively little preparatory work was carried out, no
major report was released to the public and the pension
formula was not immediately published. Perhaps also
because of this, the reform had some major weaknesses
(Franco and Sartor, 2006). Most notably, it envisaged a
long and complex transition period: only those who start-
ed working after 1995 came fully under the new regime.

2 Asitis well known, Sweden and Italy were the first countries to adopt
the system. Chtlon-Dominczak et al. (2012) provide a comparative
overview of the early NDC experiments.

3 Inthe 1995 law, this parameter was set equal to 1.2.
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Furthermore, the minimum retirement age was relatively
low (57 years) and the self-equilibrating mechanisms were
not fully adequate (Gronchi et al., 2020).

Even though an NDC system improves work incentives,
the effects are not automatic. For them to materialise, gov-
ernments should properly inform the public about pension
rules, and policy makers should avoid interfering with them,
so that workers can familiarise with the system and perceive
their contributions as invested funds. In Italy, little effort was
made after the reform to explain the new pension rules to
the public, arguably due to the long transition period.

From 1995 to 2011

Further non-negligible changes were introduced soon af-
ter the 1995 reform. First, in 2005, the requirements for
qualifying for an old-age pension were tightened. This
was done for all workers irrespective of whether they en-
tered the labour market before or after 1995 (fully NDC),
de facto eliminating the significant flexibility in choosing
when to retire — one of the features of the NDC reform.
Second, in 2007 a third ‘channel’ for retirement was intro-
duced (besides those based on age and on ‘seniority’, i.e.
years of contribution), based on so-called ‘quotas’, i.e. the
sum of age and years of contribution. The minimum quota
was set at 95, to be raised to 97 in 2013.

Short- and medium-term budgetary considerations, which
were left out of the 1995 reform, became paramount again,
not because the pension system was on an unsustainable
path (as in 1992), but owing to the need to rein in the overall
general government deficit. However, the opportunity to ad-
dress the weak points of the Italian NDC was not exploited.

In this period, one of the few unambiguously positive
developments was the improvement of the institutional
framework of the supplementary funded npillar. Since
2005, the rules have been streamlined and clarified, the
guidelines for pension funds have been harmonised and a
new regulatory agency (COVIP) has been created.

The 2011 reform

The main weakness of the 1995 reform, i.e. its extremely
long phase-in period, was finally tackled as the economic
and financial crisis was looming. First, in 2010 the gov-
ernment decided that the age requirement to qualify for
an old-age pension should move in line with the develop-
ment of life expectancy. With the 2012 budget, this lon-
gevity link was extended to the contributory requirements
for a seniority pension. Most importantly, the same law
extended the NDC rules for benefit computation pro rata
to all workers, starting from 2012. Furthermore, some flex-
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ibility with regards to retirement was reintroduced for fully
NDC workers, up to a maximum of three years before the
‘normal’ old-age requirement (provided the benefit was at
least 2.8 times the social pension).

Concerning non-NDC workers, the 2011 reform eliminat-
ed the ‘quotas’ and further tightened the contributory re-
quirements for seniority pensions.

For all workers, the age requirement for old-age pensions
was raised and was fully harmonised irrespective of the
activity sector (public or private) or gender. In 2019, the
standard age for receiving an old-age pension was 67
years for everyone.

Recent changes

The rapid tightening of the eligibility criteria for retirement
went into effect in 2012 in a difficult macroeconomic con-
text and brought about severe social tensions. The retire-
ment plans of many workers were disrupted. As a reac-
tion, once the most acute phase of the financial crisis was
over, a new wave of pension changes were implemented
to allow some groups of workers to retire earlier. In 2017,
the so-called Anticipo pensionistico sociale (APE) was in-
troduced: workers older than 62 years of age and with at
least 30 years of contribution were given the opportunity
to retire provided they were unemployed, in poor health
or acting as a care-giver for a disabled relative. In 2019,
‘quotas’ were reintroduced for the next three years, albeit
with a more stringent requirement (equal to 100).*

While it is too early to assess these recent legislative chang-
es, some comments are in order. First, while both interven-
tions targeted pre-1995 workers, they catered to very dif-
ferent constituencies: the APE supported disadvantaged
workers, whereas ‘quota 100’ mostly targeted workers with
relatively long and uninterrupted careers (mainly in the public
sector or in large companies based in Northern ltaly). Sec-
ond, neither APE nor quota 100 change what is arguably the
main element of the 2011 package, namely the application of
the NDC computing principle (albeit pro rata) to all pensions.

A look at the outcomes
The labour market

Italy’s labour market trends appear in line with the objectives
of the reforms. The employment rate for men aged 55 to 64
has increased by almost 23 percentage points in the last 20
years, reducing the gap with respect to the rest of the euro

4 Individuals are required to be at least 62 years of age and have at least
38 years of contributions. The scheme applies until 2021.
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Figure 1 Spending pressures
Employment rates of workers aged 55 to 64, Italy and
euro area According to the most recent projections by the European
% Commission (European Commission, 2018), in Italy pub-
70 lic pension outlays as a share of GDP will grow by about
60 — three percentage points until about 2040 and will decline
Males EA - steadily thereafter. They are expected to return to the
%0 " - 2016 level in 2060 and to be 1.7 percentage points lower
40— Fomales EA__——= === than today in 2070 (Figure 2). By comparison, in the euro
30 _ - area pension expenditure is forecast to increase by 1.2
_______ - Females IT points by 2040 and to return to the 2016 level in 2060 and
20 slightly below that in 2070.
10
"g;_v g’ g—v % % % % % é % % % % § § % % % § g § % During the projection period, the Commission expects It-
aly’s potential GDP to grow by a yearly 0.8% on average,
Source: Eurostat, 2020. slower than the euro area average (1.3%). The fertility rate
is expected to increase slightly, from 1.33 children per
area (Figure 1). For women, the increase was even larger — woman to 1.66, while life expectancy at birth is projected
almost 29 percentage points — though the gap with the other to rise from 80.7 to 86.9 years for men and from 85.3 to
European countries remains unchanged. Furthermore, there 90.9 for women. As a result, the old-age dependency ra-
seems to be no negative impact on the employment rate tio (the ratio of people over 65 to the working age popu-
of workers aged 20 to 54, which in the same period has in- lation) is expected to almost double to 60.3% (Figure 3).
creased by about four percentage points. This performance In 2070, the only euro area countries with a dependency
is all the more remarkable given the unsatisfactory macroe- ratio higher than lItaly’s would be Greece, Cyprus and
conomic performance of the country during this time.® Portugal.

Pension adequacy
5 The idea that in the medium-to-long run there is a trade-off between

the employment of relatively younger workers and that of older work-

ers is not backed by the data. See e.g. Tommasino and Zizza (2015) The reforms did not reduce the ability of the Italian pen-
and the literature they cite. Of course, things may be different in the sion system to ensure decent living standards for most
short-run and/or in adverse cyclical conditions (Boeri et al., 2017). b f

More research is needed to understand the effects of higher senior elderly people (Fr.anco e_t al., 2008). The ns.k _Of poverty
employment on the wages of the young. rate among pensioners is currently 15%, similar to the

Figure 2
Change in public pension expenditure 2016-2070, EU countries
percentage points of GDP
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Figure 3

Change in the old-age dependency ratio 2016-2070, EU countries
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euro area average rate (16%)° and significantly lower than
the risk of poverty for the total Italian population (20%). In
Italy, the incidence of absolute poverty among individu-
als aged 65 or older is 4.6% and has been quite stable
over time (it was 4.4% in 2007); the absolute poverty rate
for the whole population is 8.4%, about five percentage
points higher than in 2007 - the last year before the eco-
nomic crisis (Figure 4).7

Furthermore, the Italian replacement rate (the ratio of the
last wage to the first pension payment) remains among
the highest in Europe (Figure 5).

Development of a multi-pillar system

One of the main aims of the reforms was the development
of a significant funded pillar. The NDC scheme and the
pension funds are subject to different risks and returns.
PAYG schemes insure against inflation and financial mar-
ket risks. However, they are vulnerable to declines in em-
ployment, as well as to political risks (governments may
‘default’ on their promises). Funded schemes are vulner-
able to investment risk, but their returns (while more vol-
atile) tend to exceed those of PAYG systems in the long

6 The risk-of-poverty threshold is set at 60% of the national median
equivalised disposable income. The risk-of-poverty rate for pension-
ers is quite similar to that for elderly people (65+), both in Italy and in
the euro area as a whole. The overall risk-of-poverty rate in the euro
areais 17%.

7 The data are from the Italian National Institute of Statistics (Istat). A
household is considered poor in absolute terms if its consumption ex-
penditure is lower than the monetary value of a basket of goods and
services considered “essential”. The monetary value of the basket
varies in turn according to household socio-demographic character-
istics, geographical area and municipality size. The adverse effects of
the downturn on living conditions appear milder when looking at the
relative poverty indicators because, by construction, their thresholds
are set in terms of the average income, which was also dented by the
crisis.
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term (see Feldstein and Ranguelova, 2001). These differ-
ent features make it advisable to opt for a mixed system,
exploiting the portfolio-diversification logic (Lindbeck and
Persson, 2003).

As of the end of 2018, about 7.9 million workers (30.2% of
the work force) were enrolled in supplementary schemes.
Pension funds’ assets were equal to 9.5% of GDP, or 4%
of Italian households’ financial wealth (Figure 6). Enrol-
ment rates are gradually rising but are still limited among
the self-employed, women, small firms’ employees,
young people and people in Southern ltaly. In evaluating
these results, one should consider the very large size of
the PAYG scheme and the unsatisfactory performance
of Italian wages in recent years. There is ample room for
progress.

Figure 4
Absolute poverty rate in ltaly, 2005-2018
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Figure 5

Gross replacement rates at retirement in the euro area, 2007 and 2018
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The debate on the pension system and social policy
priorities

The advantages of an NDC approach appear stronger
than ever. First, increasing workers’ mobility across sec-
tors and regions should be a priority in the euro area,
given the currently fragmented labour markets and the
lack of alternative shock absorption mechanisms. As we
know, NDC systems are particularly well suited to accom-
modate mobile careers and ensure full portability of pen-
sion rights. Second, life expectancy and macroeconomic
developments have proved very difficult to forecast. NDC
systems are robust in the face of unexpected changes
in these parameters thanks to their built-in stabilisation
mechanisms. Third, in ageing countries there is a need
to increase the employment rate significantly. As NDC

Figure 6
Development of the funded pillar in Italy
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systems tightly link the size of the pension benefit to the
amount of contributions paid, they minimise the incen-
tives for early retirement, allowing at the same time some
flexibility in setting minimum age requirements.

It would have been preferable to implement from the out-
set a full NDC regime for all groups and cohorts of work-
ers, but in the end Italy has a sustainable and homogene-
ous pension system providing appropriate incentives.

This notwithstanding, the Italian NDC system currently
faces some challenges. Some of the concerns raised in
the policy debate can be accommodated without jeop-
ardising the NDC logic.

The first challenge is about flexibility. In a well-designed
NDC scheme, minimum and standard retirement ages
have no structural impact on financial sustainability. While
in the short term, solutions are constrained by the need
to limit expenditure growth (and the general government
deficit), flexibility in the Italian system can and should be
increased, relying on the fair nature of the system. Fully
NDC workers, who will start retiring in large numbers in
the upcoming decade, already have a flexible retirement
age requirement (starting from age 64).2 Regarding pre-
1995 workers, some flexibility could still be provided after
the expiration of quota 100, but this should be done within
the framework of old-age pension rules, as it happens for
fully NDC workers.

8 A point worth discussing is whether to modify the income limits for
normal retirement (1.5 times the social pension) and for early retire-
ment (2.8 times the social pension).
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Another challenge is the differences in life expectancy
at retirement. In particular, all other things being equal, if
there is a correlation between longevity and lifetime in-
come, the poorer groups of the population end up sub-
sidising the rich. However, this is not exclusive to NDC
systems. Actually, NDC systems offer the most straight-
forward and transparent way out of this issue, by means
of group-specific transformation coefficients.®

A more fundamental criticism of NDC systems is that they
do not redistribute income across pensioners. Indeed,
an NDC scheme cannot guarantee a minimum pension
income. The old ltalian PAYG system, on the contrary,
included a minimum contributory pension provision (inte-
grazione al minimo). A lack of within-cohort redistribution
has both fairness and efficiency consequences.

From an efficiency perspective, the existence of a means-
tested non-contributory pension (such as the assegno
sociale) implies that workers with low wages or less than
full careers — and therefore with relatively poor contribu-
tory pensions — receive low (or even zero) returns on their
contributions. While this problem is highly visible in NDC
pension schemes, it applies to any form of earnings-relat-
ed pension. This issue can be addressed by making the
phase-out of the non-contributory basic pension more
gradual (currently, the assegno sociale decreases one-to-
one as a function of the pensioner’s income; Marano et al.,
2012). Furthermore, contribution rates for ‘non-standard’
workers (self-employed, part-time and temporary workers)
should be aligned to those of standard workers (OECD
2019a). In Italy, the 2011 reform narrowed the gap between
the contribution rate for standard employees (33%) and
self-employed workers (24%), but this gap is still wide.

From a normative perspective, while there are compel-
ling reasons to ask for a redistributive, progressive welfare
state, this does not mean that every piece of the welfare
state should be redistributive. The importance of looking
at the welfare system as a whole is particularly relevant for
Italy, which has recently introduced a generous means-
tested welfare tool (reddito di cittadinanza).

More generally, reform efforts should focus on the social
policies ‘surrounding’ the pension system. Most impor-
tantly, while NDC pension rules limit unwarranted incen-
tives to early retirement, appropriate labour market poli-
cies are crucial to ensure that the increase in the labour
supply of older workers is met by adequate demand. As

9 See Holtzmann et al. (2020) for an analysis of the several possible
fixes. Incidentally, to the extent that longevity differences are due to
other policy imperfections (e.g. differences in access to health care
services or unsafe workplaces), it appears that the best solution is not
to adjust the pension rules, but to address the original problem.
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a matter of fact, an age mix of the labour force that is op-
timal at the firm level may not be optimal from a social
welfare standpoint. Firms often rely on deferred-compen-
sation schemes (such as seniority-based wage ladders;
Frimmel et al., 2018) and incur non-negligible fixed costs
for hiring and firm-specific training; all other things being
equal, these factors make older workers relatively less at-
tractive for employers (Allen, 2019). To address this issue,
it may be advisable for governments to subsidise the cost
of retaining or hiring older workers (OECD, 2019b) and to
promote the inclusion of age management strategies in
collective bargaining agreements.

On top of this, it may well be that the general skills and hu-
man capital of younger workers are better than those of older
workers.”® This clearly warrants a public effort to guaran-
tee an adequate amount of (re)training for senior workers.
This is currently far from being the case. According to the
OECD (2019b), the fraction of older workers having access to
training is less than 10% in ltaly, whereas it is about 13% in
France, 18% in Spain and almost 30% in Germany (Figure 7).

Italy should also put more effort into improving its educa-
tion system, which currently lags behind those of other ma-
jor advanced economies (see Sestito, 2014). A better edu-
cated work force is indeed not only less exposed to human
capital obsolescence but also easier to retrain later in life.

Conclusions

Public policies in advanced economies should target dif-
ferent needs. Welfare policies should focus on preventing
poverty; progressive taxation and the provision of high-
quality public services should concentrate on reducing in-
equalities; labour market policies should aim to create fair
wage employment opportunities (including for older work-
ers) and facilitating job-to-job transitions.

Contribution-based pension systems should focus on
transferring workers’ income across time and insuring
against longevity risk in an efficient and transparent way,
without the costs and the risks connected with financial
markets (which, incidentally, are higher for poor people).
This goal should be achieved without exacerbating exist-
ing inequalities and without distorting the incentives to
work and save. In the context of an ageing population, if
one wants to preserve financial stability while guarantee-
ing acceptable replacement ratios, a longer working life
combined with more diversified income for pensioners is
necessary. Along these dimensions, well-designed NDC
schemes are suitable solutions.

10 According to recent research, this problem might be overstated
(Acemoglu and Restrepo, 2019).
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Figure 7
Participation in job-related training
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Source: OECD (2019), Working better with age, OECD Publishing.

Concerning ltaly, this implies that no further broad pension
reform — or counter-reform — is needed. Following the many
reforms introduced since 1992, a certain degree of stability
in legislation is highly desirable: as already noted, in order to
reap the full benefits of the current system, people should
perceive that the returns on their contributions are reason-
ably predictable and safe from political risk. Furthermore,
one cannot ignore that in the next decade, during which the
transition from the mixed system to the NDC will be de facto
completed, pension expenditure is set to increase from al-
ready high levels. Given the current lack of fiscal space, this
should advise against introducing more generous rules in
the next few years (Andrle et al., 2018). Italy should instead
improve the design of non-pension welfare benefits and the
effectiveness of active labour market policies, in both cases
targeting elderly workers in particular.

On the contrary, fundamental changes to the basic rules
of the system are sometimes proposed in the policy de-
bate. In part, this may be due to the circumstance that,
unlike other countries, the introduction of an NDC system
in Italy came without an extensive debate about its mer-
its and usefulness; its principles are still not well under-
stood. This is problematic because outcomes in an NDC
pension system are sensitive to workers’ choices before
and at retirement and depend on more parameters than
those included in the standard defined-benefits pension
formula. In Sweden, since the year after the NDC sys-
tem was approved, workers have regularly been notified
by mail about their pension position (so-called ‘orange
envelope’). A similar programme was finally launched in

A Younger adults (25-34) participation

Italy in 2015. Almost all Italian private sector workers are
now able — by logging on to the National Social Security
Institute (INPS) website — to look at different projections
of their final pension treatment based on different macro-
economic scenarios, individual salary progressions and
years of retirement. As of May 2018, three million users
took the opportunity to use this online tool (Boeri et al.,
2020). Over time, this should improve individual decision-
making (Liebman and Luttmer, 2015; Dolls et al., 2018)
and increase support for the current system (Fornero and
Lo Prete, 2018; Boeri and Tabellini, 2012).
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