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Period Average Exchange Rates (NIS per US Dollar)
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EXECUTIVE SUMMARY

BACKGROUND

1. Social security arrangements in the West Bank and Gaza are limited. The pension sector is
dominated by two civil service pension schemes-the West Bank Scheme, or the Two Percent
Scheme, and the Gaza Scheme, or the Ten Percent Scheme-as well as the Security Forces Draft
Pension Law. Although the liabilities of the West Bank Scheme are substantial, it is vestigial. In
May 2000, the West Bank Scheme was closed to new members, and the Gaza Scheme began
enrolling all new civil service employees. The change was intended to create a unified pension
regime that would alleviate unequal treatment of civil service members and to serve as the basis
for expanding coverage to the private sector for which there are no coherent social security
arrangements.

2. At the request of the Palestinian Authority (PA), the status of pension schemes in the West
Bank and Gaza was reviewed, and a technical analysis of the two civil service schemes was
undertaken. A Technical Appendix reports in detail on projections of the financial status of the
civil service schemes as well as on improvement options. This paper surnmarizes the main
findings and highlights the policy implications. Its primary focus is on solutions that could be
implemented in the short-term.

MAJOR ISSUES

3. The civil service pension schemes are bankrupt and in need of reform. The major issues
facing them are:

4. Financial non-sustainability: The West Bank and Gaza Schemes are among the more
generous civil service pension schemes in the world. The burden of financing them in both the
short and long run is, at present, beyond the means of either the Palestinian Authority or donors.
The resulting fiscal drain from the Schemes will seriously affect the ability of the PA to engage in
long-term infrastructure development and to extend social insurance programs to vulnerable
groups. On a cash-flow basis, a sizeable and rapidly growing deficit will emerge from the two
schemes in the very near future, perhaps in as little as three to five years. Adding the security
forces pension liabilities would most certainly make the financing of these liabilities impossible.
There are also potential liabilities whose costs have not yet been determined. An unknown
number of those currently covered under the West Bank and Gaza Schemes have prior service as
members of the PLO and PLA. These workers have not yet been identified and the extent of their
previous service is unknown. Although the Gaza Scheme has both local and offshore assets, these
are insufficient to liquidate liabilities and are being used to finance current pensions.

5. Government arrears in contributions: Government arrears to the pension schemes are more
than US$170 million. For two of the major funds, the Gaza and Security Forces Funds, the
government deducts 10 percent from employee wages and contributes 12.5 percent as employer.
The PA has been in arrears in transferring these pension contributions to the pension funds, using
them to partially offset the financing gap in its budget. Consequently, the Gaza Scheme has been
paying benefits from locally held reserves that will be completely liquidated by 2006/7 if these
arrears continue unchecked.

6. Corporate govemance: Despite recent progress in improving administrative and investment
controls, substantial administrative and governance issues still need to be addressed. Over the



past eight years the rate of return on pension funds has been lower than inflation. In 1994, Israel
transferred approximately US$170 million to the Gaza Pension and Insurance Corporation
(GPIC). In May 2002, the combined offshore and local assets were just a little over US$170
million, implying a nominal return slightly greater than zero. Inflation over the past decade has
averaged about five percent. Hence, the fund is depreciating rapidly in real terms. The seriousness
of this finding is underscored by increases in locally held assets due to surpluses of contributions
over outlays in several years between 1994 and 2001.

7. Financial disclosure is lacking: Members are not given any information regarding the
performance of their fund. Both investment returns and non-disclosure indicate an urgent need to
review the govemance and administrative structure of the GPIC, including investment procedures
and oversight as well as intemal and extemal controls and record keeping. Efforts are underway
to address these concems.

8. Govemment overstaffing: The PA, like many governments in other developing countries,
appears to have potentially significant overstaffing in certain areas. Govenmment employment
currently represents 24 percent of total employment; public employee compensation accounts for
70 percent of recurrent expenditures. Prelimninary substantive analysis indicates the presence of
surplus employment that merits further attention. Overstaffmg can consume significant cash
resources in terms of wages, pension contributions, and benefits, while undermining efficient
delivery of public services. In the long-term outcome, the cost of pensions in the West Bank and
Gaza will increase substantially and further undermine financial sustainability. The greater the
overstaffing, the more radical will be the reforms necessary to bring deficits within a manageable
range.

9. Lack of coverage for private sector: Private-sector workers in formal labor markets in the
West Bank and Gaza (WBG) are not covered under a national social security scheme, and private
pension coverage is extremely limited with uncertain and often inadequate benefits. The situation
is different for Palestinian workers with jobs in Israel. Many Palestinians have contributed to
Israeli pension schemes, often for many years. The Israeli government has agreed to transfer these
contributions to the Palestinian Authority once a national system is in place, arguing that
transferring the money any earlier would probably prevent these funds from being used for their
intended purpose. Consequently many workers are not receiving their benefits and may never
receive them. In response, the PA has embarked on a Social Insurance Draft Law that, on account
of structural labor market barriers and sluggish wage growth, would only add to the PA's
financial burdens without decreasing the risks faced by elderly retiring workers.

RECOMMENDED STRATEGRES

10. Improving financial non-sustainability: Short-term measures are required to help correct
financial imbalances. They usually involve increasing revenues and/or reducing benefits. Because
contribution rates are already too high, the only feasible option in the immediate future would be
to reduce benefits within the current structure and eliminate distortions that are prohibitively
expensive. Keeping the parameters small and manageable will help prevent an unchecked growth
of liabilities. Limiting future government arrears will improve the revenue inflow to the pension
schemes, and focusing on enhanced asset management techniques should generate positive
returns. These measures will improve the financial flows of the scheme. An actuarial evaluation
of pensions also needs to be undertaken. These reform measures should precede any expansion of
the schemes to prevent explosive liabilities from emerging.

11. Even if benefits are reduced within the current structure, in the long run deficits will
emerge owing to the Defined Benefit (DB) nature of the schemes. Thus, the PA should consider
alternative long-run schematic reform options. Among the more long-term measures, the PA
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could consider moving either totally or partially to a fully funded individual account scheme or to
a notional defined contribution scheme. This paper comments on the relative merits of each.

12. Improving governance: With or without benefit reform, it is imperative that the Gaza
Pensions and Insurance Corporation take steps to improve governance. Worldwide evidence
suggests that improved governance and improved fund management are the least costly way of
increasing pension fund solvency. The Corporation needs to: (a) establish investment guidelines
with emphasis on competition and diversification; (b) set up an independent investment
committee that is responsible for overseeing on-going application of the guidelines with at least
one member being an international expert. This would facilitate the application of cutting edge
asset management techniques and insulate the fund from political interference. The investment
committee should adhere to objective criteria for selection of fund managers using well-defined
benchmarks for evaluating the performance of both in-house and external fund managers; (c)
establish safe custodial arrangements for the pension funds. This is critical to ensure sound
governance and prevent malfeasance'; (d) undertake a managerial and financial audit to flag other
potential weaknesses in governance and control structures. The GPIC needs to have
professionally prepared, certified financial statements to demonstrate that it knows the income,
the outgo, and the actual value of assets at the end of each year. Such statements are not now
immediately available. An outside organization handles assets, and there is no regular reporting
of transactions and balances to the GIPC or to the public; (e) make all policies, documents, and
income and asset statements available for inspection by participating civil service members and
the public within the confines of privacy requirements of individuals; and (f) audit worker records
and the record keeping scheme to recommend updates and improvements. Many of these
measures are already in the process of being implemented and would improve transparency and
administrative confidence in the system.

13. Addressinz overstaffing: In all countries, the structure, size, and compensation of the civil
service greatly influence the cost of civil service pensions. Expansion of the civil service
immediately increases cash inflows but later increases cash outflows. Decreases in the size of the
civil service through rightsizing are almost certain to increase pension payments in the short-term
and decrease them over the long-term. Changes in the structure of cash compensation or of
allowances have similar impacts. In fact, any reform of the civil service usually affects pension
liabilities and the cash flows of the pension scheme, often dramatically. Hence, civil service
pension reform is most effective if combined with other civil service reforms, most notably
rationalization of overall compensation and optimization of staffing.

14. Enhancing coverage to the private sector: The Palestinian Authority has drafted legislation
to establish a Pay-As-You-Go (PAYG) DB scaled premium scheme that would cover private-
sector workers. Many developing countries have established similar schemes with limited results.
Evidence from other countries suggests that:

* Coverage is low and limited to the formal sector (20 to 25 percent of the
workforce in most Middle East and North African countries).

* Investment of the buffer fund that initially develops under a scaled premium
scheme presents major difficulties. Investment opportunities are limited; control
of assets and governance is weak; transparency is lacking; and returns are low to
negative. In addition, government misuse of funds has been common.

This would also be an opportunity for the custodian to apply for the transfer of funds from Israel for
private-sector workers who contributed to Israeli pension plans and whose contributions are being withheld
pending the creation of a national social security scheme for the private sector in the WBG.
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a Contribution rates, even when moderate, drive both workers and employers into
the informal sector, reducing coverage, further eroding the income tax base, and
discouraging development of more capital-intensive production.

• The administrative capacity to support necessary record keeping is often
inadequate. Worker contributions are sometimes not accurately recorded, or
sometimes not recorded at all, raising questions of how individual benefits will
be computed when workers retire, become disabled, or die.

15. To escape the financing traps and adverse labor market impacts of the scaled premium
approach, many countries have pursued more radical reform options. The most common is to
adopt an advanced funding approach. Options include either state-mandated Defined Contribution
(DC) schemes or voluntary, but carefully regulated, occupational-based DC schemes. These
schemes, however, require institutions and regulatory bodies that do not exist and might be
difficult to create in the West Bank and Gaza. To succeed, these options also require strong
corporate govemance and strong labor markets. Labor markets in the West Bank and Gaza are in
crisis, and institutions are in the initial phases of developing appropriate corporate governance.
Developing the capacity required to implement funded options would take several years.
Nonetheless, these options should not be ignored. Beginning a reform effort now would be a first
step in building the human capital needed to implement a funded option when circumstances
improve.

16. Another alternative is to provide a universal benefit to elderly persons, which would act as
the floor of protection in old age. Under this approach, all aged persons receive the same benefit
regardless of work history. It provides the foundation that work-related benefits supplement. This
approach has been used pragmatically and successfully in parts of Asia, Latin America, and
Southern Africa, and it avoids many of the pitfalls of PAYG social insurance schemes. The
universal benefit to elderly persons would be a useful starting point for dialogue on the provision
of social securnty in the West Bank and Gaza, as it is especially well-suited to places where there
have been structural labor market breakdowns.

C¢RITICAL NEXT STEPS: COMMETMENT, COALITEON BUILDING, AND EMPLEMENTATION

17. Prompt pension reform is imperative for many reasons, including the impact on public
finances, economic growth and development, and equity. The reforms also would have to address
capital and labor market implications as well as corporate governance improvements.

18. In the short-term, there must be parametric and governance reforms. Parametric reforms
should be designed to restore financial solvency and enhance equity. They must be immediate
and significant. They must reduce retirement provisions by setting the normal retirement age at
60, not permitting early retirement prior to age 55, and imposing much higher reductions to the
pensions of early retirees. Most importantly, if current contribution rates are to be maintained,
benefit accrual rates must be cut by over 50 percent.

19. Govemance reforms, including capacity building, are imperative. A set of immediate
actions aimed at increasing transparency and efficiency of the Gaza Pensions and Insurance
Corporation (GPIC) has been suggested. GPIC is the largest non-bank financial institution in the
West Bank and Gaza.

20. Rightsizing govemment employment is important. Although this will increase pension
outlays in the short-term, it is a necessary measure to protect a new, unified scheme against the
rapid growth of medium-term liabilities that would otherwise occur. Further analysis is needed to
determine exactly how this should be done and how much it will cost
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21. In the long-term, systemic reforms will be needed to solidify pensions for government
workers. Two major options are discussed in the paper, and both would more tightly link
contributions and benefits. One of the options suggested would involve some transition costs in
the short run, though it would be fully funded. The other option-Notional Accounts-would
introduce a more efficient pension scheme, though it would still be financed on a PAYG basis.

22. Comprehensive protection for all elderly persons is desperately needed in the West Bank
and Gaza within the context of the current crisis. The elderly population represents one of the
most vulnerable groups. A universal flat benefit scheme is the only short-term option that can
provide broad-based assistance. It is especially appropriate where the formal labor market is a
small or declining portion of total employment, where large segments of the population are
vulnerable to poverty in old age, and where existing informal intra-family transfers are
threatened.

23. Another short-term key concept is the recovery of pension transfers owed to Palestiman
workers from Israel. The value could be significant and could avert poverty for many soon-to-
retire Palestinians with extensive work histories in Israel.

24. The sequencing and initiation of pension reform is a lengthy process, involving the
reconciliation of conflicting priorities among different stakeholders. Within the context of the
West Bank and Gaza, it may be best to think of the reform process in three steps: commitment
building, coalition building, and implementation.

25. The commitment building phase is the exercise that the Palestinian Authority is embarking
upon right now. During this stage, it is important to set up a reform committee that broadly
represents the different sets of stakeholders and identifies a rationale for reform. Its end product
would be a strategy that clearly identifies the main problems and suggests respective solutions2.
Identifying the strategy and preparing progress reports would identify areas of donor support; for
some of the analysis required during this stage may not be within the technical capacity of the PA
at present. This phase should be completed by April 2003 when the PA presents a formal pension
reform strategy.

26. The coalition building phase begins when, having identified a reform strategy, the
Palestinian Authority is ready to deliver the reform to the public and engage the executive and
legislative councils to accept the proposal. The concept and rationale behind the reform are
crucial; they should be based on thorough analysis. Linking the rationale with public policy goals
and demonstrating that the reform responds to genuine concerns is important. Presentation of the
reform to the public requires a strong focus on key messages and a sustained dialogue with the
younger generation of workers, who will benefit from the reform. Within the context of the West
Bank and Gaza, the PA could focus on the following key messages: (a) Public pension fiscal
problems affect not only civil service members but all of society. The new scheme would bring
the net present value of benefits closer to the value of contributions and is therefore more
equitable for civil servants, the PA, and other taxpayers who indirectly bear the burden of fiscal
deficits arising from public pensions. (b) Reforms would protect pension rights under the old
laws, especially for older workers and pensioners. (c) For younger workers, reform is the only
way in which the PA could credibly honor future pension obligations. (d) The fiscal savings
generated from civil service pension reform could be used to finance a small and affordable
national universal old age income scheme (with obvious implications for solidarity and social
protection among the elderly in the West Bank and Gaza), arguably, one of the most vulnerable

2 It may not be necessary or possible to have unanimous consent among all stakeholders at this stage.
Intemational experience illustrates that disagreements among stakeholders early in the reform process are
less troublesome than a limited and artificial consensus based on restricted participation that could unravel
and hamper reform efforts at later critical stages.
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groups in society. Based on the experience of other reforming countries, some activities like
hiring a professional public relations firm, building journalistic support, and working with donors
and other organizations to spread reform proposals reap payoffs. At the end of this phase, the
reform process would move to the legislative stage. This process could be lengthy and require
almost 15 to 18 months if substantial parametric and design changes are contemplated.

27. The implementation phase of the reform succeeds legislation. At this juncture, it would be
very important to monitor implementation to remedy any design flaws and to make required
adjustments. In the context of the West Bank and Gaza, this will begin in January 2005.

28. The table below summarizes a suggested reform sequence.

TABLE 1. NEXT STEPS AND RECOMMENDATIONS

Measures Comments
Audit of GPIC. Addresses administrative efficiency and

transparencv.
Select appropriate accrual rates - Addresses financial sustainability and
Redefine benefit formula. equity.
Select appropriate retirement age with Addresses demographic and labor market
appropriate penalties. considerations.
Select correct indexation mechanism for Inflation adjusted on an annual basis
adjusting pensions. provided parametric reforms are in place.
Liquidate contribution arrears. Addresses financial sustainability and

public finance issues.
Upgrade GPIC capacity. Addresses administration and information

management issues.
Initiate rightsizing and early retirement. Addresses human resource issues and

labor efficiency in civil service.
Introduce a supplemental plan. Addresses old age poverty and financial

sustainability.
Systemic Reform Options: Timefor implementation:

Parametric and Supplemental Short-/Medium-term
Notional Accounts Short-/Medium-term
Fully Funded DC Medium-/Long-term

Introduce a national scheme. Addresses old age poverty in the non-
public sector.
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DESCRIBING THE SYSTEMS

1.1 In the West Bank and Gaza, protection for the elderly in the form of pensions is prnmarily
limited to the civil service and the security forces, which constitute approximately 24 percent of the
workforce. In the past, separate civil service schemes were maintained. The West Bank Scheme
(Two Percent Scheme) is based on the Jordanian civil service pension scheme (Jordanian Law 34
of 1959) and requires workers to contribute two percent of their wages. The wages are transferred
directly to general revenues of the Palestinian Authority (PA)3; the PA makes no direct
contribution. Pensions, which accrue at approximately two percent per year of service, are paid as
part of the normal payroll operation and are financed through PA general revenues. There were
approximately 5,200 pensioners and 24,000 active members in the West Bank in the year 2000.
The Gaza Scheme (Ten Percent Scheme) is based on the Egyptian civil service scheme and is a
partially funded Defined Benefit (DB) scheme. It requires workers to contribute ten percent of their
wages, and the PA contributes 12.5 percent of wages. The Ministry of Finance (MOF) transfers the
contributions to the Gaza Pension and Insurance Corporation (GPIC), which administers the
Scheme and invests any surplus funds. In addition to differences in contribution rates, the Gaza
Scheme provides more generous pensions, accruing at approximately 2.5 percent per year of
service, as well as personal allowances of approximately 20 percent of average wages at present.
In the year 2000, there were approximately 6,000 pensioners and 39,000 active contributors to the
Gaza Scheme.

1.2 A proposed Security Forces Scheme, drafted in 1996/97, covers about 53,000 individuals
belonging to all security forces and members of general security, including office staff. Worker
contributions are ten percent of basic wages and are currently being withheld. The government
contribution is 12.5 percent. Contributions should have been deposited into an interest-bearing
fund; no contributions have been deposited since the inception of the fund. If enacted, the Draft
Law would become retroactive and would cover past service in the Palestine Liberation
Organization (PLO) and Palestine Liberation Army (PLA). Furthermore, pensions are even more
generous than the Gaza Scheme. Workers with 20 years of service can retire at any age and at their
own option: workers with 15 years of service can retire based on rank (age 45 for lower ranking
members). Under the Draft Law, retirees will receive 80 percent of their basic wage plus 70 percent
times the 80 percent, or about 140 percent of basic salary. Early retirees will not receive the
additional 70 percent add-on. As with the civil service, security force retirees also receive
additional monthly allowances. If the Draft Law is enacted, many will be eligible to retire and to
receive benefits immediately. Since no contributions have been deposited, the Security Forces
Scheme has no fund. A serious fiscal crisis, therefore, will emerge the moment the Draft Law is
passed.

1.3 Table 2 below summarizes the major characteristics of the three government pension
schemes. Appendix 1 contains a detailed description of all pension schemes in the West Bank and
Gaza, including private employer-sponsored pension schemes and informal support from relatives.

3 The initial contribution rate, per the Jordanian Law of 1959, was set at seven percent but was then lowered
in subsequent legislation.
4Disparities in family allowance benefits that form a part of the pension's package is also an important
source of inequity between West Bank and Gaza civil service emnployees.



TABLE 2. BASIC PENSION SCHEME PARAMETERS: WEST BANK, GAZA, AND SECURITY FORCES

Plan West Bank Gaza Security Forces
Characteristic [_- 1 (1997 Draft Law)
Contribution Worker: 2% Employer: Worker: 10% Worker: 10%
Rate 0% but pays all benefits Employer: 12.5% Employer: 12.5%

when due.
Benefit 2% of current salary plus 2.5 % of current salary 80% of basic wage plus
Calculation professional allowance plus professional 70% times 80% of basic

times years of service. allowance times years of wage.
service + lump sum for
service in excess of 28
years.

Normal Mandatory at age 60 or At age 60 with 15 years of 15 years of service with
Retirement after 40 years of service. service. age based on rank (age 45

Automatic approval after for soldiers up to age 62
30 years of service. for major general).

Eligibility Can retire at any age after 20 years of service with If 15 years of service but
Requirement 15 years of service with the following reductions if before specified
for Early approval. After 30 years for age: retirement age, do not get
Retirement of service approval is 45 and less = 20% extra 70% times 80% of

automatic. 46-50 = 15% basic wage.
51-55 = 10%
56-57 = 5%.

Post- In Law: Same % increase In Law: Same % increase Ad hoc adjustments
Retirement as given active employees as given active employees requiring approval of
Benefit with same rank as when with same rank as when President.
Indexing retired retired

In Practice: Israeli In Practice: Israeli
indexation practices until indexation practices until
1987. Ad hoc since 1987. 1987. Ad hoc since 1987.

Benefit Add- Personal allowance (NIS Personal allowance (NIS Modest social allowances
Ons 10+) plus family (wife 300) plus family (wife for wife and sons.

and child) allowances. and child) allowances.
Source: IMF (1999), Social Secunty Around the World (2001), Mercer (2000).

1.4 In order to rationalize pensions for the civil service, in May 2001 all new govermment
employees began enrolling in the Ten Percent Scheme (Gaza Scheme), while the Two Percent
Scheme (West Bank Scheme) was closed to new entrants. The Two Percent Scheme will continue
to function until all current contributors are deceased (in approximately 55 to 60 years5 ), and
eventually all civil servants will be covered under the Ten Percent Scheme. The change alters the
govermnent's liabilities and timing of pay outs but does not change the fundamental financial
imbalance. The system will generate deficits, and the deficits will continue increasing both in the
short and long run.

5 The results are sensitive to mortality rate assumptions. The mortality rates used in this analysis were
supplied by the Palestinian Central Bureau of Statistics and are available in the data appendix.
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MAJOR ISSUES

FINANCIAL NON-SUSTAINABILITY

2.1 Table 3 shows the financial status of the West Bank and Gaza civil service pension
schemes at the end of 2000. For the West Bank Scheme expenditures for pensions exceeded
contribution revenue by NISSO million. As in the past, the government paid the difference from
its budget for recurring expenditures. The Gaza Scheme, on the other hand, should have had an
accountmg surplus of revenues over expenditures of NIS175 million. The government failed to
pay contributions when due, and the Gaza Pensions and Insurance Corporation (GPIC) was
forced to withdraw assets from reserves to meet a portion of its expenditures. Even after
wvithdrawing assets to pay pensions, the GPIC continued to hold NIS750 million in assets,
approximately 4.4 percent of GDP. Accrued liabilities from both schemes, however, represent
approximately 48 percent of GDP, suggesting a serious financial shortfall.

TABLE 3. BASIC DATA-WEST BANK AND GAZA SCHEMES YEAR 2000

Indicators West Bank Scheme Gaza Scheme
(Two Percent Scheme) (Ten Percent Scheme)

Expenditures (NIS mill) 62.0 (0.34% GDP) 86.0 (0.48% GDP)
Revenues (NIS mill) 12.0 (0.07% GDP) 175.0 (0.97% GDP)
Accounting surplus/deficit (NIS mill) -50.0 (0.27% GDP) +89.0 (0.49% GDP)
Total pension assets (NIS mill) 750.0 (4.4%GDP)
Total accrued liabilities (NIS mill) 3,456.0 (19.0% GDP) 5,428.0 (29.0% GDP)
Number of contributors (units) 24,000 39,000
Average annual wage (NIS) 24,800 18,000
Number of beneficiaries (units) 5,200 6,400
Estimated GDP (NIS mill) 18,000.0 18,000.0
Sources. Gaza Insurance and Pension Corporation
The West Bank and Gaza Ministry of Finance, World Bank PROST Model

2.2 The finances of the two schemes have deteriorated since 2000, and they will continue to
deteriorate into the foreseeable future. Expenditures under the closed Two Percent Scheme will
increase every year between now and 2035. On account of age and early retirement provisions,
the 24,000 active contributors in the Two Percent Scheme will retire more quickly than current
retirees will leave through death. In 2005 the government can expect to pay out real benefits (in
NIS 2000) net of contributions of roughly NIS100 million. By 2010, expenditures will be about
NIS130-150 million. This amount will grow in real terms until it peaks around 2035 at NIS375
million. Thereafter, payments under the Two Percent Scheme will fall as retirees expire. The
Scheme will eventually close around 2058-2060.

2.3 New entrants into the Ten Percent Scheme will generate contributions for some time before
they generate substantial benefit expenditures. Nonetheless, surpluses will fall, and the Ten
Percent Scheme, which is expected to run a surplus of NIS36 million in 2005, will be in deficit in
2010. This is true despite the government contribution of 12.5 percent of wages and worker
contribution of 10 percent. A more troublesome issue is how quickly the deficit will grow. After
corrections for inflation as a result of the impact of demographics, scheme maturity, and generous
benefits, the deficit in 2015 will be 10 times higher than the deficit in 2010.
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2.4 Table 4 shows the net resource cost of the joint Schemes (Two Percent and Ten Percent) at
five-year intervals from 2005 through 20356. Even before the Ten Percent Scheme shows a
deficit, the joint Schemes will be in deficit, as the costs of the Two Percent Scheme quickly
exceed the surpluses of the Ten Percent Scheme. In 2005 the Palestinian Authority can expect to
pay out NIS38 million (in real NIS 2000) to cover deficits from the joint Schemes.

2.5 The deficits in table 4 are only part of the picture. They are the costs over and above the
government's contributions to the Ten Percent Scheme, which in 2005 will be approximately
NIS 110 million. This means that the PA's total pension outlay for 2005 will be approximately
NIS148-150 million.

TABLE 4. LoOMING DEFICITS IMPLY A DIFFICULT FuTuRE-COMBINED DEFICITS

(NIS MILLION) IN YEAR 2000 PRICES

Year 2% System 10% System Combined Deficits Deflcits as % GD]P
2005 -98.90 +60.93 -37.97 0.2%
2010 -142.80 -11.44 -154.24 1.0%
2015 -189.89 -106.38 -296.27 1.6%
2020 -245.16 -180.28 -425.44 2.0%
2025 -293.13 -230.20 -523.33 3.0%
2035 -376.79 -399.89 -776.68 3.5%
Source: PROST calculations

2.6 The numbers above were derived assuming that the govermnent would transfer all
contributions to the GPIC when due. This has not been the case in the past, especially over the
last eighteen months. The PA has transferred neither the contributions withheld from civil service
wages nor its own required contributions. At the end of 2001, accumulated arrears amounted to
approximately NIS255 million. With no incoming contributions, the GPIC withdrew NIS64
million from its local reserves7 of approximately NIS193 million during 2001. By May 2002,
arrears had accumulated to NIS320 million, more than GPIC's locally held assets. If the
government continues to default on contributions, that is take interest-free loans from civil
servants, the Ten Percent Scheme will exhaust its current reserves by 2006/7. Thereafter, the
deficits will be nearly double those projected. At roughly two percent of GDP by 2010, and four
to five percent by 2015, the burden on public finances will be crippling.

2.7 Other measures of long-term fiscal sustainability present a grim picture. Our calculations
suggest that over a 75-year projection horizon the financing gap, or the extent to which total
projected revenues over the simulation horizon fall short of total projected expenditures, is about
NIS365 million per year, or roughly two percent of GDP per year. In other words, an injection of
NIS365 million per year is the Palestinian Authority's long-run average resource cost (above its
contributions) to maintain the pension scheme over the chosen simulation horizon of 75 years. It
is unlikely that the PA or donors would be able to finance this gap. Hence, reform efforts are
urgently needed to avoid a possible default on pension obligations.

2.8 None of the above figures include the impact of providing pensions to approximately
53,000 members of the security forces. If the 1997 Security Forces Draft Law were adopted, the
added liabilities would most likely be nearly double those reported in table 4. Furthermore, the
deficit would be impacted almost immediately because demographic considerations suggest that
many members of the security forces are poised to retire. The total combined deficit of the
government schemes could reach an overwhelming four percent of GDP as early as 2010 if the

6See Appendix Two for longer term projections.
7 Note that we do not include government arrears as 'assets' of the GPIC since the 'valuation' of that asset
is subject to high risk given the probability of default.
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PA continues to default on its contributions. Financing these deficits is almost unimaginable,
making default on pension liabilities an even greater possibility, if not a near certainty.

2.9 A number of other liabilities are also likely to affect pension costs. These relate to former
members of Palestine Liberation Organization and Palestine Liberation Army who previously
served abroad and currently are in the civil service or security forces in the West Bank and Gaza.
Decisions need to be made on how their prior service will be treated when they retire under the
current civil service schemes. These also relate to the several hundred Palestinians serving in
foreign ministries, because service in foreign ministries is not covered under either the West Bank
Scheme or the Gaza Scheme. These liabilities have not yet been accounted for, and their ultimate
magnitude will depend upon political decisions as well as the years of service and wages of those
involved.

GENEROSITY OF BENEFITS

2.10 The Gaza Scheme, which enrolls all new civil service entrants, is among the most generous
in the world. This is due to its early eligibility provisions for retirement, high benefit accrual
rates, and provision of other allowances not pertinent to retirement.

2.11 Under the Gaza Scheme, workers can retire at age 60 with 15 years of service and at any
age after 20 years of service. This means that retirement could begin at age 40 or below for the
youngest entrants and at age 50 for anyone joining the Scheme at age 30. Pensions are
permanently reduced for early retirement, but the reductions are modest (for example, only 15
percent at age 46).

2.12 For each year of tenured service in the Gaza Scheme, a worker receives 2.5 percent of
wages plus professional allowances. In addition, each month all pensioners, regardless of service
or age, receive a personal allowance of NIS300 as well as allowances for wives and dependent
children. With 20 years of service a worker receives 50 percent of wages plus NIS300 per month,
which amounts to a replacement rate of approximately 70-75 percent of final salary. Thus, the
effective accrual rate for a civil service employee retiring after 20 years of work is about 3.5
percent per year or higher. These effective accrual rates are comparable to those in Brazil and
Turkey, countries with infamously bankrupt public pension schemes that fueled well-known
financial market failures. Furthermore, these pensions, as per regulations, are adjusted according
to nominal wage growth. This practice has been discontinued in most countries due to the
inevitable upward pressure generated on expenditures.

2.13 Table 5 below compares pension parameters for the Gaza Scheme with those in nine other
countries8 and underscores the Gaza Scheme's generosity. In the more advanced countries,
generous state financing of public pensions is possible only with very frugal pension benefits. In
countries with high accrual rates-both in Africa and Asia-government contribution rates are also
high, leading to fiscal pressure on the budget.

a More countries could be added to the comparison, but they would add little to the variety of parameters
already shown.
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TABLE 5. THE GENEROSITY OF THE GAZA PENSION PLAN-AN INTERNATIONAL COMPARISON

Country Financing Pensions Benefit Calculation Retirement
Arrangements Base Criterion

Benin Worker (6%) Final 2% per year of service. Max Age 55 with 15
Government earnings RR=80% with 40 years of yrs of service.
(14%) service.

Brazil Worker (11%), Final 100% of final earnings with Pre-1998, no
Government earnings 35/30 years of service for retirement age,
(0%) males/females. Reduced no taxation of

pension of 70% of final benefits, no
earnings after 30/25 years for reduction of
males/females. benefits for

reemployment.
Major reform
irutiatives

launched.

Cote Worker (6%) Final 2% per year of service. Max Age 55 with 15
d'lvoire Government earnings RR=80%. Family allowances yrs of service.

(12%) after 25 years of service.

Finland State finances Final 1.5% per year of service. Age 65.
total earnings Max RR=60%.

Gaza Worker(10%) Final 2.5% per year of service. Retirement age
Government earnings max at 70% final salary. + 60 with l5yrs
(12.5%o) allowances = 20% of wage& of service.

Alfter 28 years of service, Early
Lump sum eqmal to 15% of retirement
final earningsfor each year possible at age
in excess of 28. 40 if 20yrs of

service.
Ireland State finances Final or 1.25% per year max 50% RR. Optional age

total average 60. Mandatory
of last 3 age 65.
years

Mexico Worker (6%) Average RR=50% of base+2.5% per Age 55 with 15
Government last 3 year of service after 15 years. yrs of service.
(6%) years Max RR-=95%.

Pakistan State finances Final For less than 30 yrs of Age 60 with 25
total earnings service, accrual rate is 2.33%. yrs of service.

2% per year thereafter.
Tanzania Worker (10%) DC Lump sum equal to Age 55 and

Government scheme - capitalized value of retirement from
(10%) not contributions with interest. regular

applicabl employment.
e.

Turkey Worker (15%) Final 3-3.75% per year with max Males - 25 yrs
Government earnings RR=85%. of service
(20%) Females - 20

yrs of service.
Source Various sources (1999-2000).

2.14 The West Bank Scheme is less generous in terms of the accrual rate, as benefits accrue at
two percent per year of service. However, provisions in the legislation enable a worker to apply
for retirement at any age after as little as 15 years of service. Although the 15-year service
requirement is not uncommon, it is expensive when, as in this case, there is no retirement age
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proviso. After 30 years of service, approval for retirement is automatic. In both the West Bank
and Gaza Schemes, there are incentives to accept benefits at a young age and opportunities to
manipulate retirement for private gain.

2.15 As indicated earlier, the Security Forces Draft Pension Law is even more generous than the
Gaza Scheme. Benefits are 80 percent of basic wages plus an additional 70 percent of the 80
percent, or roughly 140 percent of basic pay. Members are eligible to retire with full benefits plus
allowances after 15 years service at ages as young as 45. If they are willing to forego the added
70 percent of 80 percent of wages, they can retire at any age with 15 years of service.

GOVERNMENT ARREARS

2.16 Although the Palestinian Authority deducts ten percent from employee wages in Gaza and
is to contribute 12.5 percent as employer, it has been unable to affect these transfers due to
plummeting fiscal revenues attributable to the ongoing crisis. As of January 2002, outstanding
arrears to the Gaza Pensions and Insurance Corporation (GPIC) were approximately NIS255
million, suggesting that no transfers have been made since the intifada commenced in October
20009. By May 2002, arrears had grown to a staggering NIS320 million (see table 6). In addition,
arrears to the security scheme are approximately NIS500 million. This implies that total
government arrears to the pension sector alone are approximately NIS832 million. This is almost
five percent of year 2000 GDP and is more than the combined local and offshore assets held by
the GPIC.

TABLE 6. SIZEABLE GOVERNMENT ARREARS CREATING FIscAL INSTABILrrY

Year Contributions Contributions Accumulated
Due Collected Arrears

1996 49.2 49.2
1997 66.5 55.4 11.1
1998 96.5 73.9 33.5
1999 122.6 65.9 90.3
2000 145.9 109.1 127.1
2001 167.0 39.3 254.8
Jan-May 2002 67.8 2.5 320.1

Source: GPIC data provided to World Bank project staff, 2002.

2.17 The default on payroll contributions by the Palestinian Authority is the equivalent of a
forced loan from the GPIC, which has adverse implications. In 2001, instead of a surplus of
approximately NIS175-180 million in the Ten Percent Scheme, there was a cash deficit of
approximately NIS64 million. The deficit was financed by drawing down reserves. Should
defaults continue, local fund reserves could be depleted as early as 2005 and definitively by 2007.

2.18 Financing past contribution arrears raises difficult questions of equity. If the PA finances
these arrears by borrowing, future taxpayers bear the burden of repaying the debt. If the PA pays
the arrears using general revenues, current taxpayers bear the burden twice - once when the
government's contributions were due but spent in other ways, and again when the arrears are paid.
If the PA defaults on arrears, future contribution rates are guaranteed to be higher because of
greater funding shortfalls.

2.19 The Gaza Pensions and Insurance Corporation, on its own, can do little to rectify the
situation. The Palestinian Authority must impose fiscal self-discipline. As long as the PA takes
advantage of this captive source of loans, there is no incentive to reduce recurrent expenditures of

9 Although some contributions were mnade when Israel recently released some PA revenues withheld.
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which employee compensation consumes nearly 80 percent. High outlays for compensation,
pensions, and other employee benefits leave little scope for investment in productive capacity
building or enhancement of social security and solidarity, especially to the newly disabled,
widowed, orphaned children, and elderly West Bank and Gaza citizens.

2.20 If the Security Forces Draft Law were to be enacted, the impact of contribution arrears
becomes more serious. The Draft Law recognizes prior service, which would require immediate
payment of pensions. Given the lack of pension funds, a serious deficit is implied at the outset.

GOVERNANCE

2.21 Responsibility for the day-to-day administration of the pension fund for civil servants in
Gaza rests with the Gaza Pensions and Insurance Corporation (GPIC). Governance is carried out
by a board of directors, which is chaired by the Minister of Finance. Other members include the
Minister of Justice, the Minister of Local Affairs, Representatives of members, and the Director-
General of the GPIC. While the GPIC is responsible for managing the assets, the board of
directors authorizes all major financial and legislative changes".

TABLE 7. WEAK ASSET RETURNS MAKE IT 1I8ARDER TO IFINANCE PENSION LIABLITIES

Year Local assets Credit Suisse Other assets Total GPIEC assets
I________ (OS mill) (Ms muEsi) . (ls mll

1997 79.01 625.27 704
1998 114.47 658.81 773

1999 130.12 677.14 807
2000 193.13 653.02 846
2001 190.95 527.73 91.57 809
2002 not available 508.49 91.57

Source: GPIC data files.

2.22 Total assets for the Gaza Pensions and Insurance Corporation at the end of 2001, excluding
government arrears, were estimated to be approximately US$170-175. Local assets comprised
approximately US$40 million (table 7"). In addition, the PA owes the GPIC approximately
US$65-70 million in contribution arrears. Offshore assets are handled through custodial
arrangements with Credit Suisse Intemational and are invested in the United States
(approximately US$134 million). About 50 percent of the portfolio is invested m US equities and
33 percent in US fixed-income investments. Some US$20 million is invested in Orascom
(Algeria) and Orascom (Tunisia). As yet, these have been non-interest-bearing.

2.23 There is no requirement to have annual financial audits, and the GPIC has none. Although
the GPIC can derive unofficial financial statements, it lacks the capacity to produce complete
financial reports and to make actuarial and financial projections, which are critical in pension
administration. Public information disclosure is completely lacking.

2.24 Investment performance, especially in the recent past, raises further concerns regarding
financial risks. In 1994, Israel transferred approximately US$170 million to the GPIC"2 . In 2002,
the value of the fund had not changed significantly, remaining at approximately US$175-180
million. With inflation averaging about five percent during the last decade, these rates of return
imply a loss in the real value of the portfolio. Furthermore, according to GPIC data files, among

'° The West Bank Scheme is administered as part of the Ministry of Finance payroll scheme. There are no
investments, and pensions are paid from general revenue as part of the regular payroll.
" Using average exchange rate of NIS4.3-4.4=US$1 for Year 2001.
12 U%F, 1999.
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the half dozen investment managers at least half have been below the manager's appropriate
market benchmark in recent performance. At the same time, their fees (about 8 basis points) have
been above industry norms. Finally, the GPIC had surpluses that were added to total assets for
several years since 1994, yet assets have not grown accordingly. Some of the surpluses were used
to pay pensions in years when the PA failed to make all its contributions. However, to the extent
that surpluses have added to assets, rates of return were not near zero. Rather, rates of return were
negative, even before adjusting for inflation.

2.25 These findings are alarming. Unjustifiably low returns signal an imminent increase in
contnbution rates or government budget deficits, because the fund will not be sufficient to cover
expenses in the medium-term. They also underscore the urgent need for a thorough professional
review of the investment process and GPIC guidelines. At the very least, modem finance theory
algorithms are not being applied in the selection of the portfolio within any given risk tolerance
framework. The GPIC may also lack an appropriate governance structure with investment
management controls, established benchmarks, and checks and balances that track performance
and fees and provide discipline.

2.26 Allowing a large fund and a major non-bank financial institution to have persistently low to
negative rates of return sends the wrong signal and is likely to adversely affect local capital
markets in general. Experience elsewhere indicates that when one or more government entities
adopt modern investment management techniques, there is an infusion effect'3. Other agencies
within the government adopt similar practices, as do local actors within the financial sector. This
is true of countries that reformed national pension schemes in a wide range of economic and
social settings (Namibia, Zambia, Tunisia, Brazil, Mexico, and Costa Rica, to name a few).
Introducing modem market-based principles of governance into pension administration has had
spillover effects on the public sector-at-large and on the financial sector.

GOVERNMENT OVERSTAFFING

2.27 The financial imbalance in government pensions is the direct result of generous benefits
and lax early retirement, and it has been exacerbated by government employment policies. In the
current crisis environment of recent years, as private-sector workers found it increasingly difficult
to retain jobs and maintain stable income levels, public sector employment absorbed a potential
significant rise in private sector unemployment. In 2000 and 2001 most new jobs were created in
the public sector, unlike from 1997 to 1999 when the private sector accounted for most local
employment creation. In the year 2000 alone, public sector employment grew by approximately
12.8 percent to some 110,000 persons'4 . Of these, approximately 63,000 are formal tenured civil
service workers in the West Bank and Gaza, and 53,000 are security forces. With an estimated
450,000 persons in the labor force, 24 percent of jobs are now in the public sector. Even more
striking is the share of government expenditures that the PA devotes to compensation.
Government compensation consumes nearly 70 percent of current expenditures. While this figure
fluctuated in preceding years and in part reflects the influence of the intifada, the wage bill
represents a considerable cost, particularly in light of ongoing fiscal uncertainties facing the PA.
There are indications that public-sector hiring to offset private-sector unemployment has
contributed to overstaffing and, quite possibly, substantial worker redundancy. The public-
finance repercussions and the public-pension repercussions cannot, for long, be ignored.

'3Pension and Corporate Governance Reforms: Are They Twins? (Catalan, 2002).
PCBS, 2000.
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3.1 Rectifying the current situation will require significant reforms of the civil service and
security forces schemes to correct inequities and ensure affordable solutions to the issues raised in
this report. Continued administrative and regulatory capacity building will be an essential part of
this effort as will be improved governance and greater transparency so that the Palestinian
Authority can move to a modem retirement income scheme with increased efficiency.

MEASURES TO ENHANCE FIINANCIAL SUSTA]INABRLHlTY

3.2 Measures to enhance financial solvency in the short run usually involve a) increasing
revenues, (b) reducing benefits, and (c) increasing asset returns. Because contribution rates are
already too high, the only feasible option in the immediate future would be to reduce benefits
within the current structure. To the extent government arrears can be limited or cleared, this
would also improve the revenue inflow to the pension schemes. Finally, focusing on enhanced
asset management could generate positive returns that would increase solvency. However, in the
long run, deficits will still emerge - a fundamental flaw of Defined Benefit (DB) schemes. Thus
the PA ultimately needs to consider schematic changes with a greater degree of advanced funding
of pension liabilities.

SHORT-TERM MEASURES: PARAMETRIC REFORMS AND REIPAYMENT OF ARREARS

3.3 Since capacity limitations make schematic reform impractical in the short-term, a unified
scheme is proposed that does not change the essential DB nature of the current Schemes.
Although many solutions and paths toward unification are possible, we present a suggestion for
illustrative purposes, achieving, as it does, unification and significant fiscal savings within the
current institutional and capacity constraints.

3.4 The parameters of any proposed unified civil service scheme would have to be different
from the current Gaza Scheme, which numerous reports have shown to be unsustainable"5 . Under
the approach proposed here, both the West Bank and Gaza Schemes would move gradually from
their current rules to a new single set of rules, which would become fully effective in 2010. Under
the new rules, pensions would be based on the last five years' average wages rather than final
wages as under the current Schemes. Workers and the PA would each contribute six percent of
wages, and the pension accrual rate for each year of service would be 1.25 percent. Participants
would be eligible for a pension at age 60 with 10 years of service. Altematively, they could retire
with reduced pensions as early as age 55 with 10 years of service. Reductions would be actuarial
(possibly 1/22 for each year prior to age 60) and, hence, greater than under the current Schemes.

3.5 Unlike the current Schemes, which are indexed to goverrnent wages for rank at retirement,
the modified DB scheme would index benefits to consumer prices. Since wages have been frozen,
retirees have received few increases over the past 10 years, resulting in a significant erosion of
their pension's purchasing power. Should this continue, pensions at the current inflation rates will
fall by more than 50 percent over the average retirement period. Civil service wages are subject to
changes for reasons unrelated to retirement income needs, which makes them an inappropriate
index for pensioners, because they offer no protection against the real causes of deterioration in
standards of living. Price indexing offers stability in the pension's purchasing power, and over the

I5 IMF (1997), Mercer (2000), World Bank (2002).
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period of retirement will tend to offset the initially lower benefit resulting from a lower accrual
rate. Price indexing is also cheaper than wage indexing when labor productivity is rising, which is
to be expected once labor market closures and mobility barriers are eliminated.

3.6 Figure 1 below shows the decline in the real value of a pension during retirement at five
percent and ten percent inflation. At five percent inflation the pension will have only 70 percent
of its original purchasing power after eight years of retirement. At ten percent inflation, the
pension would retain only 50 percent of its value.

FIGURE 1. WITH No PENSION INDEXATION, INFLATION SIGNIFICANTLY ERODES
THE REAL VALUE OF A PENSION OVER THE LIFETIME OF A PENSIONER
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Source: Author's calculatons.

3.7 The new rules for the unified pension scheme would be phased in gradually over seven
years becoming fully effective by 2010. During the transition, the parameters of the current
Schemes would change in equal increments yearly, until reaching the parameters of the unified
scheme at the beginning of the eighth year. Thus, for the Gaza Scheme, the contribution rate for
workers would fall 0.5 percent each year until it reached six percent at the beginning of the eighth
year. Similarly the current two percent contribution rate for workers covered under the West
Bank Scheme would increase 0.5 percent each year until it reached six percent at the beginning of
the eighth year. The same procedure would apply to all other parameters of the current Schemes,
including the accrual rate, the number of years in the final wage calculation, the years of service
requirement for early retirement, etc. A major element of this reform would also unify the
disparate family allowance structures across the schemes.

3.8 The new rules will not apply to all service years of current employees. For workers aged 45
and older, the pension for service prior to enactment would be computed under their pre-reform
scheme. Hence, those 45 and older in the West Bank would receive benefits under the current
rules of the West Bank Scheme for years of service prior to the date of enactment. Similarly,
employees age 45 or older covered under the Gaza Scheme would receive benefits under the
current rules of the Gaza Scheme for service prior to the date of enactment. The pension benefit
for the portion of service occurring after enactment would be computed based on the parameters
in place at the time the worker retired. Thus, workers who retired seven years after enactment
would receive a benefit for those years based on the transition parameters in place during the
seventh transition year.

3.9 Benefits would be lower under the new unified scheme as would contnbutions. To
supplement their civil service pensions, one or more voluntary individual account schemes would
be established to which government workers could voluntarily contribute up to six percent of
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their wages."6 The amounts in these accounts plus all interest and investment returns would be
available for distribution at age 60. If the worker retired earlier, the amount in the individual
account could be distributed at the earlier age. Individual account balances would be available to
survivors when workers die and to workers in the event of disability. If workers chose not to
participate in a supplementary savings scheme, they could divert their increased income from
lower contributions to other forms of private savings or use the income for other purposes.

3.10 There are various implicit advantages. All members of society share in the cost of
reforming pensions-current as well as future generations. The resulting pension scheme, being
more actuarially fair, would create few financial distortions. Finally, the new scheme would meet
the dual objective of permitting supplemental savings while providing a sound income 'floor'
whose value is guaranteed through price indexation.

3.11 The provisions of the proposed unified scheme and the supplementary individual savings
scheme are summarized in table 8.

TABLE 8. RECOMMENDED OPTIONS

Plan Characteristic Proposed Unified | Supplementary Scheme
.__ _ _ _ _ _ _ j Scheme

Coverage All civil service All civil service members
members under age 45 under age 45 on enactment
on enactment date of date of reform.
reforrm I

Participation Mandatory. Voluntary.
Contribution Rate Worker: 6% From 0% to 6% of wages

Employer: 6.0% at the option of the worker.
Wage basis for pensions Average of last 5 years Wages plus professional

of salary. allowance.
Benefit Accrual 1.25% of current salary Full value of account

plus professional available for distribution
allowance times years of (optional forms may be
service. specified by law).

Eligibility Requirement for Age 60 with 10 years of Age 60; no service
Normal Retirement service. requirement.
Eligibility Requirement for Age 55 with 10 years of Age 55 with 10 years of
Early Retirement service; benefits reduced service; full value of

1/22 for each age prior to account available for
age 60. distribution (optional forms

may be specified by law).
Post-retirement Benefit Annual adjustments None.
Indexing equal to % increase in

consumer prices.
Benefit Add-ons Targeted family None.

allowances.

3.12 The proposed DB reform would be a significant step toward reducing deficits to
manageable levels. Under the unified scheme, deficits for the Two Percent Scheme would remain
under 0.3 percent of GDP and would level off at 0.2 percent of GDP around 2010. The Ten

16 Limits on the percent of wages that can be voluntarily contributed are standard. However, there is no
reason this percentage could not be higher. Internationally, 6% is fairly common. Since voluntary pension
contributions are usually exemnpted from income taxation, percents above 12% are generally not permitted.
They are viewed as benefiting the rich, who can afford to save to avoid taxation.
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Percent Scheme would go into deficit sooner, by 2006. Nevertheless, it would be smaller at the
outset and consistently lower after 2014. To keep the deficit at or below 0.5 percent of GDP, the
PA could raise contribution rates somewhat after 2020.

3.13 Table 9 shows the annual deficits at five-year intervals from 2005 to 2035 prior to reform
and after enactment of the proposed unified scheme. The last column shows the annual savings
from the unified scheme. These are the amounts by which the combined deficits are reduced,
assuming enactment in 2002. The unified scheme produces savings almost immediately. In 2005,
the deficit is reduced by NIS4.38 million. By 2010, the combined deficit has fallen to 60 percent
of the pre-reform deficit. Beyond this point, when the new rules are phased in fully and begin
effecting an increasing fraction of covered workers, savings grow even faster.

TABLE 9. SIGNIFICANT SAVINGS FROM DB REFORMS-;MONEY FOR THE OTHER SCHEMES?

Plan Characteristic Proposed Unified Supplementary Scheme
Scheme

Coverage All civil service members All civil service members
under age 45 on enactment under age 45 on enactment
date of reform. date of reform.

Participation Mandatory Voluntary.
Contribution Rate Worker: 6% From 0% to 6% of wages at

Employer: 6.0% the option of the worker.
Wage Basis for Pensions Average of last 5 years of Wages plus professional

salary. allowance.
Benefit Accrual 1.25% of current salary Full value of account

plus professional allowance available for distnbution
times years of service. (optional fonns of

distnbution may be
specified by law).

Eligibility Requirement for Age 60 with 10 years of Age 60; no service
Normal Retirement service. requirement.
Eligibility Requirement for Age 55 with 10 years of Age 55 with 10 years of
Early Retirement service; benefits reduced service; full value of

1/22 for each age pnor to account available for
age 60. distnbution (optional forms

of distribution may be
specified by law).

Post-Retirement Benefit Annual adjustments equal None.
Indexing to % increase in consumer

prices. _ _ _ _ _ _ _ _ _ _ _ _

Benefit Add-Ons Targeted family None.
allowances

(Figures in NIS millions, year 2000 prices.)
Source: PROST calculations.

3.14 Table 10 compares contributions-benefits under the Gaza Scheme and the proposed option,
which includes the proposed unified scheme plus the supplemental individual account scheme. Of
particular interest are the two rows that compare the pensions in the initial year of receipt and
their real values in the last year before death (17 years later). The initial pension is substantially
higher under the Gaza Scheme (NIS 16,800 vs. NIS6,250). However, during retirement, the Gaza
Scheme loses value, while the real value of the pension under the unified scheme is unchanged. In
the last year the two schemes have similar values. In the final analysis, the total lifetime value of
the pension (last row in table 10) is not reduced by nearly the same proportion as the contnbution
is reduced. Further, the substantial difference in the first year's pension values is partially offset
by the value of the worker's voluntary savings account.
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TABLE 10. MODIFYING BENEFITS-PROVIDING A STABLE AND NEUTRAL INCOME FLOOR

[Gaza | Proposed CSuppleentry 1 Comments
Corp. UJnified DC Plan

Worker 10% 6% Voluntary. Worker savings of 4% of contributions
contributions could be applied to personal plans or for

other purposes.
State 12.5% 6% 6% State contributions unchanged. If
Contributions government is unable to renegotiate arrears,

propose rausing contribution rates to 8% for
supplemental plan in lieu of past arrears.

First Annual 16,800 6,250 39,000-45,000 Assumes a worker retires at age 60 with 25
Pension NIS/yr NIS/yr NIS Lump sum. years of service. That the worker lives till

age 75. DC plan yields a return of 5% per
year. Average wages at retirement assumed
to be 1,600 NIS/month. Allowances are
included in the calculations.

Last Annual 6,648 6,250 Drastic erosion in Gaza pensions due to the
Pension NIS/yr NIS/yr lack of any indexation. In effect there has

been an indexation freeze in the WBG and
assuming a 5% level of inflation, the final
benefit is about one-third the initial benefit
in purchasing power terms.

Discounted 164,45 84,139 NIS 39,500 NIS The total value of transfers to the individual
Value of real 2 NIS reduces by about 25% when moving to the
Lifetime proposed plan. However, the individuals
Pension contributions decrease by about 40%
Transfers suggesting a net gain to the worker.

3.15 Another important short-term initiative is to stave off further govemment arrears, which are
in effect uncontrolled borrowing from civil service pension funds. In addition, past arrears should
be paid to the Gaza Scheme and, in accordance with best practice, the PA should pay interest on
the arrears at market rates. Altematively, the PA could commit itself to higher contributions now
and in the future to make up for past arrears. The arrears are non-performing assets (accounts
receivable). that have and will continue to contribute to the crisis facing the Scheme. Another
major short-temm initiative would be to launch an actuarial valuation and an audit of the GPIC.
These steps would assess the adequacy of existing control mechanisms for the prudential
management of assets. An actuarial evaluation would identify the precise cash flows and the
financing gap. Both of these measures would build on existing databases and administrative
arrangements and, they would greatly assist in the selection of the appropriate policy response to
the imminent fiscal drain.

3.16 Finally, the 1997 Draft Law for the Security Forces Scheme needs to be revised. Its benefits
should be scaled down in proportions similar to those proposed for the Gaza Scheme. The PA did
not request a proposal for the security forces, and one is not included here. Arguably, a greater
urgency for reform applies to the Security Forces Scheme than applies to the civil service
schemes.

MEASURES To ENHANCE CORPORATE GoVERNANcE

3.17 With or without benefit reform, it is necessary that the Gaza Pension and Insurance
Corporation improve its governance reform. Worldwide evidence suggests that improved
governance and improved fund management are the least costly way of increasing pension fund
solvency. Furthermore, international credit rating agencies monitor corporate governance reforms
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and scrutinize a country's public pension liabilities to determine overall risk ratings. For private
and long-term capital flows sensitive to such ratings, this has obvious implications.

3.18 The GPIC needs to establish formal investment guidelines with emphasis on competition
and diversification. An independent investment committee that is responsible for overseeing
implementation and on-gomg application of the guidelines should be set up with at least one
member being an intemational expert. This would allow the diffusion of cutting edge asset
management techniques with local expertise and help insulate the fund from political
interference. The investment committee should adhere to objective criteria for selection of fund
managers; there should be well-defined benchmarks for performance evaluations of in-house fund
managers as well as external fund managers. Finally, safe custodial arrangements for the pension
funds are critical in ensuring sound governance and preventing malfeasance. They should be an
immediate, short-term priority.

3.19 To demonstrate that it knows the income, the outgo, and the actual value of assets at the
end of each year, the GPIC needs to produce and make public official financial statements. It also
needs to develop the capacity for making financial forecasts and projections as well as the ability
to generate other crucial mformation necessary for modern pension administration. At the very
least, administrative arrangements must ensure: (a) contributions and other income are collected
reliably with no build up of significant arrears; (b) the fund's assets are invested prudently and
safely; (c) earnings records are maintained accurately; (d) benefits are paid on time; and (e)
members are provided with prompt, reliable information. All policies and documents must be
available for inspection by participating civil service members and the public within the confines
of privacy requirements of individuals. Worker records and the record keeping scheme should be
audited to develop recommendations for updating and improvement. These measures would
enhance the transparency of and administrative confidence in the scheme.

MEDIUM- AND LONG-TERM MEASURES: CAPACITY BUILDING AND SYSTEMIC REFORMS

3.20 Although existing capacity limitations make an immediate shift toward advanced funding
impractical, over the longer-term the PA could consider moving either totally or partially to a
fully funded individual account scheme. There are potential economic and financial gains to be
gained from such a move, both in termns of a more efficient risk allocation framework for social
security and in fostering long-term capital and financial flows. The projections in the Technical
Annex assume that all workers under age 45 would be moved immediately to an individual
account scheme. Older workers would remain under current rules. The total contribution rate for
those with individual accounts would be 12 percent of wages. Half would be paid by the
employer and half by the worker. Upon retirement, members of the new scheme would receive a
benefit based on the amount in their individual retirement account, including investment returns,
plus a benefit under the current Scheme based on years of service prior to the change. Workers
hired after the start date would be covered only under the newly funded scheme.

3.21 At first the individual account approach would generate higher deficits than either the
current Scheme or a similar but less generous PAYG DB scheme. For, the old Scheme would
continue to pay benefits to workers age 45 or older at the time of the transition, while it no longer
would receive contributions from workers covered under the individual account scheme. Rather,
their contributions would be deposited in individual interest-bearing accounts.

3.22 Annual deficits during the transition would never exceed 0.75 percent of GDP in the first
25 years and thereafter would gradually approach zero. The deficits would only disappear after all
liabilities under the current Scheme had been paid. However, when workers with nearly all
service under the new individual account scheme began to retire, the deficits would become much
smaller than even under the modified PAYG scheme recommended for the short run.
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3.23 The funded accounts would contribute greatly to the supply of long-term capital critical for
development needs. Our estimates suggest that in the medium-term, the stock of assets would
exceed 20 percent of GDP, accumulating assets at the rate of 1.25 percent of GDP per year given
the current size of the civil service. If there was rightsizing of the civil service, asset
accumulations would be lowered in proportion to the decreased size of the civil service.
Substantial rightsizing would make the transition to a fully funded scheme somewhat more
feasible, because some of the workers age 45 or older would have already retired or ceased to
accrue further benefits.

3.24 Another approach that could be of relevance for the PA is the notional accounts approach.
This approach mimics a funded DC pension plan (i.e., an individual account scheme) but is
actually financed on a PAYG basis. This means current contributions are used to pay current
pensions. Worker contributions are recorded as if they were deposited in an individual account,
though they are actually used to pay current pensions of retired workers. Worker accounts then
are credited each year with a notional rate of return. This rate of return is tied to an index, which
is usually not a market rate of return. Notional accounts are being used with some variations in
the Kyrgyz Republic, Italy, Latvia, Poland, and Sweden. Countries as diverse as Brazil and China
have considered adopting this approach.

3.25 Different countries use different indexes. For example, Poland updates contributions using
the rate of growth in the wage bill (i.e., average earnings times employment growth). Sweden
uses earnings growth, and in Italy the notional rate of return is the rate of growth of GDP. Unlike
a market rate of retum, each of these rates broadly reflects the change in the economy's ability to
pay pensions. When workers retire, pensions are based on the contributions recorded in the
notional account plus the "returns" recorded during working life. An annuity rate, called the G-
Factor, is applied to the phantom account balance to arrive at an annuity value, which is the
worker's monthly pension amount. The G-Factor is set by the government and is usually adjusted
over time to reflect increases in mortality much as a private insurance company would adjust its
annuity rate to reflect mortality"7.

3.26 The primary advantages of a Notional Accounts Scheme, other than the very major
advantage of having no transition costs, is that worker pensions are tied directly to contributions
over entire working life. Second, the index used to update the notional accounts reflects the
changes in the ability of the economy to pay pensions that occurred over the working life. And,
finally, the G-Factor used to compute the annuity (based on the total value of the notional account
at the time workers retire) can be adjusted to reflect mortality trends. Thus, although the scheme
is financed on a PAYG basis, it is actuarially fair to each worker and, by inference, to each
generation of workers.

MEASURES TO ADDRESS OVERSTAFFIING

3.27 The Palestinian Authority cannot afford excessive govemment employment, just as it can
no longer afford overly generous civil service pensions. To the extent overstaffing exists,
eliminating it will increase government efficiency, free funds for critical developmental and
reconstruction needs, and help ameliorate the growing crisis in pension finances. Specific
recommendations on how this can be accomplished will need to be developed through further
analytic work. This work should include a diagnostic study and modeling exercise to identify
specific problems in current employment and pay practices and to suggest rightsizing options that
can form the basis for PA policy choices. Detailed functional analysis and job evaluation to

" Projections of the cost of a proposed notional account scheme are not yet complete and will be reported
later.
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determine staffing needs may also be needed. Studies will be necessary to recommend
appropriate pay and grading scheme design, departure schemes, transition mechanisms, pensions
and financing arrangements.

MEASURES To ENHANCE COVERAGE TO PRIVATE SECTOR

3.28 There are two major issues for private-sector workers. The first is to provide some form of
securnty to those of the elderly population who have no coverage at all or are protected only under
an inadequate private employer-sponsored scheme'8 . The second is to protect the benefits of as
many as 120,000 Palestinians who worked for Israeli firms. There is no assurance that these
workers, who made substantial contributions to the Israeli social security scheme, will ever
receive benefits.

3.29 In an attempt to address the first issue, the Palestinian Authority has drafted legislation to
establish a PAYG DB scaled premium scheme that would cover prnvate-sector workers. Many
countries in the Middle East have established similar schemes with limited results. In particular
these plans tend to develop financial imbalances sooner than expected and create unplanned labor
market distortions apart from imposing unseen capricious redistribution in favor of upper middle
income workers. Evidence from other countries suggests that in these plans:

* Coverage is low and limited to the formal sector (20 to 25 percent of the
workforce in most Middle East and North African countries, with the exception
of Egypt and Tunisia).

* Investment of the buffer fund that initially develops under a scaled premium
scheme presents major difficulties. Investment opportunities are limited; control
of assets and governance are weak; transparency is lacking; and returns are low
to negative. In addition, government misuse of funds has been common.

* Contribution rates, even when moderate, drive both workers and employers into
the informal sector, reducing coverage, further eroding the income tax base, and
discouraging development of more capital-intensive production.

* The technology and human resources to support necessary record keeping are
usually missing. Worker contributions are not accurately recorded, if recorded at
all, raising questions of how individual benefits are to be computed when
workers die, retire, or become disabled.

* Labor market breakdowns immediately threaten these schetnes.

3.30 All of these considerations have an immediate relevance within the context of the West
Bank and Gaza where current labor market prospects are grim. An alternative, which has been
implemented successfully in South Africa, Mauritius, Mozambique, Namibia, and Brazil, is to
provide a universal benefit. Under this approach, all elderly persons receive the same benefit
regardless of work history. This benefit is the floor of protection that all citizens receive in old
age. It provides the foundation that work-related benefits supplement. This approach avoids many
of the pitfalls of Pay-As-You-Go (PAYG) social insurance schemes:

* It provides income support to all aged persons rather than a select portion of the
most well-off in the labor force.

18 Projections of the cost of a proposed notional account scheme are not yet complete and will be reported
later.
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A universal grant to the elderly is the simplest scheme to administer. It requires
no information on individual past work histories, no complicated benefit
computations, and no tracking of marital status and dependent children.

As compared to other programs, the cost is often easier to estimate and project.
There are no funds to invest, making governance and transparency much less of
an issue.
It does not drive workers and employers into the informal sector; hence, it does
not discourage investment in more capital-intensive production processes.
It favors no group and provides immediate benefits, giving both financial relief
and short-term economic stimulus.

D It enhances solidarity and cohesion at the community level, a key element in the
recovery process from prolonged conflict.

o The final advantage of a modest universal approach is that it does not limit future
options for designing pension programs based on earnings. Supplementary
programs have the flexibility to be PAYG or fully funded, mandatory or
voluntary, managed in the pubic sector or through private pension funds.

3.31 Cost concems suggest that benefits should be kept affordable. The universal benefit can be
low and still be meaningful. Evidence in Asia, Africa, and the former Soviet Republics indicates
that most elderly people, using incredibly innovative means, actually survive on about 20 percent
of the minimum wage or often on less. (Adamchak 1998). A reasonable level of social pensions
should be about 20-25 percent of the average wage, as in Mauritius, or between 20 and 25 percent
of per capital income, as in Namibia and Mozambique.

3.32 In 2000, a program providing 20 percent of the average private sector wage would have
paid each elderly person NIS3000 per year. If everyone age 60 or older received a benefit, the
annual cost would have been NIS400 million. If the benefit were NIS2000 per year, roughly 13
percent of average wages, then total cost would have been about NIS266 million. Eliminating
civil service and security force retirees, who already receive much higher benefits, would reduce
the cost even further. Applying Means Testing to eliminate those with adequate income from
other sources would also lower costs. However, Means Testing adds greatly to administrative
complexity and should be avoided if possible.

3.33 A modest benefit to all elderly persons would cost one to two percent of GDP. This means
the cost of providing income security to all elderly would be no higher than the cost of civil
service and security force deficits, which are, as a matter of fact, currently financed with donor
assistance and public revenues. Providing generous assistance to two privileged groups with
higher than average incomes costs approximately the same as extending coverage to all of the
elderly-until now, a fact that has not been apparent.

3.34 For the West Bank and Gaza an optimal second step for private sector pensions may be to
implement a voluntary private pension scheme open to all workers. Contrary to popular belief,
workers with modest incomes eagerly participate if they have confidence in the voluntary
program. This could be run on a collective basis or through individual occupational schemes.
Though not the only example, South Africa is the most dramatic, where over 80 percent of
private-sector workers voluntarily participate in occupational schemes. The limited information
on these schemes suggests that even workers with modest incomes participate due to the
innovations of financial service sector management. The importance of voluntary pensions as a
tool to mobilize contractual savings cannot be emphasized enough, especially within the context
of the West Bank and Gaza where there is a critical need to attract capital inflows.
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3.35 However, in the short run, pre-conditions for fiduciary trust laws, disclosure, and
supervision to prevent malfeasance need to be established. The recent attempts at the new capital
markets law and securities law are steps in the right direction. To the extent that the nascent
pension funds would be transactions mainly through the current banking system, there should be
an immediate review of current banking regulations. In particular, it is necessary to ensure that a
screening system is in place to prevent large-scale bank failures and that bank assets are evaluated
at market standards.

3.36 A second major issue for non-government workers is the substantial amount of past
coverage under and contributions to Israeli retirement schemes. Substantial (perhaps NIS2
billion)' 9 pension contributions of Palestinian workers are allegedly frozen in Israel. This is of
central importance since these workers will retire with no pension despite having made
contributions. The Israeli government apparently has refused to release these contributions on the
ground that the Palestinian Authority does not have a social security scheme in place where the
contributions can be deposited and later distributed to the respective workers. These frozen
contributions should be immediately transferred to an independent, neutral custodian.

3.37 To embark upon an actuarial evaluation that would study the feasibility of alternative
design mechanisms for the delivery of social security to the private sector is necessary. At the
very least, this would involve a thorough survey of current labor force trends and population
demographics to ascertain the financial magnitudes of various design alternatives.

'9 This estimate is presumably based on a contribution history of 25 years of work at about 10-20%
contribution rates for approximately 100-120,000 workers (IMF, 1997).
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4.1 The civil service pension schemes in the West Bank and Gaza are not financially
sustainable. The required funding already has outstripped the financial capacity of the Palestinian
Authority and probably exceeds donor capacity as well. In addition, the past service of the
Palestinian Liberation Army and Palestinian Liberation Organization must be financed. A
looming pension liability for the sizeable security forces will likely double the magnitude of the
pension crisis.

4.2 Prompt pension reform is an imperative for many reasons, including the impact on public
finances, economic growth and development, and equity. There are also capital- and labor-market
implications as well as corporate govemance improvements that the refomns would have to
address. Table 12 provides a summary of some of the major steps required.

TABLE 11. RECOMMENDATIONS

Gaza Proposed Supplemental Comments
Corporation unified DB DC plan

plan
Worker 10% 6% Voluntary. Worker savings of 4% of
Contributions contributions could be applied to

personal plans or for other
purposes.

State 12.5% 6% 6% State contributions unchanged. If
Contributions government is unable to renegotiate

arrears, propose raising
contribution rates to 8% for
supplemental plan in lieu of past
arrears.

First Annual 16,800 NIS/yr 6,250 NMS/yr 39,000-45,000 NIS Assumes a worker retires at age 60
Pension Lump sum. with 25 years of service. That the

worker lives till age 75. DC plan
yields a return of 5% per year.
Average wages at retirement
assumed to be 1,600 NMS/month.
Allowances are included in the
calculations.

Last Annual 6,648 NIS/yr 6,250 NIS/yr Drastic erosion in Gaza pensions
Pension due to the lack of any indexation.

In effect there has been an
indexation freeze in the WBG and
assuming a 5% level of inflation,
the final benefit is about one-third
the initial benefit in purchasing
power terms.

Discounted Value 164,452 NIS 84,139 NIS 39,500 NIS The total value of transfers to the
of Real Lifetime individual reduces by about 25%
Pension Transfers when moving to the proposed plan.

However, the individuals
contributions decrease by about
40% suggesting a net gain to the
worker.
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4.3 In the short-term, there must be parametric reforms designed to restore financial solvency
and enhance equity. Parametric reforms must be immediate and significant. They must reduce
retirement provisions by setting the normal retirement age at 60, not permitting early retirement
prior to age 55, and imposing much higher reductions to the pensions of early retirees. Most
important, if current contributions rates are maintained, benefit accrual rates must be cut by over
50 percerit.

4.4 GPIC is the largest non-bank financial institution in the West Bank and Gaza; therefore,
capacity building is important, as is improved governance. A set of immediate actions has been
suggested that are aimed at increasing the effectiveness of reform efforts already underway to
address GPIC's transparency and efficiency.

4.5 Rightsizing government employment is also imperative, although further analysis is needed
to determine the exact procedure and cost. Although this will increase pension outlays in the
short-term, it is a necessary measure to protect a new unified scheme against uncontrolled
medium-term liabilities.

4.6 In the long-term, scheme reforms will be needed to put pensions for government workers
on a sound footing. Two major options are discussed m the paper. Both would involve a shift to a
tighter link between contributions and benefits. One of the options suggested would involve some
transition costs in the short run but would be fully funded. The other option - Notional Accounts
- would introduce a more efficient pension scheme though the scheme would still be financed on
a PAYG basis.

4.7 The civil service is a small part of the population that needs income in retirement.
Comprehensive protection for all the aged population is desperately needed in light of the current
economic and social crisis. A universal flat benefit scheme is the only short-term option that can
provide broad-based assistance. This approach has been used successfully elsewhere. It is
especially appropriate where the formal labor market is a small or declining portion of total
employment, where large segments of the population are vulnerable to poverty in old age, and
where existing informal intra-family transfers are threatened.

4.8 Finally, the value of pensions for Palestinians with extensive work histories in Israel would
be substantial. Not only is their recovery key in the short-term, it is also key to averting poverty
amidst the elderly population in the West Bank and Gaza.
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GL(assA1Y (oi TPE$ms

Accrual Rate The rate at which pension entitlement is built up relative to earnings in earnings-
related schemes-for example, one-sixtieth of final salary.

Accrued Pension The value of the pension to a member at any point prior to retirement, which
can be calculated either on current earnings or on a basis allowing for future increases in pension
benefits with increases in individual earmngs.

Actuarial Fairness A method of setting insurance premiums according to the true risks involved.

Additional Voluntary Contributions (A VCs) Contributions to an occupational pension scheme
over and above the employee's normal contribution rate.

Adverse Selection A problem stemming from an insurer's inability to distinguish between high-
and low-risk individuals. The price for insurance then reflects the average risk level, which leads
low-risk individuals to opt out and drives the price of insurance still higher until insurance
markets breakdown.

Agency Slack Individuals are unable to monitor the efforts of their agents comprehensively.
Agency slack occurs when the agent is averse to effort and so under performs. In the case of
pensions, for example, investors may not be able to monitor fund managers, who, as a
consequence, may not do their best for investors. See also moral hazard.

Annuity A stream of payments at a specified rate, which may have some provision for inflation-
proofing, payable until some contingency occurs, usually the death of the beneficiary or a
surviving dependent.

Annuity Factor The net present value of a stream of pension or annuity benefits.

Annuity Rate The value of the annuity payment relative to its lump sum cost.

Average Effective Retirement Age The actual average retirement age, taking into account early
retirement and special regimes.

Basic State Pension The flat-rate state pension paid to all meeting the national insurance
contribution test and their surviving dependents from state pensionable age.

Benefit Rate The ratio of the average pension to the average economy-wide wage or covered
wage.

Ceiling A limit to the amount of earnings eligible for tax relief on contributions or benefits.
Commutation Exchange of part of the annuity component of a pension for an immediate lump
sum.

Comprehensive Income Tax A tax on all incomes, whether from earnings or investments and
whether used for saving or consumption. A pure comprehensive income tax allows the
component of investment returns to compensate for inflation and so taxes only real returns.
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Contracting Out The right of employers or employees to use private pension fund managers
instead of participating in the publicly managed scheme.

Contracting Out Rebate The amount by which employers' and employees' national insurance
contributions are reduced for contracting out of the state earnings-related pension scheme and the
minimum contnbution to a personal pension plan.

Deferred Annuity A stream of benefits commencing at some future date.

Defined Benefit A guarantee by the insurer or pension agency that a benefit based on a prescribed
formula will be paid.

Defined Contribution A pension plan in which the periodic contribution is prescribed and the
benefit depends on the contribution plus the investment return.

Demographic Transition The historical process of changing demographic structure that takes
place as fertility and mortality rates decline, resulting in an increasing ratio of older to younger
persons.

Disclosure Statutory regulations requiring the communication of information regarding pension
schemes, funds, and benefits to pensioners and employees.

Discretionary Increase An increase in a pension payment not specified by the pension scheme
rules.

Early Leaver A person who leaves an occupational pension scheme without receiving an
immediate benefit.

Early Retirement Retirement before reaching an occupational scheme's normal retirement age or,
in the state scheme, before state pension age.

Earnings Cap (Ceiling) Limit to the amount of earnings eligible for tax relief on contributions or
benefits.

Full Funding The accumulation of pension reserves that total 100 percent of the present value of
all pension liabilities owed to current members.

Funding Accumulation of assets in advance to meet future pension liabilities.
Implicit Pension Debt (net) The value of outstanding pension claims on the public sector minus
accumulated pension reserves.

Indexation (uprating) Increases in benefits by reference to an index, usually of prices, although
in some cases of average earmings.

Intergenerational Distribution Income transfers between different age cohorts of persons.

Legal Retirement Age The normal retirement age wrntten into pension statutes.

Marginal Pension The change in the accrued pension between two periods.
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Means-Tested Benefit A benefit that is paid only if the recipient's income falls below a certain
level.

Minimum Pension Guarantee A guarantee provided by the government to bring pensions to some
minimum level, possibly by "topping up" the capital accumulation needed to fund the pensions.

Moral Hazard A situation in which insured people do not protect themselves from risk as much
as they would have if they were not insured.

Normal Retirement Age The usual age at which employees become eligible for occupational
pension benefits, excluding early retirement provisions.

Occupational Pension Scheme An arrangement by an employer to provide retirement benefits to
employees.

Old-Age Dependency Ratio The ratio of older persons to working-age individuals. The old-age
dependency ratio may refer to the number of persons over 60 divided by the number of persons
ages 15 to 59, or the number of persons over 60 divided by the number of persons ages 20 to 59,
and so forth.

Over-Annuitization Through compulsory pension provision, an individual is forced to save more
in pension than he or she would do in the absence of the compulsory provision.

Pay-As-You-Go (PAYG) In its strictest sense, a method of financing whereby current outlays on
pension benefits are paid out of current revenues from an earmarked tax, often a payroll tax.

Pension Coverage Rate The number of workers actively contributing to a publicly mandated
contributory or retirement scheme, divided by the estimnated labor force or by the working-age
population.
Pension Lump Sum A cash withdrawal from a pension plan, which in the case of some
occupation pension schemes is provided in addition to an annuity. Also available from personal
pension plans.

Pension Spending Pension spending is usually defined as old-age retirement, survivor, death, and
invalidity-disability payments based on past contribution records plus noncontributory, flat
universal, or means-tested programs specifically targeting the old.
Pensionable earnings. The portion of remuneration on which pension benefits and contributions
are calculated.

Portability The ability to transfer accrued pension rights between plans.

Provident Fund A fully funded, defined-contribution scheme in which funds are managed by the
public sector.

Replacement Rate The value of a pension as a proportion of a worker's wage during a base
period, such as the last year or two before retirement or the entire lifetime average wage. It also
denotes the average pension of a group of pensioners as a proportion of the average wage of the
group.

Supplementary Pensions Pension provision beyond the basic state pension.
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System Dependency Ratio The ratio of persons receiving pensions from a certain pension scheme
divided by the number of workers contributing to the same scheme in the same period.

System Maturation The process in which young people who are eligible for pensions, in a new
scheme, gradually grow old and retire, thereby raising the scheme dependency ratio to the
demographic dependency ratio. In a fully mature scheme, all old people in the covered group are
eligible for full pensions.

Universal Flat Benefit Pensions paid solely on the basis of age and citizenship, without regard to
work or contribution records.

Vesting Period The minimum amount of time required to qualify for full ownership of pension
benefits.
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