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SRI LANKA

REVIEW OF

SUPERANNUATION BENEFIT PROGRAMS IN SRI LANKA

PREFACE

This report examines the current system of old age income security in Sri Lanka to
determnine whether it provides reasonable pensions for retirees. It also explores the effects of the
current system on labor market mobility and the fiscal deficit and looks at the potential for
establishing greater demand for debt, particularly long term debt, and equity securities through the
strengthening of contractual savings. The focus of this note has been to review the formal systems
of retirement savings provision currently in place in Sri Lanka, particularly from the perspective of
cost effectiveness, administrative efficiency, and to ascertain policy options available to the
Government of Sri Lanka.

The report has been produced on the basis of a fact-finding mission to Sri Lanka from July
12 to July 30, 1999, that included the following World Bank staff: Juan Costain, Principal
Financial Sector Specialist, SASFP; Sriyani Hulugalle, Economist, SASFP, Alberto Musalem,
Adviser, CMD; Dimitri Vittas, Lead Economist, DECRG. During the mission, the team met with
government officials, representatives of institutions currently responsible for managing contractual
savings institutions, selected research institutes, private and public-sector financial institutions to
gather information as to current practices and policies. In its coverage of opportunities for reformn,
this note draws heavily from the work of Robert Holzmann, Director, HDNSP. The paper has also
benefited substantially from comments from Eric Bell, SASPR, Hermann von Gersdorff, LCSFR,
and Olivia Mitchell of the Wharton School, University of Pennsylvania.
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I. EXECUTIVE SUMMARY

1. Sri Lanka has the benefit of a well-established system to provide a mechanism for retirement
savings for those employed in the formal sector. While existing programs compare favorably with
other countries in the region and of comparable levels of per capita income, there remains significant
scope for improvement in terms of the adequacy of many of the schemes in providing sufficient
income for retirement. In contrast, the non-contributory pension plan for government employees is
relatively generous in the replacement rates it provides. There is reason for concern that the cost of
this program could escalate in other than benign economic circumstances. Moreover, certain
initiatives undertaken to extend coverage to the informal sector represent a potential material risk in
terms of fiscal cost, possibly without providing effective benefits to participants. It is recommended
that the Government of Sri Lanka address the principal defects of the existing system with some
urgency with a view to pre-empting potential difficulties. Pensions costs derived from the war
situation are likely to have an increasingly material bearing upon the budget.

2. It is important to consider an holistic framework for social risk management in old age in Sri
Lanka. Informal and family systems are likely to continue to provide the bulk of assistance to the
elderly. Other payments and benefits, including severance pay, health benefits, and programs such
as Samurdhi play an important role. A significant number of the elderly continue to work into old
age while own savings and housing are also important. Formal pension systems represent only one
component of the social risk management framework. It is noteworthy that studies show that the
elderly in Sri Lanka are in fact less likely to be in poverty than average. Also, a large part of the
population aging will be caused by a sharp reduction in the number of young people. Overall
dependency ratios for Sri Lanka are likely to remain stable or actually decline. Ultimately Sri Lanka
must determine the extent to which it wishes to support a given replacement rate or redistribution of
wealth in favour of the elderly.

3. Pensions play a key role in various subsectors of policy analysis: fiscal and monetary policy,
labour market efficiency an unemployment, social security, civil service reform, financial sector
reform, taxation etc.. It is possible, and necessary, to address this complex topic from the
perspective of, and with the support of in depth analysis of the implications for, each of these
important subsectors. At the same time, however, it is necessary to take a practical approach to
address the most pressing needs for reform. As such, the primary focus of this paper has been to
address the imperatives for reform for pensions qua pensions. The most urgent, and straightforward,
areas for policy action are summarized below. These and other issues are addressed more
thoroughly elsewhere in this paper. The ultimate scope and nature of the reform program undertaken
must ultimately be shaped by the views and wishes of the Government of Sri Lanka. It is our
proposal that the design of the reform program should be taken to the next stage on the basis of the
response of the Government and other interested parties in Sri Lanka to this paper.



4. As necessary, the Bank 'proposes to support this endeavor with further analysis. In
particular, with the support of the Government, the bank proposes to undertake a further study of the
fiscal consequences of the various systems, including various reform options based upon current and
project demographic profiles. This analysis would be carried out using the bank's Pension reform
Option Simulation Toolkit (PROST). This study would make use of training in PROST already
provided to Government staff and would calculate direct costs emanating from the Public Sector
schemes as well as the funding levels of the funded schemes and the indirect cost to Government
through interest payments. Further initiatives might also include a deeper analysis of the inter-
linkage between the system of retirement income and the existing social safety net.

5. The imperative for reforn stems from the need to improve the standing of the current
pension system in the following key areas:

Adequacy and Safety - The level of benefit of all but the Public Sector scheme fall short of what is
necessary for adequate financial protection in old age. Poor investment returns are a major
contributor to this result. The absence of inflation index for Public Sector schemes also erodes the
initially generous replacement rate. The absence of a regulatory framework for provident funds and
gratuity funds as well as the absence of a dependable market for annuities detract from the usefulness
of the existing schemes.

Fiscal Sustainability - Historically, inflation has eroded the value of Public Sector pensions, as
inflation is settling at lower levels, the real cost of the high replacement rates and generous
commutation options for these pensions will increase. The below market rates paid to government
provident fund participants represents a substantial tax and is undermining the role of these funds as
retirement savings vehicles. The required move to market rates, however, will have adverse
budgetary consequences. Furthermore, the additional pension costs incurred as a result of the war
situation, both through losses and increased defence staff, are increasingly material. The government
sponsored voluntary schemes that have been established in recent years are nominally supposed to be
funded. It would appear, however, that these schemes represent more of a potential redistribution
mechanism, and a potentially significant future cost to Government.

Labor Market Mobility - Not only does the current Public Sector pension scheme encourage workers
to choose government employment over the private sector, the absence of any pension portability
from the government scheme significantly discourages movement form the public to private sector.

Coverage - The formal system of social protection in Sri Lanka still reaches only around half the
labor force.

6. While the broad topic of retirement savings and social protection for the aged requires an
holistic approach, assessing and integrating the relevant components of the various subsectors, there
are real benefits which can be achieved in the short term through improvements to the pension
system in its own right. The primary themes of the short term reform agenda would be the need to
reduce the role of government in all aspects of economic management and rely more on the private
sector, to remove obstacles to labor market mobility and to maintain fiscal soundness. It is
anticipated that in most cases the reforms introduced in the short term would apply only to "flows"
i.e., to new contributions or new mnembers to schemes and that reform to "stocks" (existing portfolios
and members) would be staged over time. The full strategy for reform is provided in detail in the
main text. It is to be noted that some of the most important reforms, especially for the PSPS, would
follow at a later stage, however a sequencing of the recommended First Stage Reforins would be as
follows:
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Improve and rationalize the provident fund schemes

(a) Allow transportability and beneficiary choice as to which scheme to contribute (including PSPF
members).

(b) Develop regulatory framework and allow new multi-employer APPF's open to all.
(c) Wind down the ETF, PSPF and gratuity funds, cap mandatory contributions to Provident Funds.
(d) Allow foreign investment (even on an FX neutral basis).
(e) Develop government insured annuities market.
(f) Allow private sector asset management and liberalize interest rates.
(g) Disallow loans to provident fund members.

Reform PSPS
(a) Reduce vesting period and allow portability for PSPS,
(b) Increase retirement age, eliminate or reduce commutation.

Review role of pensions in social security framework
(a) Rationalize (and limit growth of) voluntary contributory DB programmes

7. A large part of the primary focus falls upon funded contributory schemes in the first instance
as they impact the most people, there is an environment which favors reform, and it would be
possible to make a real impact upon the economy and upon participant utility in the near term.
Moreover, these reforms would set the stage for the unification of the pension schemes and a larger
role for the private sector.

8. The low returns of the EPF are a likely significant cause for contributor evasion, the EPF has
become more of a tax than a benefit. The administration of the EPF acts as a further deterrent, low
cost does not equate to good value for money. The ETF is for all practical purposes a severance
system and is basically redundant, ostensibly designed to increase worker ownership of equity it
appears to have resulted in real transfers from rather than to employees. Given the fragile and
limited nature of the investment market in Sri Lanka, as well as the very poor returns received in
recent years, workers are entitled to the greater security which can be provided through
diversification into international markets. While the liberalization of interest rates and the freedom
to invest overseas are likely to have a material impact upon the funding of the fiscal deficit, it is
appropriate funding costs should be recognized as such, and not co-mingled with pensions'.

9. Allowing transferability of the PSPS pension will have an immediate positive impact upon
labor market mobility without fiscal cost2. Equalizing the nature of benefits between the EPF and
the APPF's (and ultimately allowing movement between them) should serve to improve labour
mobility in the private sector. The elimination of less useful schemes such as the ETF and gratuity
funds, as well as the elimination of provident fund contributions above a certain level, will serve to
reduce the hidden costs of employment and encourage participation in the formal sector (and
possibly reduce gross labor costs).

10. The immediate introduction of a gradual increase in retirement age for Government
employees and a reduction in commutation rights will have an obvious positive impact upon the cost
of the PSPS system and is consistent with global practice. The replacement of the PSPF with the
EPF will make a more modest fiscal saving (due to the difference in tax status). The freezing or
slowing down of the various voluntary schemes sponsored by the Government will avoid potentially
substantial future cost.

l Obviously at present the "tax" of sub-market returns is borne almost entirely by EPF members.
2 The full benefit of this measure will only be felt at such time as Civil Service compensation is revised to

favor current salary rather than future pension.
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II. OVERVIEW

Background

11. Pension reform is a complex, sensitive topic which has an overarching iniluence on the
effective operation of a large section of the economy. In addition to the direct role of superannuation
benefits in providing social protection for the elderly, pension reform has major imnplications for
labor market mobility (especially in Sri Lanka where retirement savings schemes are employer
based), labor participation rates and the cost of labor (and hence unemployment), and financial
market development. Pension reform has both a direct and indirect impact upon the fiscal deficit,
directly through the cost to the state of the public service and subsidised voluntary schemes, and
indirectly through the role of the contractual savings sector as the largest source of funds for
government debt. Pensions also play a key role in the social security framework and in poverty
alleviation programs. In Sri Lanlca there is a key interface with the existing provision of health
services and the Samurdhi benefit program.

12. Sri Lanka is the poorest country in the world to have achieved below replacement rate
fertility and is experiencing the fastest aging of its population in the history of the world. Recent
population projections estimate that the proportion of those over 60 years will increase from the
current level of 9% to about 20% in 2025. Moreover, it will be experiencing this transition at a
relatively low level of income, and in a context of a gradual deterioration of the extended family
support system and the nuclearization of families where protection for old age is still principally
done by investing in children. In considering the potential broader socio-economic impact of
measures which might be taken to allay the fiscal cost of an aging population (suchl as the
consequences for youth employment of increasing the retirement age) it is important to bear in mind
that a large part of population aging in Sri Lanka will be caused by a marked reduction in the number
of young people. The age group Cl-14 is predicted to decline in absolute terms for the foreseeable
future, translating into fewer youtlhs seeking employment. In terms of overall dependency (the ratio
of those below 15 plus those over 65 to those aged 15-64) is likely to remain relatively constant or
actually decline (see Table 1).

TABLE 1: Aging and Dependency

Source: World Ban* 1980 1997 2015

Life Expectancy at Birth 68 73

Lower Middle Income Country Average 65 69

Age dependency ratio 0.7 0.5
(dependents as proportion of working age
population)

Lower Middle Income Country 4verage 0.7 0.5

Population aged 65 & above (%,0 of total) 6.2 9.1

Lower Middle Income Country Alverage 6.6 8.1

Women aged 65 and above (per 100 men) 102 121

Lower Middle Income Country Average 125 118

3 It should be noted that international experience suggests that the substitutability of young employees for
early retirees is limited and that the additional cost of early retirement schemes increases the cost of labor
and reduces demand.
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The Principal Programs

13. Sri Lanka has a long history of provision for retirement income with a number of different
programs dating back up to 100 years (see Table 2). The schemes are noteworthy in that all are
employment based. The system to which one belongs and the retirement protection which one
receives are determined by occupation. With the significant exception of the scheme covering
government employees, all the schemes are contributory. Both private and publicly administered
programs are in existence, although all schemes established in the last fifty years are government
administered. Retirement saving is mandatory in the formal sector of the economy and the formal
schemes cover some three million employees, or about half of the formal labor force. A further half
million workers in the informal sector are covered by voluntary schemes.

14. By far the biggest retirement savings scheme is the Employees Provident Fund (EPF),
established in 1958, which is administered by the central bank on behalf of the Department of Labor.
The EPF has a little under two million members active contributors and some Rs. 161 billion in
assets4, 98% of which is invested in government debt. The EPF holds some 36% of all the
government's domestic debt (see Annex 4). The EPF collects a total of 20% of wages and pays a
lump sum at the age of 55.

15. The second largest program is the non-contributory Public Service Pension Scheme (PSPS)
which covers some 800,000 government permanent employees and an additional 360,000
pensioners. The PSPS offers replacement rates at retirement of around 85%, but these are subject to
ad hoc adjustment rather than being indexed and quickly deteriorate in real terms. The cost of the
PSPS represents around 1.9% of GDP and 9.8% of recurrent government expenditure (see Table 3).
Although this cost has been relatively stable, and is actually estimated to have declined in 1999, it
still represents one third of public sector total compensation (see Table 7 & Annex 5). The minimum
retirement age is 55 and the mandatory retirement age is 60. Early retirement has become common
which, with increased life expectancy, has led to extended periods of benefit.

16. A significant series of retirement savings schemes are those represented by the 204
Approved Private Provident Funds (APPFs) which are privately administered by individual
employers and employer groups. These funds largely predated the EPF Act of 1958 and were
grandfathered under the Act, although legislation, passed in 1976 but not made effective until 1996,
has called into question their continued existence (this legislation is in the process of being reversed).
The APPFs have approximately 164,000 members with average balances of Rs. 152,000, around
double that of the typical EPF account. The APPFs are allowed considerable freedom in their
investments, but have not been actively regulated and have not always enjoyed the full confidence of
their members. Contributions to the APPFs must be as high as those of the EPF, but are often
higher.

17. The Employees Trust Fund was employed in 1981 to promote employee ownership of
equities. The scheme receives a compulsory employer contribution of 3% of the wages of all
employees in the formal sector. At present, the ETF has 1.5 million contributors, which would
suggest significant evasion. The ETF has not enjoyed a very successful investment history and there
is a widespread impression that many of its investments have been politically motivated. The ETF
has an investment portfolio of Rs. 22 bn, which is 81% invested in government debt, despite the
original mandate to invest in equities (which represent a rapidly declining share of the portfolio
which stood at 10% in 1998.

4 Equal to about 16% of GDP.
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18. The Voluntary Public Pension Schemes. The government has introduced three pension
schemes targeting workers in the informal sector. The first scheme, for farmers, was established in
1986 and has 430,000 members. Additional schemes were introduced for fishermen (1990) and the
self-employed (1996) and now have 36,000 and 23,000 members respectively. These schemes are
contributory and pay a pension according to years of contribution. The schemes are not self
sufficient and it would appear contributions are scarcely enough to cover administrative expenses.

6



TABLE 2: Summary of Principal Superannuation Benefit Schemes

Scheme Year Coverage Membership Financings Replacement Administration AsS.tS7

Started Rtate (Rps. NO)

Employees 1958 Private Sector 1,900,000 12% Employer 25% final wage9 Depattment of Labour 160,989

Provident Fund 198 Mandatory 8% Employee 2/fnawge through Central Bank ______

Employees 1981 Private Sector 1,500,000 3% Employer Ministry of Finance 21,910

Trust Fund Mandatory_____

Public Service 19471 Public Sector 790,000 Non Ctrbt 85-90% final N/A
Pension Scheme Mandatory 358,000 wageNo_otiuoy wg__

Public Service Public Sector 12% Government Ministry of Public

Provident Fund 1942 Mandatory 50,000 8% Employee 27% final wage9 Administration and 4,386
Home Affairs

4-7% Employee Ministry of Public
Widows & 1956 Public Sector Same as (according to Same as PSPS Administration and N/A
Orphans Pension Mandatory PSPS grade) Home Affairs

Farmers3 1986 Farmers Fixed payments Fixed payments Ministry of
Voluntary 427,783 according to age accordingbto Agricultureto

contribution Agiutr1,0

FisherTnen 1990 Fishermen Fixed payments Fixed payments Ministry of

Voluntary , according to age contribution Agriculture

Fixed payments Mnsr fSca

Self Employed 1996 Self Employed 23,000 Fixed payments according to Ministry of Social 30
Voluntary6 according to age contribution Services 3

Approved Private From Private Sector 12% Employer

Provident Funds4 19408 Mandatory 164,315 8% Employee10 Department of Labour 25I,000
Private Sector 4.17% final wage InidulE

Gratuity 1983 Mandatory Employer' I x years employed Individual Employers

Various 1994 Private Sector 61,000 Employee 75-90% final Various. 50% with Sri 40,0009

Private Pensions Voluntary , wage Lanka Insurance Co.

1/ Extending a scheme dating from 1901.
2/ Active accounts only for EPF, ETF & PSPF. For PSPS, the first figure is for "contributors", the second for recipients. All other figures are for contributors only.

3/ Comprising four schemes covering tea small holders, rubber small holders, coconut small holders, and small time cashew planters.

4/ 204 Approved Private Provident Funds as of 12/98.
5/ Percentages refer to total wage income.
6/ For self-employed persons earning less than 3.
7/ As of December 1998.
8/ Mercantile Sector Provident Fund
9/ Estimate
10/ Minimum. Many schemes have higher contributions.
11/ Funding is necessary for tax deductibility but many gratuity plans are not funded.

7



The Issues

Adequacy

19. The level of benefit provided by the vast majority of the schemes in place falls well short
of what is necessary to provide meaningful financial protection for old age. Benefits are quite
uncertain since they are most often provided in the form of lump sums rather than annuities. Thus,
the burden of risks is born by workers during the period of accumulation and by retirees during
retirement. This shortfall is despite high mandatory contribution levels (e.g., 23% of total wage for
EPF & ETF versus only 17% for high income and 16.5% for medium income countries, see
Annex 1).

20. It has been estimated that the replacement rate provided by the core retirement savings
scheme, the EPF, is only 25% of final wage, much lower than even the 40% believed desirable for
lower income countries. This poor replacement rate can be attributed to poor investment returns
and, to some extent to evasion and withdrawals5 .

Fiscal Sustainability

21. In recent years, Sri Lanka has experienced chronic and sizable fiscal deficits (hovering
around 8-10% of GDP). The cost of the Public Service Pension Scheme has represented a
substantial part of these costs (see Table 3). In contrast, members of the Employees Provident
Fund have borne a significant tax burden through the EPF's investments in Government of Sri
Lanka (GOSL) securities, largely at below-market rates. Equally, ETF members have been
unwitting and involuntary "tax-payers" through the direction of their contributions to uneconomic
investments chosen according to political criteria. Any reform in the pension system would require
careful assessment on its fiscal impact and its implementation would require fiscal adjustments.
Reforming the pension system would likely imply the use of more transparent tax revenue
measures, further rationalization of Government expenditures, and acceleration of the privatization
process to obtain needed divestiture proceeds to further debt reduction.

5 This result is obviously for participarts, if measured against potential participants the result would be
worse.
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22. It has been estimated that rates paid on provident fund holdings of government securities
have been at least 2% below rates paid on Treasury Bills. A move towards market based
investments for provident funds, however, would likely to have a greater impact upon the cost of
funding for the Government especially if the alternative of foreign investment were to be permitted.
The different income and substitution effects would require a more detailed analysis, but a
summary of the likely effects is as follows. If the historic rate has been 2% below Treasury Bills, it
is to be anticipated that the yield curve between Bills and the long term bonds held by the provident
funds would be at least an additional 2%, to give an overall increase of 4% per annum. Equally, in
the face of such higher rates, it is possible that alternative investors would emerge and the rate
increase would be ameliorated6, alternatively, the market dynamics might be such that it becomes
necessary to pay higher rates not only on the debt held by the provident funds but for all holders of
long dated instruments. Furthermore, if overseas investment were also to be permitted, the
absolute increase in rates required for market based funding may be even higher. As interest in
domestic debt makes up around 20% of recurrent expenditure and 5% of GDP, as provident funds
hold 40% of domestic debt, a move to market rates of 2% affecting only the provident fund
holdings would increase the deficit by a little under 1/2% of GDP. If the rate increase for provident
funds were to be as much as 4%, or if the 2% increase in rates were to affect all long term
government debt, the increase in the deficit would be around 1% of GDP.

23. Many of the pitfalls usually associated with pay-as-you-go pension schemes in other
countries are unlikely to have a material adverse impact in Sri Lanka. The typical comparison
made is with national schemes in other countries covering all workers. As the unfunded and non-
contributory defined benefit scheme in Sri Lanka is restricted to government employees, the
dependency ratio (recipients to contributors7) will increase only as a function of the increased life
expectancy of civil servants after retirement (which is likely to be modest) and the extent to which
public sector employment declines in absolute terms (which is unlikely in the foreseeable future).
Moreover, unlike in national schemes, there is no possibility of evasion as the scheme is non-
contributory (essentially included as part of compensation). As the benefits paid under the public
sector pension scheme are not indexed but subject to ad hoc revision the benefits are defined only
in nominal terms while the government has discretion as to benefits in real terms (within the scope
of what is politically palatable).

24. The overall consequences of the public sector pension scheme are discussed in more detail
below, and there are certainly issues with regard to its equity and overall economic impact. In
strict fiscal terms, it is probably fair to say that the public sector pensions scheme in itself is
unlikely to have material fiscal consequences in the medium term8. This being said, it is apparent
that the additional costs which are being incurred by the public pension scheme as a consequence
of the war situation are material, even in the short and medium term, however, this aspect lies
outside the scope of this report.

6 It is also likely that an increase in the rates paid by provident funds would make them appear less like a tax
to participants and so reduce evasion, thereby increasing saving and lessening any increase in rates.

7 The term "contributors" is used loosely as the contribution is implicit in the wage, except for the Widows'
& Orphans' contribution.
A more exhaustive study of this topic, included cost projections, will be carried out using the PROST
system.
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TABLE 3;' Cost of the Public Service Pension Scheme

1991 1992 199 1994 1995 1996 1997 1998 1999 2000*

Pension Expenses 8,832 8,099 10,516 13,271 15,057 15,465 17,916 19,477 18,765 21,378
(Rps Mn)

as a% GDP 1.9 2.1 2.3 2.2 2.0 2.0 1.9 1.7 1.7

as a % recurrent 10.5 9.0 10.3 10.4 10.3 9.0 9.7 9.8 9.1 9.4
expenditure

as a % of budget 21.9 22.8 21.3 25.3 20.7 21.1 22.2
deficit I

* Figures for 2000 GOSL estimates
Source: Central Bank, IBRD, 2000 Budget

Coverage

25. Despite the long history of superannuation benefits in Sri Lanka and the wide range of
programs now in place retirement savings still reach only around half the population. The formal
systems of social protection cover only around 3.5 million of a labor force of some 6.7 million.
However, this is typical for a low middle income country such as Sri Lanka; coverage is much
more extensive than other countries in the region (India, for example, has coverage for only 10% of
the labor force). Moreover, employment is still heavily dependent upon the rural sector, with 71%
of the population living in rural areas and 38.3% of the labor force engaged in agriculture.
Typically, providing for the informal sector of the economy has been the most challenging.

26. Sri Lanka remains a country where a large number of people suffer from poverty.
According to the World Developmrnent Report, in 1990 35.3% of the population was deemed to be
living in poverty. While it is recognized that the greatest challenge lies in extending social
protection in old age to the poor, it is equally the case that formal systems relying upon financial
savings based processes are unlikely to provide the solution for those who are too poor to save.
Furthermore, the transactions cost of interfacing with the formal system would significantly erode
the value of savings, especially for those living in rural areas without easy access to financial
institutions. Similarly, transaction costs, as well as information asymmetries would also preclude
centralized savings being invested in poor and isolated communities.

27. For those in poverty "reti:rement" may not be a recognizable life event, but rather
employment continues into old age (at present it is estimated that 37% of elderly men and 15% of
elderly women are still participating in the work force, see Annex 3). Equally, some of the most
poor are likely to be those, aged or not, who are unable to obtain employment. As such, the needs
of this group might be better targeted by a concept of risk management which covers unanticipated
eventualities (albeit more frequent with age) such as ill health or the loss of a wage eamer. It is
likely, therefore, that solutions to meet the retirement savings needs of those living in poverty are
likely to stem from community based micro-insurance structures, as well as means-tested grant
funding (as far as this is fiscally sustainable).

28. It is noteworthy that in Sri Lanka not only is labor market participation lower amongst the
elderly poor than in other households (which is likely to be an issue of causality) but also the
elderly are less likely to be in poverty than other age groups (especially children). This may be
attributable to an element of survivor bias (the elderly are those who commanded higher levels of
income while working) or that households in which the elderly live have more income providers
with respect to dependents than average. Alternatively, households in which the elderly live may
be those with higher income earning capacity.
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Labor Market Mobility

29. The retirement savings schemes covering the bulk of participants are defined contribution,
and therefore have a generally limited effect upon labor market mobility. The Public Sector
Scheme, in contrast, has a series of characteristics which are quite restrictive upon labor mobility.
Not only is the PSPS non-contributory defined benefit, but it also has a ten year vesting period and
anyway pays a pension only to those who retire directly from public service9. This situation is
exacerbated by the fact that public sector compensation is perceived to be heavily skewed towards
the pension. Because of these restrictions, it is very difficult for individuals to move between the
public and private sectors.

Lessons from International Experience

30. Certain Bank experience in other countries may be relevant for Sri Lanka and provide
some insights as to the broad themes that determined successful strategies.

i. Adoption of an holistic view on retirement savings provision

31. It is important to consider an holistic framework for social risk management. Pension or
provident funds distributions are supplemented by other payments and allowances such as
severance payments, gratuities, occupational pensions, payment in lieu of holiday as well as
individual savings (perhaps in the form of housing or business or agricultural assets). Individuals
may receive support from family members or may simply continue in employment into old age.

32. Systems which function best, producing best social protection at lowest cost and minimum
market distortion are those that address all support processes together with issues such as
unemployment payments, housing finance, health services, access to annuities and taxation.

ii. Balancing individual and social equity with efficiency consideration

33. Mandating too high a replacement rate may lead to overprovisioning and welfare losses.
Optimal replacement rates are an inverse function of the discount rate of the time value of money
of the beneficiaries. Typically, this discount rate is negatively correlated with wealth and so for
lower income countries a replacement rate of 40% or below would be appropriate. Higher rates
often lead to evasion and early withdrawal as well as restricting credit to the informal sector.

34. De-linking benefits from contributions has proven to be very costly. Direct budgetary
means are more effective in income redistribution. While most retirement savings schemes in Sri
Lanka are occupational and closely linked to contributions, the new voluntary schemes for farmers
and others appear to reflect this de-linking.

iii. Avertingfiscal unsustainability

35. Pay-as-you-go schemes can appear attractive in that they allow for immediate
disbursement of benefits without an accumulation period. The PSPS appears insulated from the
principal risk to which these schemes are vulnerable, that a rapidly aging population will adversely
change the ratio of contributors to recipients. Great caution should be taken in implementing such
schemes. It is difficult to implement a worthwhile and affordable scheme in lower income
countries. If such a scheme were to be contemplated, it would be advisable to set a low
replacement rate for poverty alleviation only.

9 So that a person moving to the private sector after twenty years government employment would have no
pension.
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36. For any defined benefit scheme, it is important that accurate actuarial assessments are
maintained. And that adequate clata and projections regarding fertility, wages, employment,
interest rates etc., are maintained. It is best that projections extend for at least 75 years and that
findings and contexts are discussed in public.

iv. Roles for public and private s'ector pensions, funded and unfunded schemes

37. Non-contributory defined benefit schemes such as the PSPS are at odds with modem civil
service management, privatization objectives and the need for mobility between public and private
sectors. Many governments are acting like any large enterprise and offering transferable defined
contribution schemes.

38. One area of innovation which has been seen in other countries is allowing international
diversification for provident funds. International diversification reduces risk, often increases
returns and avoids many issues of governance and capacity which are associated with investing in a
small capital market such as in Sri Lanka. Emerging market equities in general have proven to be
highly volatile with weak returns. Allowing diversification to include developed rnarkets would
provide better security for contributory systems.

39. Increasing coverage to poor rural communities through formal, mandated systems is
difficult, due to high transactions costs, the high time value of money of the poor and the frequent
wish to direct savings to uses within the community. Systems which follow the principles of
micro-finance may be more successful. It is not clear if pay-as-you-go or funded schemes are more
effective, but it is probably appropriate to avoid schemes targeted at any given occupation (such as
farmers).

40. Worldwide only 21% of mandatory pension schemes are fully funded and 25% are
partially funded (including the U.S.). The trend, however, is very much toward funding.
Advantages of funded schemes include that they increase transparency and fiscal responsibility,
they limit incentives for evasion, they are more transferable and favor labor market mobility and
promote the development of capital markets. Disadvantages are that funded schemes pass the
market risk to beneficiaries.

v. Reducing administration costs

41. Centralized systems (like the EPF or ETF) generally have lower administrative costs (and
no marketing costs). In most countries, however, these systems offer poor service, suffer political
interference, and receive low returns on investments. Multipillar systems have not done so well
with respect to costs but have faired better in other respects. Experience in other countries is not
yet sufficient to draw firm conclus ions but there is evidence that increased costs can offset the
higher returns. A major portion of the higher costs come from duplication of administration and
marketing expenses. Countries have tried to reduce these additional costs through experiments
such as clearinghouses for contribution collection, record keeping etc., restricting the choice of
schemes, and even providing group annuities for a whole country through international bidding.
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vi. Making best use of informal support mechanisms

42. As Sri Lanka has a special resource in the deep cultural roots of family support, it has been
suggested that the introduction of formal support mechanisms might "crowd out" family care. This
contention has been supported by evidence from Singapore, the U.S., and the Philippines but would
appear to apply only to a very small percentage of families.

43. Some countries have tried strategies to "crowd in" family care, these include tax incentives
to encourage workers to support elderly relatives, housing policies that favor young people caring
for their parents, targeting of social assistance to only the destitute elderly without family support
and introducing legal reforms which encourage care of the elderly.

vii. Deepeningfinancial markets

44. As centralized schemes are believed to impede the development of new financial
instruments, some countries have developed approaches to counter this effect. Policies have
included allowing individuals to choose to diversify into external investment schemes and
outsourcing of assets to private domestic or international fund managers. Results have been mixed
but a trend is developing towards allowing fund participants to choose from a limited number of
portfolios, including privately managed funds.

viii. Enhancing supervision

45. International best practice in this field is becoming well defined. The consensus is that
regulations covering retirement savings should act as an overlay to broad securities regulations
governing capital markets. The basics of pension fund oversight are determined to involve
oversight of private and public collection, disbursement and data management systems and
processes, funds management, and dispute resolution.

ix. Tax reform

46. The framework for analyzing taxation of retirement savings considers three distinct phases,
the contributions, income on the accumulated funds and the distribution. International tax best
practice holds that income which is deferred for retirement purposes should be taxed only once. It
is generally held that income generated on accumulations (i.e., the middle phase) should be tax
exempt. In most economies it is recommended that the taxation should fall only at the time of
distribution, however, for countries such as Sri Lanka, with a weak fiscal position, it is generally
regarded as being preferable to tax all income up front, so that contributions to a retirement savings
plan would be out of taxed income, but would never be taxed again.

Proposed Reform Framework

47. Notwithstanding the various shortcomings, in comparison with many other countries, the
situation of Sri Lanka with regard to retirement savings has many positive attributes. The system is
not in crisis, there is a well established framework of coverage which reaches a significant portion
of the formal sector, initiatives are in place to extend the reach of social protection and, at least for
the short to medium term, the fiscal burden on the fiscal deficit is not untenable. As in other
sectors of the economy, the absence of effective regulation is seen to be compensated by the
overarching presence of the Government of Sri Lanka. In as much as that the bulk of programs in
place are on a funded, defined contribution basis with the basis for a system of private sector fund
managers, Sri Lanka can be said to be "ahead of the curve" and well positioned for further
development.
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48. There are several core issues outstanding as mentioned above and as detailed below. Sri
Lanka must ultimately determine its approach to these issues and its desired position in the social
risk management matrix. To whiat extent will support for the elderly continue to be provided
through families and the informal system? How much income support can the government provide
directly or through the financial markets? How much emphasis can be given to the promotion of
equality of treatment for workers of different income levels, genders, occupations and geographic
regions? The rapid rise in old age dependency in Sri Lanka suggests that the government will
encounter limitations in raising t:he necessary budgetary resources and should limit its role to the
provision of basic social insurance and social assistance. These issues would benefit from being
addressed, in the short or medium term, by a coordinating body with representation and jurisdiction
across various departments of government.

49. The issues relating to old( age security reform are complex with many topics holding
relevance for more than one field. A summary presentation of a potential reform agenda for Sri
Lanka is presented in matrix fortn in Table II along with a detailed explanation of reform
measures.

50. A synopsis of the reform objectives and strategies is as follows:

OBJECTIVE STRATEGIES

A. Promote Savings for Old Age i. Enhance safety of pension savings.
by Making Pensions a More ii. Increase returns on provident funds.
Attractive Savings Vehicle iii. Increase participant choice between schemes.

iv. Amend tax treatment of retirement savings instruments.
v. Reduce administrative inefficiency of EPF/ETF.
i. Replace lump sum payment at retirement with lifetime

B. Provide Adequate Income income product.
throughout Old Age ii. Limit opportunities for early withdrawals.

iii. Defer age of retirement, equalize retirement age for men and
women.

_ Establish a pension for the needy old funded by the general
C. Provide a Safety Net for the bugt

Poor without Access to budget
Pensions

_ i. Reform of PSPS to better resemble private sector schemes.
D. Reduce Labor Market ii. Establish Equivalence between EPF & APPFs.

Distortions
i. Reform PSPS.
ii. Limit the safety net for the poor through a means-tested

E. Improve Fiscal Sustainability definition of poverty.
iii. Defer age of retirement, equalize retirement age for men and

women.
iv. Reform Tax Code.

F. Deepen Capital Markets Broaden financial market alternatives to benefit participants
through liberalizing investment environment and facilitating
provision of new instruments.
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III. CURRENT SYSTEMS AND ISSUES

51. Reflecting the evolution over time of the provision of old age income protection in Sri
Lanka, there exist a number of independent systems, each targeted at a distinct group. All of the
schemes are employment related so that the retirement income one receives is a function of where
one works. The schemes differ markedly from each other in terms of the basis for contribution and
benefit and have not been designed to facilitate transfer from one system to another. The majority
of schemes are administered by the government, for private sector as well as government workers.

52. The oldest scheme operating in Sri Lanka is the non-contributory, defined benefit Public
Service Pension Scheme, which covers govemment employees and the military, which has been in
existence for almost a century. The next schemes to develop were the Approved Private Provident
Funds (APPFs) which were established by certain private sector employers on a voluntary basis in
the first half of the last century. These schemes are all on a defined contribution basis with a lump-
sum distribution. This same basic format was assumed by the government sponsored Employees
Provident Fund which was established in 1958 to offer similar benefits as the APPFs to all
employees in the formal sector not covered by one of the existing schemes.

53. From 1981 through 1996 a series of additional schemes were introduced by the
government which, while still employment based and contributory, incorporated a social agenda.
The first of these, the Employees Trust Fund, is a contributory scheme for all employees in the
formal private sector which was introduced with the additional purpose of promoting stock
ownership by employees. From the mid-1980's to 1990's, three additional government schemes
were introduced for workers outside the formal sectors, covering farmers, fishermen and the self-
employed. While all of these schemes receive participant contributions, government subsidy will
be required to cover costs and to pay benefits.

The Employees Provident Fund

54. The Employees' Provident Fund represents the central pillar of the retirement savings
system in Sri Lanka dating from 1958 and covering almost one third of the labor force. The EPF
operates individual accounts for each employee receiving a contribution of 12% of wages from the
employer and 8% from the employee. These amounts are invested in a pool and the proceeds paid
in a lump sum at retirement at age 55.

55. In 1998, the Employees' Provident Fund had 7.7 million accounts (of which only 1.9
million were active) and nearly 161 billion rupees (US$2.3bn) in assets. The average balance per
EPF account is Rs. 20,900 (although this figure is heavily influenced by the inactive accounts,
almost 3 million of which had balances below Rs. 2,500), while in 1998 the average refund per
person was 85,000 rupees. It is also possible to make withdrawals from the provident fund in
certain restricted circumstances, relating to cessation of employment for reasons of health,
marriagel°, or permanent emigration. The large nunber of dormant accounts reflects the tendency
of workers to fail to follow the bureaucratic procedures to transfer their account when changing
jobs". At the time of retirement, however, participants consolidate their accounts, as reflected by
the significantly higher payout. It is estimated that 500,000 dormant accounts belong to deceased
persons. The EPF has 100,000 employers on record as having paid contributions although only
around 40,000 employers are currently making contributions.

'° For women only.
If a persons moves from an employer covered by the EPF to an employer covered by another scheme, the

balance must remain in the EPF account until retirement, except if the person joins the civil service, when
the balance can be withdrawn immediately.
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56. The EPF fund is managed and administered by the Central Bank of Sri Lanka through the
Monetary Board but ultimately responds to the Minister of Labor. The monetary board is chaired
by the Governor of the Central Bank, the Secretary to the Ministry of Finance and Planning is one
of two other members (the third is also a presidential appointment). As the Monetary Board is
responsible for debt issuance by lhe Government of Sri Lanka, which makes up over 90% of the
investment portfolio of the EPF, there is an obvious conflict of interest in this arrangement.

57. The EPF has only 120 staff which is many fewer then the ETF, as the ETF is responsible
for its own supervision of the col[ection of contributions while the EPF relies on the Department of
Labor for this function. The Department of Labor has approximately 500 staff dedicated to this
task, operating out of the same building in which the ETF is headquartered. EPF staff are seconded
from the Central Bank and subject to rotation to other positions at the Central Bank. EPF staff
generally think of themselves as Central Bank employees.

58. Total expenses recorded in connection with the EPF amounted to Rs. 176 million for 1998,
or 1.46% of contributions or 0. I 'i/o of assets, which is quite modest by international standards. Of
these expenses, Rs. 53 million were attributed to the Department of Labor. In principle, some of
these expenses should be attached to the private provident funds (APPFs), as these are also
included under the Department of Labor's supervisory function. Equally, there is a question as to
what extent the operating costs attributed to the EPF represent the full value of the services
provided (for example real estate costs, staff overhead such as pension obligations and
management support).

59. The EPF deals only with employers and has no direct contact with beneficiaries, who often
become aware of their employer's failure to make contributions only at the time of retirement.
Many of the issues relating to multiple accounts are expected to be resolved with the introduction
of a unique national identity number at the EPF. The EPF does not have the facility to directly link
its records with computerized monthly payroll systems now operated by many employers. The
processing of refund claims for EPF participants now takes approximately three months largely due
to the time required by the Department of Labor.

60. Since 1988, the EPF has aHlowed members to pledge their balances as collateral for
housing loans obtained from certain state banks. Approximately 6,000 members do so each year,
mostly lower income workers, however 900/ of those who do so default on the housing loans. The
banks which have lent against the ]EPF collateral recover the interest and principal owed plus a
penalty of 30%. This is essentially an expensive mechanism through which participants withdraw
balances.

61. The investment returns of the EPF have been subject to substantial adverse commentary;
while largely justified, this may have been somewhat overstated. A great deal is made about the
negative real rate of return achieved by the EPF over the last 27 years, but this is largely
attributable to the poor performance of the early years (when there was not even a stated intent to
invest at market rates). Real returns since 1994 have been between 2.8% and 4.7%. In addition,
the weaker returns in early years were on much more modest investment amounts. If the returns
are calculated on a weighted average basis, which better represents the scale of the investment, the
27 year historic real return is 1.6% (if the values invested are reweighted in 1971 Rupees the 27
year historic real rate of return falls to I Q%)12 Equally, these rates of return are much less than
achieved for comparable systems in other countries. It is also noted, however, that consistently
60% of the APPFs under performed the EPF over the last five years (although this appears to apply
more to the smaller private provident funds and would anyway be influenced by loans to members
at concessional rates, usually 6%).

12 On an unweighted basis the average geometric return over the 27 years is -0.03%.
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62. While the EPF has been given some freedom to diversify into equity investments, by year-
end 1998, only 0.25% of assets had been so invested (or about 2% of net investments in 1998).
The vast bulk (89%) of the investment portfolio remains in Rupee loans, a form of private
placement government debt. However, a significant amount of the non-government portfolio of the
EPF is now invested in shares of regional development banks and debentures of plantations, which
raises the issue that the EPF must be seen to be free of any political influence in making its
investment decisions.

63. The recent study conducted by Independent Fiduciary Services (IFS) highlights the impact
of the administered returns imposed by investment in government securities at rates not determined
by the market. Over the 13 year period 1985 through 1997, the EPF returns would have been over
2% higher if the funds had been invested in government T-Bills at market rates, which would have
translated into an average real return of approximately 4.8% for the period.

64. The IFS study also highlights the challenges the EPF would face in attempting to invest its
assets in the equity market without creating a significant distortion. Based upon recent trading
volume data, if the EPF were to limit itself to constituting 5% of the average trading volume on the
Colombo Stock Exchange (C SE), it would take 2 years for the EPF to invest 1% of its current
assets in the equity market. Given that the investment portfolio of the EPF exceeds the total market
capitalization of the CSE, if the EPF were to limit its equity investment to 10% of the share capital
of all the stocks now listed, the EPF equity portfolio would be constrained to 6% of its total assets
(see Table 4).

TABLE 4: Values and Volumes for the Colombo Stock Exchange

Market Value Traded Turnover Ratio
Capitalization (% GDP) (shares traded as %

(% GDP) market cap)

1990 1998 1990 1998 1990 1998

SriLanka 11.4 11.5 0.5 1.7 5.8 14.8

Lower Middle Income 5.2 21.9* 21.2* 117.4
Average

*1997

65. The current rate of return on EPF balances leads to a very low effective replacement rate
from EPF savings. Assuming that an individual contributed to an EPF account over a full career
span (which would be very rare), the accumulated balance for an individual who made all the
required contributions and enjoyed wage growth at the national average rate would not provide a
meaningful retirement income. If the total which was then accumulated were transferred into an
actuarially fair annuity, the resulting income would amount to only 25% of the final wage3 .

13 Estimate of Institute of Policy Studies.

17



TABLE 5: Employees' Provident Fund Investments
(Rs. '000)

Investment as of 31/12/97 as of 31112/98

Instruments Amount % Amount %

Treasury Bills 3,748,176.4 2.7 2,496,449.5 1.6

Treasury Bonds 3,100,064 2.3 11,568,411 7.2

National Housing Dev. 85,000 0.1 85,000 0.1
Authority

Rupee Loans 127,905,791.9 93.2 143,667,209.9 89.2

Debentures other than NHDA 1,200,000 0.9 1,210,000 0.8

Quoted Shares 0 0 384,418.8 0.2

Shares in Regional Dev. 0 0 36,000 0.02
Banks

Repo 166,000 0.1 762,923.2 0.5

Plantation Co. Debentures 1,075,000 0.8 725,000 0.46

Commercial Paper 0 0 53,241 0.03

TOTAL 137,280,031.5 100.0 160,988,653.7 100.0

The Employees Trust Fund

66. The Employees Trust Fund (ETF) was introduced in 1981 as a mandated scheme covering
everyone in formal sector employ]ment. Its original purpose was to promote stock ownership
amongst employees. The ETF receives a contribution from all private sector employers of 3% of
the wages on behalf of all employees which is distributed upon ending employment. The main
differences from the EPF are that the ETF has a much broader investment criteria and allows
withdrawal of funds upon changing employment and provides limited health insurance.

67. The Employees Trust Fund has 1.7 million accounts of which only 200,000 are inactive.
The smaller number of inactive accounts at the ETF is largely due to the fact that the ETF
reimburses participants when they change jobs, the shorter existence of the ETF, which was
established in 1981 versus 1958 for the EPF probably also plays a role. As the ETF in principle
covers all workers covered by the EPF as well as the 160,000 participants in the private provident
funds, the smaller number of active accounts in the ETF points to more widespread evasion of ETF
participation. The ETF has total assets of approximately Rs. 22 bn, which translates into an
average account balance of approximately Rs. 13,000. The ETF paid 108,700 claims in 1998,
averaging Rs. 11,180 each (versus Rs. 9,400 in 1997). The ETF is governed by the Ministry of
Finance and has around 900 staff4. Administration expenses of the ETF have averaged around 1%
of assets under management over the last five years, but have shown a marked improvement in the
last year (to 0.55%). The ETF is audited by the government auditors who are some two to three

'4 The ETF has a much larger staff than the EPF as it is responsible for supervision of contributions, which
for the EPF is carried out by the Department of Labor.
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years behind in their audit process. The most recent accounts publicly available are some four
years out of date.

68. Tlhe ETF has not enjoyed a high return on its investments. In 1998, the net profit was Rs.
1,500 which would reflect a post tax return in the region of only 8%. There exists a widespread
impression that many of the investments of the ETF have been politically motivated. The ETF has
no qualified fund managers, limited supervision and no guidelines for the management of private
sector investments. The increasing tendency for the ETF to invest in GOSL securities, despite its
mandate for equity investment, has further eroded the rationale for maintaining the ETF separate to
the EPF. This trend is particularly striking as it coincides with the initiative of the EPF to decrease
its exposure to GOSL securities. Ironically, in 1998 the ETF decreased its investment in equities
by Rs. 660 million at the same time as the EPF increased its investment in equities by Rs. 420
million. It is noteworthy that the ETF had taken the step of hiring four leading financial
institutions to act as external managers of a portion of its portfolio but the experiment was
discontinued as the managers performed poorly and some questions were raised as to standards of
compliance'

TABLE 6: Employees' Trust Fund Investments
(Rs. '000)

Investment Instruments As of 31112/97 As of 31/12/98

Amount % Amount %

Treasury Bills 7,562,696 40.0 10,054,241 45.9

Treasury Bonds 65,223 0.3 571,194 2.6

National Housing Dev. 401,512 2.1 37,512 0.2
Authority

Rupee Loans 4,657,068 24.9 4,881,420 22.3

Debentures other than NHDA 1,538,601 8.2 2,437,951 11.1

Shares 3,066,142 16.4 2,308,880 10.5

Units in Unit Trusts 251,397 1.3 254,550 1.2

Call Deposits, Repo etc. 408,144 2.2 190,579 0.9

Fixed Deposits 100,000 0.5 365,000 1.7

Asset Backed Securities 98,500 0.5 98,500 0.5

Commercial Paper 23,683 0.1 48,343 0.2

Promissory Notes 525,000 2.8 662,097 3.0

TOTAL 18,697,966 100.0 21,910,267 100.0

Public Service Provident Fund

69. The Public Service Provident Fund (PSPF) was established in 1942 to provide financial
benefits for those Public Servants who are monthly paid and non-pensionable (who are not covered

1 The fund managers were: Merchant Bank of Sri Lanka, Namal, Commercial Fund Management and CKL
(now Eagle Star). Each was given Rs. 100 million to invest.
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by the PSPS). The PSPF is administered by the Ministry of Public Administration and Home
Affairs. The control and management of the fund is vested in a board of management chaired by
the Director of Pensions and including the Solicitor General, the Commissioner of Labor, the
Deputy Director of Irrigation and one member nominated by the contributors.

70. Employees contribute 8% while the Government contributes another 120%o, which is
designated as bonus payment. When a member of PSPF joins a pensionable service, he/she ceases
contributing to the Fund and is entitled to withdraw the accumulation of his/her contribution plus
interest. The Government contribution is foregone in exchange for the future pension under the
PSPS. As of end 1998, PSPF had a total of 75,000 accounts of which 50,000 were active with a
balance of Rs. 4.4 billion invested in its entirety in Government securities.

71. The rate of return declared by the PSPF for the years 1986 through 1998 has averaged a
little over 13%16. It is noteworthly that the PSPF achieves a rate of return which is approximately
I % higher than that of the EPF which is to be attributed to the fact that, like all public sector
employee benefits, it is tax exempt. On this basis, we would assume that the lump sum benefit for
a PSPF member would be around 2% higher than the 25% of final salarv which has been estimated
by the Institute of Policy Studies as a replacement rate for the EPF.

Approved Private Provident iFunds

72. The EPF Act empowers the Commissioner of Labor to approve private provident funds
with membership confined to employees of the company establishing the provident fund.
Contributions are then made to the APPF in lieu of the EPF. The APPFs are flexible in respect of
the investments they make (although they are precluded from investing in securities of the
employer) and in the benefits they provide. A person leaving employment covered by one APPF is
cashed out of that APPF and commences contributing anew to the fund of her new employer (either
the EPF or another APPF), if the previous employment was covered by the EPF, the funds remain
in the EPF until retirement (no earlier than age 55).

73. In 1998, there were 204 exempt Approved Private Provident Funds (APPFs) with 164,000
members and about 25 billion SLR in assets. Each APPF is managed by a Board of Custodians
(including participant representation) under individual rules approved by the Commissioner of
Labor. The average APPF account was some Rs. 152,000 in 1997 reflecting the higher level of
iiicome and the higher ratio of active to inactive accounts among private funds. It may also reflect
a higher level of contributions (some APPFs contribute a total of 25% (15% by the employer and
10% by the employee) against 201% (12% and 8% respectively) for the EPF) 7.

74. While a great deal of attention is given to the reputed poor governance of the APPFs, it is
noted that only five APPFs failed in the five years through 1997, with a total membership of 800
workers. Equally, notwithstanding the much-criticized investment performance of the EPF,
consistently 60% of the APPFs under performed the EPF over the same five years (the data does
not extend to the number of workers covered). Since the 1996 invocation of the EPF (Amendment)
Act of 1976, prohibiting the establlishment of APPFs, the status of APPFs and their ability to accept
new participants has remained unc.ertain. In the case of a failure of an APPF, the members are
transferred to the EPF, but there is no framework for any type of bailout, members must claims for
unpaid benefits remain against the employer.

16 Unweighted geometric average. The declared rate varies marginally from the actual rate, the difference
flowing to or from reserves.

17 25% of compensation is the maximum contribution which the Inland Revenue will allow as a deductible
expense.
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75. Anecdotal evidence would suggest that a large part of the attraction of an APPF for

contributors is the ability to withdraw money rather than save for retirement. A typical APPF

offers multiple excuses for withdrawing funds and will also allow loans for items such as home

purchase at concessional rates (typically 6%) while accruing income to the same beneficiary at a

higher rate (as such loans are only open to employees with greater seniority this represents a

subsidy by junior employees, especially those who are likely to work for a limited period such as

women). The absence of transferability between APPFs, which means that employees are refunded

all contributions upon moving jobs, may or may not be an obstacle to labor market mobility

(depending on the saving preferences of the individual) but it certainly detracts from the value of

the APPF as a vehicle for retirement savings.

Gratuity Funds

76. Employers are liable to pay a minimum of half a month salary per year of employment

based on the average salary of the last three years of employment as a lump sum gratuity on

termination of employment. Vesting period for this benefit is five years. There is not a

requirement for employers to establish a paid-in fund for gratuities, although an accounting reserve

should be established. Where they exist, gratuity trust funds can invest in Government securities

(minimum of 50%) and bank deposits. Data is not collected as to the extent to which employers

have funded actual or projected gratuity obligations.

77. Gratuity funds are essentially unregulated and do not benefit from any type of government
support. The only supervision which exists comes from the Inland Revenue whose interest is

limited to determining the legitimacy of the expense which is charged against income. Even
though the accumulation under a gratuity is much less than the contributions to the EPF or APPFs,

given the tendency to make early withdrawals from private provident funds the gratuity is likely to

form a material portion of the lump sum which workers receive upon retirement.

Public Service Pension Scheme

78. The PSPS is a non-contributory pension system directly financed from the government

budget covering civil servants, armed services, provincial government employees, local

government employees and government teachers. The plan provides for a lifetime unreduced
pension representing between 85-90% of last salary at the time of retirement depending on salary

grade (negative function), and corresponding to 30 years of service. Alternatively, the pension can

be reduced between 5 to 10 percentage points compared to the unreduced pension (depending on

salary grade) in exchange for a 24 months lump sum payment"8 . The reduced pension is for a

period of 10 years, after which the full pension is restored. The minimum retirement age is 55 and

the mandatory retirement age is at 60.19 To obtain a pension a minimum of 10 years of services

(YOS) in permanent and pensionable appointments is required. However, the period spent in the

civil service under temporary and casual employment will also be counted towards defining

benefits (i.e., if a person held a temporary position for 10 years and a pensionable position for

another 10 years, the pension entitlement would be based upon 20 YOS). The unreduced pension

is reduced by 2 percentage points for each year short of 30 YOS.

18 While the fair value would need to be actuarially assessed, this lump sum is clearly excessive relative to
the pension sacrifice. A simple arithmetic calculation would suggest that a 10% sacrifice generates a 60%
lump sum and any actuarial adjustment would be downward.

19 Locally appointed nurses, nursing sisters, matron or midwife of the Heath Department, female teachers of
the Education Department and female employees of the Post and Telegraph Department can retire as of
age 50 or after completing 20 years of services, members of the police force after the age of 50.
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79. This pension scheme is complemented by a mandatory contributory survival and disability
plan, the Widows' and Orphans' Pension Scheme. All employees, irrespective of their civil status,
contribute to the plan between 4 and 7% of their salaries (increasing function), which are collected
by the Treasury and form part of the Government revenues. Benefits are equal to the full pension
for the lifetime of the dependent spouse (or until he/she re-marries) and up until 26 years of age for
the children. Unmarried members who have no dependents to receive benefits after his/her death
can obtain a refund of their contitibutions at retirement. There has been some suggestion that the
Widows and Orphans plan may in fact be overfunded relative to the benefits which it provides and
that in this way the PSPS is not as non-contributory as it is presentecd0 . It was announced in the
February Budget, that, as of an unspecified future date, the contributions to the Widow's and
Orphans' Scheme will be credited to a fund, to be invested in government securities.

80. In Sri Lanka, the pension is calculated on the last drawn salary rather than the practice
increasingly common in other countries of using the average over the last 5-7 years of employment.
Averaging over a period of employment typically reduces redistribution to high earning employees
and avoids anomalies of pay increases prior to retirement. Equally, income averaging would
require pensions to be indexed tc inflation. The 2% reduction in pension for each year of service
short of 30 is also somewhat less than the international norm, which is at least 3% (and possibly as
high as 6-8%).

81. In comparing the costs and coverage of the Public Service Pension Scheme with other
countries it is important to compare like with like. The PSPS is an occupational scheme and so the
coverage is quite limited (to the 1% of the labor force employed by government). In as much as
the PSPS provides for a replacemrent rate of 85% of last salary, this pension can be seen as
representing the full retirement savings of participants (i.e., this would comprise all three pillars
under the World Bank system, mDst national schemes represent only the first "social safety net"
element).

82. As of 1998, this program covered about 790,000 government employees and 358,000
pensioners (Table 7) out of a labor force estimated at 6.7 million workers. Pensions are adjusted on
an ad hoc basis, there have been only four pension adjustments in the last 11 years, in 1988, 1994,
1997 and 1998. The last two were in the amount of 5% each. However, as of January 2000
pensions below Rs. 4,000 per month have been increased by Rs. 400 per month21. The
deterioration in the real value of pensions resulted in a continued fall in the relative importance of
this expense, including relative to salary expenses, which fell from 69% in 1995 to 53% in 1998
(Table 7). The average pension in 1998 was about Rs. 4,500 but with a highly skewed distribution.
Of about 221,000 civil service pensioners, 77% of them earned a monthly pension of less than Rs.
4,000, 92% of them earned less than Rs. 6,000 and 99% of them earned less than Rs. 10,000.
Furthermore, of about 72,000 Widows' and Orphans' scheme pensioners, 92% of ihem earned a
monthly pension of less than Rs. 4,000, 98% earned less than Rs. 6,000, and 99% of them earned
less than Rs. 8,000 (Table 8).

83. In order to establish the long-term financial viability of the PSPS a thorough actuarial
22analysis would need to be performed. The Institute of Policy Studies has recently performed

some financial projections and concluded that under a high growth scenario and conducting a
policy of containment in pension adjustment the program has long term financial viability. This

20 While it is difficult to make comparisons across countries due to different life expectancies, family size
and benefits, the Family Pension Scheme in India, which was broadly comparable, was overfunded with a
contribution rate of 3 3/16% of salary.

21 Providing an additional income estimated at Rs. 230 per pensioner.
22 Ravi P. Rannan-Eliya, Nishan de Mel, Easha Ramachandran and Dananjanee Senagama: "Aging and

Pensions Study", Institute of Policy Studies, February 2, 1998.
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study puts the implicit pension deficit of the PSPS at 584 billion rupees, or about 55% of GDIP3.
The present design of the system relies heavily on the persistence of inflation and containment in
pension adjustment for its stability. The fact that pensions are adjusted on an ad hoc basis and have

lagged inflation has kept down benefits in real terms and reduced the effective replacement rate,
making the scheme more affordable but less dependable as mechanism for old-age income support.
A pension scheme based on the provision of uncertain future retirement benefits does not ensure
old age security.

23 This is for all PSPS obligations, which include the military.
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TABLE 7: Sri Lanka Public Service Pension System

1995 1996 1997 1998

Pension Payments (Rs. bn.) 14.1 15.5 18.8 19.3
W & OP Contributions (Rs. bn.) 0.8 1.2 1.9 2.8
Number of Pensioners 310854.0 332824.0 342343.0 358228.0
Average Monthly Pension (Rs.) 3779.9 3880.9 4576.3 4489.7
Civil Service Salaries (Rs. bn.) 8.3 10.8 11.8 13.2
Nat Sec & Defense Salaries (Rs. bn.) 12.1 13.3 17.3 23.0
Civil Service Employees 253394.0 284084.0 279789.0 266202.0

Av Monthly Civil Service Salary (Rs.) 2729.6 3168.1 3514.6 4132.2
Av W & OP Contribution Rate (%) 3.92 4.98 6.53 7.73
Av Net Gov Pension Cont Rate (%) 65.20 59.34 58.08 45.58
Pension Payments/Salaries (%) 69.12 64.32 64.60 53.31
Government Employment(a) 738,000 752,000 762,000 790,000
Av Monthly Gov Salary (Rs.) 2303.52 2670.66 3182.41 3818.57
Source: General Treasury
(a) Department of Census And Statistics
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TABLE 8: Sri Lanka: Public Service Pension System - Pension Distribution
(End 1998)

In Tbousand of Rs. Below 2 From 2-4 From 4-6 From 6-8 From 8-10 From 10-12 From 12-14 From 14-16 From 16-18 From 18-20 Over 20

No. of Civil 872.0 170156.0 31356.0 9979.0 7206.0 817.0 301.0 173.0 152.0 70.0 59.0
Pensions

% of Pensioners 0.4 76.9 14.2 4.5 3.3 0.4 0.1 0.1 0.1 0.0 0.0

Accumulated % 77.3 91.5 96.0 99.3 99.7 99.8 99.9 99.9 100.0 100.0

No. of W & 0 565.0 65606.0 4418.0 695.0 380.0 130.0 42.0 18.0 15.0 7.0 1.0
Pensions

%ofW&O 0.8 91.3 6.1 1.0 0.5 0.2 0.1 0.0 0.0 0.0 0.0
Pensioners

Accumulated % 92.1 98.2 99.2 99.7 99.9 99.9 100.0 100.0 100.0 100.0

No. of Armed Force 1150.0 5502.0 4371.0 355.0 83.0 50.0 14.0 6.0 4.0 3.0 1.0
Pensions

%ofAFPensions 10.0 47.7 37.9 3.1 0.7 0.4 0.1 0.1 0.0 0.0 0.0

Accumulated % 57.6 95.5 98.6 99.3 99.8 99.9 99.3 100.0 100.0 100.0

No. of Other 3202.0 33026.0 2526.0 298.0 123.0 16.0 6.0 6.0 2.0 1.0 0.0
Pensions

% of Other Pensions 8.2 84.2 6.4 0.8 0.3 0.0 0.0 0.0 0.0 0.0 0.0

Accumulated % 92.4 98.8 99.6 99.9 99.9 100.0 100.0 100.0 100.0 100.0

Source: Department of Pensions
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TABLE 9: Public Service Pension Scheme - Modifications to Pension Formula'

Pre-1985 1985-1990 Sept. 1, 1990 Oct. 18, 19902 Dee. 12,19963

Optional Age of 55 55 55 Not related to age, but 55
Retirement YOS

Mandatory Age of 60 60 60 60 60
Retirement

Years of service Minimum 10 yrs. Minimum 10 yrs. Minimum 10 yrs.

Pension Base Last month's salary Last month's salary

Replacement rate with 67-97%, depending on 80-90% reduced by 2% Max 90% reduced by . 10-20 YOS: 90% 85-90% depending on
unreduced scheme (no salary (negative for each year short of 2% for each year short after completing 20 salary grade (negative
gratuity paym ... . ... ent) fiunction) and YOS 30 Yo0OSYOS or reaching age function) and reduced

(positive function) 55 by 2% for each year
* 20-30 YOS: 90% short of 30 YOS
* 30YOS or more: 90%

+ 24 months lump
sum

Replacement rate with 30 months lump sum in 24 months lump sum in 24 months lump sum in <30 YOS: 24 months 24 months lump sum in
reduced scheme exchange for 25% exchange for 10% exchange for 10% lump sum in exchange exchange for 5-10%

reduction of pension for reduction of pension for reduction of pension for for 10% reduction of reduction (depending
the initial 10 years after the initial 10 years after the initial 10 years after pension for the initial on salary grade) of
which full pension which full pension which full pension 10 years after which pension for the initial

full pension 10 years after which
>30 YOS: 24 months full pension
lump sum with no
reduction of pension

Source: World Bank, Institute for Policy Studies
Optional age of retirement for Defence personnel is after 20 years of service (YOS) for officers and 22 YOS for non-commissioned officers. As of 1/1/85 the pension
benefit is linked to YOS with a replacement rate of 55-88% of last month's salary.

2 Public Administration Circular 44/90. Applicable to core civil servants only.
3/ Public Administration Circular 32/96
4/ Subject to pensionable age and abolition of office (usually retirement) or on medical grounds.
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Private Pension Schemes

84. A number of major employers in Sri Lanka offer at least some of their employees a
pension program. These programs are subject to the same cap on employer contributions for
deductibility as a tax-deductible expense as provident fund contributions (i.e., a maximum of 25%
of salary). These schemes are funded through a trust during the contribution phase and must be at
least 50% invested in govemment securities (with the remainder in bank deposits). At the
distribution stage the pension is supported through an annuity (annuities are offered by the two
state insurance companies and at least one private company). These schemes are primarily
provided to all employees by the private and state banks (including the Central Bank) as well as
insurance companies.

Other Contractual Savings Institutions

85. The insurance industry comprises eight companies of which two are state owned, the Sri
Lankan Insurance Corporation (SLIC) and the National Insurance Corporation (NICj24. Total
assets amount to Rs. 21 billion, of which Rs. 12 billion is held by life insurance and Rs. 9 billion
by non-life. Insurance companies are allowed to operate as composites and are not required to
establish subsidiaries for life and non-life business, although they must keep separate accounts for
each line of business. The insurance companies are regulated by the Controller of Insurance in
the Ministry of Finance, however, a new insurance regulatory framework is now being
implemented.

86. Life business has 10% of its assets in equities and 70% in government securities, while
for non-life the corresponding shares are 35% and 31%. To a degree, this reflects quantitative
limits imposed upon investments (50% of life and 30% of non-life assets must be invested in
government securities) although the limited investment in equities and the excess holdings of
government debt are also a testament to the limited development and weak performance of the Sri
Lankan equities market as well as the very nascent nature of the debt markets. The insurance
industry is not well developed and is dominated by the state-owned companies (private insurance
companies have been allowed only since 1986). Foreign participation up to 90% is to be allowed
under the February 2000 Budget (although one company is already controlled by Zurich
Insurance).

87. Another type of institutional investors are the unit trusts which were created in 1992.
There were 10 unit trusts as of April 1999 with total assets of nearly Rs. 3 billion and 25,000
accounts. Unit trusts are subject to more effective regulation (through the Securities and
Exchange Commission) than either the provident funds or the insurance companies.

88. The total assets of all institutional investors amounted to Rs. 210 billion in 1997, which
corresponded to about 27% of GDP, which is quite substantial for a low-middle income country,
however, the bulk of investments are in government securities. Having been as high as Rs. 143
billion in 1994, the market capitalization of the Colombo Stock Exchange at the end of 1998 was
only around Rs. 100 billion, corporate debt issues are estimated as having been around Rs. 3
billion while government domestic debt at year end 1998 was Rs. 446 billion.

Voluntary Public Pension Schemes

89. The government has introduced three pension schemes targeting lower income groups
which are voluntary and contributory. The largest and oldest of these schemes is for farmers,

24 The smaller of which, NIC, is in the process of being privatized.
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established in 1986 and having 427,783 members at year-end 1998. The Farmers' scheme is
divided into four sub-schemes for the tea, rubber, coconut and cashew sectors. The fishermen's
scheme was set up in 1990 and had 36,170 members at year-end 1998 while the scheme for the
self-employed was established in 1996 and had 23,000 members at year end 1998. The farmers'
and fishermen' schemes are managed by the Agricultural Insurance Board within the Ministry of
Agriculture while the self-employed scheme is administered by the Social Security Board at the
Department of Social Services. The self-employed scheme is currently limited to those earning
less than Rs. 3,000 per month, but it is intended to raise this threshold to Rs. 12,000 per month.

90. All of the schemes collect quarterly or biannual contributions which increase according to
age when entering the scheme. For the self-employed scheme, a person entering the program at
18 will contribute Rs. 50 per quarter for the next 42 years and receive a monthly pension of Rs.
2,500 from age 60). A person entering the scheme at age 55 will pay Rs. 235 per quarter over 5
years (but receives a lower pension). In all of the schemes it is possible to make a one-off lump-
sum contribution at a very much-reduced rate (in the case of the 18-year old entering the self-
employed scheme a one-off payment of Rs. 1,920 can be made instead of the 168 quarterly
premia of Rs. 50). Presumably benefit and contribution levels will be adjusted from time to time
to compensate for inflation but no mechanism has been established.

91. In the case of the self-employed scheme, contributions are received and benefits paid
through the national sub-post office network. The post office is paid a collectionifee of 10% of
all contributions (and is asking for the same percentage fee for all benefits paid). Enrollment is
executed by Divisional Secretaries in the Ministry of Public Administration, who charge a fee of
Rs. 27 for each participant enrolling under a quarterly contribution plan and Rs. 37 for anyone
enrolling with a one-off paymenat.

92. It is not envisaged that these schemes will be self sufficient, although they have
apparently been actuarially assessed. Funding is provided by the government on an ad hoc basis
in addition to the contributions collected. Unfortunately it would appear that at least in the case
of the self-employed scheme the contributions (which are being received at a rate of Rs. 100,000
to 300,000 per month) fall well short of even covering the operating expenses of the scheme,
which are Rs. 10 million per annum. No benefits have yet been paid.

Income Tax Treatment of Contractual Savings Instruments

93. Tax policy is an important instrument to encourage the development of long term
savings. At present, the tax treatment to contractual savings instruments (pension and provident
funds and life insurance) in Sri Lanka is inconsistent with international best practice. In addition,
it distorts the allocation of savings among instruments because it treats them differently, and it is
inequitable because it does not treat all savers equally. International best practice is to tax these
savings only once, either at the point of purchasing the savings instruments (e.g.. pension plan
contribution) or at the point of benefit distribution while always exempting investment income of
the fund. The options are known as "Tax Exempt Exempt" (TEE) and "Exempt, Exempt Tax
(EET)".

94. Income tax; rates in Sri Lanka are relatively modest with the first 144,000 rupees tax free
and then taxed at 5% for income between 144,000 and 244,000 rupees, at 10% for income
between 244,000 and 344,000 ruapees and at 15% thereafter. Only around 200,000 people pay
income tax directly so initiatives that rely upon tax incentives are unlikely to have a material
impact upon the reach of retirement savings programs. Conversely, the fact that non-taxpayers
become taxpayers through the tax on their contributions to the EPF, ETF and life insurance
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schemes is something of an unusual disincentive to provide for retirement25 . It is even more of a
paradox that investments in government securities are tax exempt but individuals' investments in
the EPF, which is almost entirely invested in government bonds, is taxed at 10%. All payments
to civil servants, including salaries, pensions and distributions of capital and interest from the
PSPF are tax exempt.

95. Tax treatment of pension plans. Salaries and pensions in the civil service receive
preferential tax treatment by providing them with full tax exemption. Therefore, civil service
pensions have exempt, exempt, exempt (EEE) status.

96. Tax treatment of provident fund schemes and ETF. The tax treatment of provident
fund schemes for private sector employment is different. Employers' contributions to Employees
Provident Fund, Employees Trust Fund and Approved Private Provident Funds are expensed up
to a maximum of 25% of taxable wages. Employees' contributions are deductible up to a limit of
Rs. 25,000 per annum.

97. Provident funds and ETF gross income (interest income, including those from member
loans, dividends, charges, fines and advance company tax26) net of expenses is subject to a 10%
income tax. However, the funds receives tax credit for the profit tax paid by the corporation.
EPF and ETF benefits are distributed as a lump sum, and they are subject to tax as follows: the
taxable base is composed of the share of employers' contribution to the fund plus its share of the
investment income of the fund up until March 31, 1987. After this date, provident funds are
liable to the 10% tax on their gross income. A tax base of Rs. 500,000 is exempted, the next Rs.
150,000 is taxed at a rate of 5%, the next Rs. 150,000 is taxed at a 10% rate, and the excess of Rs.
800,000 is taxed at a 15% rate.

98. Therefore, the provident fund and ETF plans have an Ett tax status regarding employers'
contributions (the small t is related to tax rates lower than the normal progressive income tax rates
and the withholding tax of 15% on bank deposits) and TTE status with regard to employees'
contributions.

99. Tax treatment of gratuity funds. Employers who only set aside book reserves to fund
this liability are not allowed to count the provisioning as a deductible expense. On the other
hand, if contributions are made to a separate fund, approved by the Inland Revenue Department,
or to a life insurance company, gratuity plans they are deductible to a total annual expense not
exceeding 62.5% of the monthly salary 7 It is a further requirement for tax deductibility that any
plan treats all employees uniformly (i.e., it is not just for a certain category of employees).
Employers' contributions to approved funds and insurance plans are not counted as income to
employees. Employers are only allowed to expense funding for the current year's liability and

25 As individuals also face withholding on bank deposits these taxes act as a broad disincentive to use the formal sector
for any type of saving.

26 The advance company tax (ACT) on distributed dividends is computed as 54% of the distributed dividends on listed
companies. Notice that this rate on dividends fully recovers the 35% tax paid on corporate profits if all after tax
profits are distributed as dividends. As a result provident funds have a tax liability calculated at 1(0% of the
underlying earnings per share and can offset the ACT beyond this amount against the tax liability on other income
(e.g., interest).

27 The gratuity pay mandate implies an extra 4.17% monthly wage cost. On the other hand, the maximum monthly
contribution which is deductible is 5.21% or 25% higher than the mandated amount. In addition, the mission was
informed by the Inland Revenue Department that the contributions to a gratuity fund was included in the overall
limit of 25% that includes contributions to provident, pension and trust funds. However, firms of auditors indicated
that contributions to gratuity funds are excluded from the 25% limit. The latter interpretation would imply that the
25% covers contributions to pension, provident and trust funds, while an additional 5.21% is earmarked for
contributions to trusted gratuity funds.
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are not allowed to expense funding for past services. Investment income of gratuity funds trusts
is taxed through the withholding tax on interest on bank deposits and the 10% tax on gross
investment income on interest from Government securities. On the other hand, investment
income of life insurance gratuilty plans is taxed at the corporate tax rate. Benefit distribution of
gratuity funds is taxed together with and the same as refunds from provident funds. Gratuity
benefit in excess of Rs. 1,800,000 (or the average salary for the last three years time the number
of years of service, which ever is higher) is added to normal income and taxed at the standard
progressive rates.

100. The tax status of gratuity trust funds which fall under statutory contributions is Ett, while
those managed through a life intsurance plan have a ETt status. This is because employers
contributions are expensed up to the statutory limit, interest income is taxed at the 10% rate,
which is lower than the progressive personal income tax, and benefits are taxed at lower rates for
those individuals with taxable income in excess of Rps. 344,000 per annum, and benefits are
taxed at lower rates. Investment income of life insurance is taxed at the corporate rate.

101. Tax treatment of life insurance. Employers' contributions to life insurance plans are
expensed and are considered as income to employees. As of April 1, 2000, individuals are
allowed to deduct life insurance premia when calculating personal income tax liabilit?'. Life
insurance benefits, however, are tax exempt. The investment income of the life fund net of
management expenses is subject to the corporate tax rate of 35%. Since dividends between
corporations are tax-free they are excluded from investment income. However, life insurance
companies deduct not just management expenses but also marketing expenses. IHence, life
insurance companies which are building up their business would instead generate losses due to
start up expenses and would not pay taxes. Since the insurance sector is organized as composite
companies, the losses generated in life can be offset with gains obtained in the non-life business
and vice-versa. This is a source of cross subsidy.

102. At present, the tax status of a life insurance policy and annuities if purchased by an
individual is TTE (although there is some lack of clarity on the treatment of annuity distributions
and the process for separating income from capital.

103. Tax treatment of listed instruments. Listed bonds are exempted from withholding tax,
in contrast, Government bonds, listed shares and debentures are exempted from the capital gains
tax.

28 Up to the lessor of Rs. 25,000 per annum or 1/3 of assessable income. This is in addition to the
allowance for provident fund contributions.
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IV. INTERNATIONAL EXPERIENCE RELEVANT FOR SRI LANKA

104. As noted earlier, in comparison with many other countries, the situation of Sri Lanka with
regard to retirement savings has many positive attributes. The system is not in crisis, there is a
well established framework of coverage which reaches a significant portion of the formal sector,
initiatives are in place to extend the reach of social protection and, at least for the short to
medium term, the burden on the fiscal deficit is not untenable. The funded, defined contribution
schemes which cover the majority or participants in Sri Lanka are perceived to represent the "best
practice" and Sri Lanka is well positioned for further development (especially if the system of
private sector fund managers is developed).

105. Equally, there are many shortcomings in the system now in place, coverage while broad
is somewhat thin. Provident funds do not provide adequately for retirement due to early
withdrawals, evasion, and lump sum payments. In addition, the non-contributory public schemes
can be said to be fiscally sustainable only due to the erosion of benefits through inflation and the
voluntary schemes intended to extend coverage will be affordable only to the extent that they
have limited success in attracting members. Moreover, administrative inefficiencies materially
detract from the usefulness of the system for participants.

106. As for every system, there is undoubtedly scope for improvement. In terms of
establishing the nature and extent of the social protection framework which Sri Lanka wishes to
have in place, there may be some benefit in reviewing the experience of other countries. This
process may help determine what might be attainable in Sri Lanka, which processes are more or
less likely to be successful and how the various components of a retirements savings system
interact.

107. This section draws upon the international experience of the Bank in this field, which may
be applicable to Sri Lanka and may provide some insights as to the broad themes that determine
successful strategies.

A. A Coordinated and Consistent Approach

108. Four main issues require attention in order to establish equitable and affordable
retirement income provision with minimal negative impacts on the economy:

(i) Adoption of an holistic view on retirement savings provisions;
(ii) Maintenance of balance among equity (individual and social) and efficiency

considerations;
(iii) Avoidance of fiscally unsustainable schemes; and
(iv) Integration of public and private sector provisions.

109. Adoption of an holistic view on retirement savings provisions.

It is important to consider an holistic framework for social risk management in old age (see
table 10). Pension or provident fund distributions are supplemented by other payments and
allowances such as severance payments and gratuity funds, occupational pensions,
payments in lieu of holiday, as well as individual savings (which may be in the form of
housing or business or agricultural assets or equipment), individuals may also receive
support from family members or social assistance. Many individuals will simply continue
in employment well into old age (see Annex 3).
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* International experience suggests that mandatory severance payments and gratuities
somewhat lose their funcl:ion as a means for retirement provision with the introduction of
mandatory occupational pensions or provident funds. Keeping these payments increases the
wage cost to employers who ultimately transfers the cost to the employee in the form of
lower net wages. Gratuity payments in Sri Lanka amount to one half month's salary for
each year worked. There are additional consequences in that while this represents an
important part of the retirement savings of the individual (especially as, unlike provident
funds, they are not subject to early withdrawals) there are no safeguards or regulatory
framework in place to ensure the integrity of this benefit.

* It has been unambiguously determined that combining retirement savings schemes with
unemployment insurance reduces the adverse labor market effects that afflict traditional
unemployment income support schemes (Orzag et al. 1999).

* Consumption needs during retirement are increased by outlays during sickness. Access to
basic health services in old age and/or the provision of health insurance therefore bears a
strong influence on the aniount of necessary retirement income.

* Access to own housing is an important component of non-monetary retirement income.
Consequently, the possibility of withdrawals from retirement savings accounts for home
purchase, as is the case in Sri Lanka, is a common feature. However, borrowing at below
market interest rates while receiving interest at higher rates on gross contributions is an
inequitable feature of some private provident funds. Moreover access to these borrowings
is restricted according to employment tenor and seniority, which implies a subsidy from
junior employees and those less likely to remain in employment (such as women). This
feature also militates against labor market mobility. It is a remarkable feature of the EPF
that contributors seemingly deliberately default on housing loans from state banks secured
by their EPF contributions as a means to effectively withdraw contributions, despite the
high penalties attached.

* In general such borrowing is better handled by specialized institutions with pre-savings
requirements and means-tested matching subsidies. In Sri Lanka, this issue might have
added significance in that Iborrowing against provident fund contributions may be
necessitated by the high and uncapped mandatory contribution rates. Employees who have
contributed sufficiently to overcome the potential for moral hazard and penury in retirement
might be better permitted to make their own savings arrangements through investment in
housing.

* Access to actuarially fair annuities is a crucial element of retirement income provision.
Lump sum provident fund disbursement may be appropriate in close-knit, family-based
societies with intergenerational support mechanisms but social and demographic trends in
Sri Lanka make this less and less the case. Equally, the market for annuities in Sri Lanka is
nascent at best.

* Tax treatment at the individual and enterprise level is important in determining the nature of
the retirement income portfolio. Differential tax treatment leads to adjustments in the
portfolio which are not based upon the underlying risk return and liquidity characteristics
with consequent negative implications for effective resource allocation. All retirement
savings and income (inclucling housing) should receive the same tax treatment. That is to
say that a Rupee of consumption by a retired person should have been subject to the same
principles of taxation, whatever the savings mechanism used to transfer that consumption
capacity from income earning years. Most countries apply a consumption-type treatment
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for taxation of retirement income provisions, most typically "EET", whereby income
dedicated to consumption in retirement is tax exempt when earned as is income (interest)
earned on the savings principal but the corpus (principal and income) is taxed at the time of
distribution in retirement. As discussed above, in Sri Lanka there is no consistency in the
tax treatment of different schemes.

TABLE 10: Social Risk Management in Old Age
(from "Pension Systems in East Asia and the Pacific: Challenges and Opportunities", 1999,

Holzmann, MacArthur & Sin)

Arrangements/ Informal/Personal Formal/Financial FormalJPublicly-
Strategies market-based mandated or provided

Risk Reduction
* Macro-economic

* Healthy life-style for * Information on projections
continued labor force retirement income * Enhancing financial
participation needs, alternative literacy

* Change in earnings retirement-provisions, * Providing indexed
and consumption financial market government bonds
profile performance etc. * Regulating and

supervising financial
markets

Risk Mitigation

Portfolio * Investment in human, * Investment in * National provident
physical and real multiple financial funds
assets (including assets * Encouraging
housing) * Provision of voluntary savings

occupational pension
Insurance * Intra-family and Social insurance

community risk * Purchase of annuities * (unfunded DB3s)
sharing arrangements

Hedging * Marriage

Risk Coping

* Conversion of real
assets (including * Means tested social
reverse mortgage) * Conversion of transfers in cash or

* Continued labor financial assets kind
supply * General and

* Intra-community categorical subsidies
transfers/charity

Note: Three risks are considered: (1) insufficient accumulation of resources for old age, (2) outliving
accumulated resources due to uncertainty of death, and (3) variability of income stream.
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110. Balancing individual and social equity with efficiency considerations.

* Publicly mandated retirernent income provisions should provide an efficient mechanism
for savings that a prudent individual would have independently decided to make and, as far
as is possible, provide income at a socially determined poverty level for the lifetime poor.
Both provisions create distortions in individual decisions on labor supply and saving,
which are accentuated if income redistribution towards the lower income strata enters the
benefit structure.

* Mandating too high a replacement rate may lead to overprovisioning and welfare losses for
individuals. At best, such schemes distort the consumption profile towards the future,
however, as is the case in Sri Lanka, a generous public sector scheme severely restricts
labor market mobility while high mandatory contributions to the provident funds
accompanied by poor returns are perceived as a tax by participants, encouraging evasion
and early withdrawals ancl undermining the principles of retirement provision. Optimal
replacement rates are an inverse function of the discount rate of the time value of money of
the beneficiaries. Typically this discount rate is negatively correlated with wealth and so
for lower income countries a threshold of 40% replacement and below would be
appropriate (given that access to market savings alternatives is available).

* International experience sLiggests that de-linking benefits from contributions through final
wage schemes, soft eligibility rules or non-transparent distributive features has proven to
be very costly. In general., direct budgetary means (taxes and public goods and services)
are more effective in attaining income redistribution objectives. While the overall
retirement savings systems in place in Sri Lanka have traditionally been occupational and
closely linked to contributions, the new schemes being introduced for farmers, fishermen
and the self employed do appear to reflect this de-linking. Experience has also shown that
it is particularly important that schemes offered to these sectors should remain voluntary in
nature as even low mandatory rates have been shown to encourage individuals to remain in
the informal sector.

111. Averting fiscal unsustainability.

* Pay-as-you-go pension schemes can appear attractive in that they allow for immediate
disbursement of benefits through current period contributions. In Sri Lanka at present,
these schemes are limited l.o public employees and so the system is insulated from the
principal risk to which these schemes are vulnerable, that a rapidly aging population will
adversely change the ratio of contributors to recipients (increased life expectancy of civil
servant upon retirement is likely to have a much more moderate effect). It is understood,
however, that proposals have circulated to create a national PAYG scheme, possibly build
upon the existing Employees Trust Fund.

* Unfunded pensions undoubtedly have a role in a fully-fledged social protection scheme
(representing the first component of the three-pillar approach). It is, however, significantly
more challenging to implement a worthwhile and affordable scheme in a low to middle-
income country. If such a scheme were to be contemplated for Sri Lanka it would be
advisable to set a low replacement rate, for poverty alleviation only, supplemented through
the mandatory and voluntary occupational schemes.

* It is also important that accurate actuarial assessments are maintained, ideally on an annual
basis. In Sri Lanka there is a strong need to boost the collation of the data and projections
regarding fertility, wages, labor force and employment, interest rates etc., which are
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necessary for such computations. It is also preferable that the projections have a horizon of
at least 75 years and that the findings and assumptions should be discussed in a public
context.

* Pension schemes on a pay-as-you-go basis typically accumulate a reserve fund during
maturation. Interest income on this fund should be recognized and protected from political
pressures to commingle the principal and income of the reserve fund with general
government funds. While Sri Lanka may choose to ultimately adopt a contributory scheme
for its government employees, establishing a reserve fund could form part of an interim
package.

112. Integrating public and private sector pensions.

* Sri Lanka is not unusual in having a well-established non-contributory defined benefit
pension for civil servants. The defined benefit based upon final wage signals specific
incentive objectives and relations with the public employer, essentially binding the
employee to the employer even after service. This system had a rationale for high-level
civil servants in the past but has since expanded to all public sector employees. Nowadays,
such a system is at odds with modem civil service management, privatization objectives
and the need for mobility between the public and private sectors.

e Many countries are experimenting with methods to extend the same basic scheme to both
public and private sector workers (United States since 1983, Australia since 1993).
Increasingly, governments are acting like any large enterprise and supplementing a basic
scheme with another pillar for its employees, often on a defined contribution basis, this
defined contribution component can be transferred upon changing employmen?9.

* Obviously the public service pension system in Sri Lanka must be considered in the
context of the overall compensation package for civil servants, including the wage
structure and wage profile. Pension reform would represent only one component in an
overall process of public sector reforn and, while important, may well not be the single
most important consideration in this respect.

One of the areas of innovation and progress could be allowing international diversification
of provident fund investments. International diversification reduces risk (and often
increases returns) as a function of the correlation of returns between domestic and foreign
investrnents. For a small country such as Sri Lanka, there are incremental gains that can be
made in the arms length nature of foreign investment which ensures a market rate of return
and protects against weak governance. While international diversification has been the
norm in OECD countries, it has only more recently won acceptance in emerging markets.
A study for the Malaysian provident fund showed that international diversification would
have increased returns by 25% while reducing risk.

29 The World Bank has itself recently adopted this approach.
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* While the underperformance of the Sri Lanka equities market is remarkable, showing an
average real rate of returnt of minus 9% over the last five years&0 and a positive return of
only 1.5% over the last ten years, this experience is not entirely unusual for emerging
market economies. The superiority of equity investments in developed markets over the
long term is well known31; World equity markets have shown nominal returnM 2 of
approximately 17% per ainum over the last 5 years and 9% per annum over the last 10
years. The return on emerging market equities has been much lower, the MSCI emerging
markets index shows an average nominal return of -0.5% for the last 5 years and 3.4% over
the last 10 years, despite much higher volatility. This would illustrate that not only is
diversification beneficial, it should include developed markets.

* Increasing coverage through formal pension schemes represents a material challenge due to
the high transactions costs of dealing with modest amounts of money, frequently in
isolated rural areas. The time value of money is especially high amongst the poor so they
may be reluctant savers and anyway may wish to dedicate their savings to investments
within the community which would be unlikely to attract external financing (due to
transactions cost but also information asymmetry). Systems which follow the principles of
micro-finance may be moire effective and provide capital for local use (although with
consequent concentration of risk). It is not clear if pay-as-you-go or funded schemes are
more effective in terms of increasing coverage. In extending coverage, it is probably most
appropriate to avoid programs which are targeted at any given occupation (such as farmers
or fishermen) as given the long contribution periods of up to 40 years it is highly likely that
with economic development workers will move out of these groupings.

B. Taking New Approaches to Reduce Administration Costs

113. Centralized systems have the major advantage of reducing administrative costs for
contribution collection, record keeping and communication, benefit disbursement and asset
management, furthermore they have no marketing costs. In most countries with this arrangement,
however, centralized systems typically offer low quality service, suffer political interference and
receive low returns on investments. Generally, these criticisms might also be fairly applied to the
Employees Provident Fund and T rust Fund. Notwithstanding the efforts made by those
associated with these institutions to improve the quality of service and also the low cost per
account, it is a key point that low cost does not necessarily equate to value for money.

114. Multipillar schemes have not done as well as centralized schemes with respect to costs,
but have faired better in other respects. Experience in other countries is not yet sufficient to draw
firm conclusions but there is evidence that the increased costs can eliminate the rate-of-return
advantage of decentralized schemes. A major portion of the high costs comes fromn duplication of
administration and marketing expenses. Some experiments have been made to try to obtain the
best of both worlds. These include:

Clearing houses for contribution collection, record keeping and communication and benefit
disbursement (in Argentina, Mexico, Poland and UK).

30 So that Rs. 100 invested in the CSE All Share index at the end of 1994 was worth only Rs. 39 in real
terms by the end of 1999.

31 See Jeremey Siegel, "Stocks for the Long Run".
32 In US Dollars.

36



* Constraints on the choice of funded provisions, such as decentralization of asset
management only under pre-defined portfolios and competitive bidding among private
asset managers (as in Sweden).

* An idea under discussion is to provide group annuities for a whole pension cohort in a
country through international bidding.

C. Extending Social Risk Management through Informal Support and Safety Nets

115. It is to be anticipated that the informal, family support system will continue to fumish the
bulk of assistance to most elderly. Sri Lanka, like many countries in Asia, has a special resource
in the deep cultural roots of family support despite rapid socioeconomic change. Beyond this,
there is a clear need to develop safety nets to protect the limited number of elderly who do not
have family. It has been suggested that the introduction of a formal care mechanism might
"crowd out" or adversely affect the family care system and this contention has been supported to
a degree by studies in Singapore, the U.S., and the Philippines33. This situation would appear to
apply only to a small percentage of families. To counter this risk, governments can design
policies to foster or "crowd in" family support (World Bank 1994), these might include:

* Tax incentives to encourage workers (at least those in the formal sector) to offer support
for elderly relatives. Both Singapore and Malaysia have incentives along these lines.

* Housing policies that favor allocation of public housing to younger people who care for
their parents.

* Targeting of social assistance to the destitute elderly without family support, which can
reduce leakage of benefits to those with potential support arrangements.

* Legal reforms to assist in creating an environment of care giving. Reductions in
inheritance taxes can increase the bequest motive for looking after elderly relatives. In a
more extreme example, Singapore has applied a legal requirement for children to care for
their parents.

D. Funded and Unfunded Schemes

116. In as much as that the bulk of its superannuation benefits schemes are on a funded basis
Sri Lanka is well positioned versus other countries. Worldwide only 21% of mandatory pensions
schemes are fully funded and 25% partially funded (which would include the U.S.), the trend is
very much in favor of a shift toward funding. It might be argued, however, that Sri Lanka has all
of the disadvantages of funded schemes, but none of the advantages.

117. The advantages normally cited for funded schemes are:

* they increase transparency and fiscal responsibility;

* they limit the incentives for contribution evasion;

* they offer greater transportability and favor labor market mobility;

* they may increase aggregate savings, but evidence for this effect is inconclusive; and

33 Chan 1997, Cox & Jimenez 1992, 1993, Abrams & Schmitz, 1984.
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* they promote the development of capital markets and improve the resilience of the
economy due to improved financial structure of economic agents.

118. The arguments against funded defined contribution schemes are that they:

* transfer market risk to workers during the accumulation period; and
* transfer risk to pensioners in the absence of an effective annuities market.

119. In Sri Lanka the benefit of fiscal discipline is lost as the EPF is invested almost entirely
in government debt. It can be argued that in as much as that the Government of Sri Lanka is not
generating an economic return on capital equal to the rate that it is paying on the bonds it issues,
the implicit pension deficit and intergenerational transfer normally associated with pay-as-you-go
pension schemes has simply been transferred to the government debt market through the funded
schemes. To the extent that non-Gilt investments by the ETF and the EPF have been determined
on a political basis, it can even be said that the funded schemes have exacerbated fiscal laxity by
allowing off-budget spending.

120. As the rates of return offered by the EPF and ETF have been historically quite
unattractive (and are taxed), the contributions to the provident funds have become perceived to be
a tax and so evasion has been rifei (accentuated also by the high mandatory contribution rates).
While there may be arguments that, given the limited tax base of Sri Lanka, this is an effective
means for the government to raise revenue it is certainly inequitable in that EPF contributors
represent less than a third of the labor force. Low rates of return are apparently also a factor in
the extensive early withdrawals which are made from the provident funds and which undermine
the whole principle of retirement savings provision.

121. Given that there is no transferability between the EPF, PSPS, PSPF or APPFs the
transportability attraction of funded schemes is not present in Sri Lanka. Some private companies
actually use concessional lending schemes incorporated into the APPFs they administer as a cost
free means for building employer loyalty (and essentially reducing labor mobility).

122. If Sri Lanka should wish to extend the coverage of funded retirement savings provision to
the government sector, and thereby enjoy the benefits which can be afforded by defined
contribution schemes, especially with regard to labor mobility, it will be an important prerequisite
to ensure that these advantages are indeed attainable within the system in place in Sri Lanka.

E. Fostering Financial Markets

123. Financial market development or support can never be an objective of pension reform
(the sole legitimate objective of which should be to provide social protection for the elderly in as
economically efficient manner as practical). However, well-structured pension reforms can
benefit financial markets by making them more liquid and increasing the range of products and
stimulating corporate governance. To achieve these financial markets effects requires specific
arrangements: (i) a decentralized approach to pension fund management, (ii) an appropriate
supervisory, regulatory and governance structure, and (iii) the facilitation of new rmarket
instruments.

(i) Decentralizing pensionfund management

124. A central platform of the reform program which has been instigated in Latin America and
echoed in the OECD countries, EaLstern Europe and Central Asia has been the move to
decentralized pension fund management. In Latin America, the governments allocated the
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management of pensions to specialized institutions under private management in a competitive
environment with the sole objective of maximizing returns for participants. To avoid undue risk
taking the managers must follow investment guidelines and in some cases guarantee a return.

125. The centralized management scheme which Sri Lanka has operated for the EPF and ETF,
in contrast, have shown themselves to be prone to the pitfalls which typically hamper schemes
administered in this fashion:

* The system has achieved low rates of return. The real rate of return achieved by the EPF
has been around 1% over the last 27 years, which is more or less comparable to that of the
ETF. The performance of the EPF has shown signs of improvement in recent years while
if anything the ETF has deteriorated.

* Fund assets are hostage to budgetary needs and politically determined investment
decisions. The EPF is currently about 98% invested in government debt, a dominant (but
declining) portion of which is represented by privately placed "Rupee Loans" purchased at
sub-market rates. As of December 1998 less than 0.25% of the entire portfolio was
invested in equities. Not only have investors been denied the benefits of diversification,
directed investment into government securities at off-market rates has cost an additional
2% in annual return. The ETF has a long history of investment in politically attractive but
financially unsound investments and the presence of securities issued by regional
development banks and plantations in the recently diversified portfolio of EPF suggests
that it is not free of similar interference.

* Centralized management is also believed to impede the development of new financial
instruments (such as mortgage bonds, venture capital, securitized assets etc.,). In the case
of Sri Lanka this is difficult to assess in as much as that the various-privately managed
provident funds have significant holdings, as do the private insurance companies, and have
not shown any greater innovation than the publicly managed funds.

126. Sri Lanka does have some additional opportunities in that a system of privately
administered provident funds already exists alongside the EPF, as well as in having a growing
private sector presence in the life insurance and fund management industry. Mechanisms which
have been followed or are being contemplated by other countries include the following:

* Opting out for a portion of the accumulated assets. Singapore tried this approach, whereby
the individual account holder could choose to diversify into outside investment instruments
once the accumulated assets exceeded a given amount. The results to date, however, have
been mixed, perhaps as a function of the overall weakness in East Asian financial markets.

* Outsourcing of asset management to the private sector under competitive bidding.
Malaysia has already taken steps in this direction, however results have also been mixed or
unsatisfactory34.

* Outsourcing of asset management to foreign investment companies, such as an
international index fund. Such a step would require at least partial liberalization of the
capital account.

* An alternative to fully-fledged outsourcing of asset management would be to maintain
centralized administration but select three or four portfolios of differing risk premia and

34 As apparently paralleled in the experience of the ETF.
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allow participants to choose between them (Singapore is moving along this route). The
advantage of this approach is that it allows limited choice but keeps administrative costs
down. Given the absence of direct communication between the EPF and its members,
however, substantial administrative reform would be necessary before this became an
option for Sri Lanka.

(ii) Supervisory, regulatory and governance structure

127. The enhancement of the governance structure of national provident funds necessitates
increased transparency and accotntability of management and an effective separation between
global portfolio decisions and actual investment management. Including representatives of all
major societal stakeholders in the supervisory and portfolio decision committee and making
management fully accountable for agreed decisions and benchmarks increases transparency.

128. Privately managed pension and provident funds should follow intemational best practice
in the area of regulations for licensing, capital accounting and reporting requirements, custodian
services and investment regulations. These regulations covering the contractual savings markets
should act as an overlay on top of broad securities regulations goveming the operation of
financial markets and capital raising activities. With the initiative already in progress, the
Government of Sri Lanka has an excellent opportunity to establish a standard of supervision and
regulation reflecting best practices (as modified to accommodate the specific national
circumstances). Intemational consensus would suggest that the basics for pension fund
supervision involve oversight of 46i) the entire contribution, collection and data management
system (both centralized and private); (ii) recording and maintenance of data on contributions,
accruals disbursements, employmrent, wages, deaths, retirements etc.; (iii) funds management (in
association with the securities markets regulators); (iv) benefits disbursements; (v) detection,
control and sanction of misrepresentation and fraud; (vi) mechanisms to ensure effective
portability; and (vii) a vehicle for timely and cost effective dispute resolution.

129. The existence of a separate supervision mechanism for pension funds has emerged as one
undisputed component of best practice internationally, pioneered by Chile. Whether pension fund
supervision should be independent or part of a comprehensive supervisory authority such as the
FSA in the UK is of secondary imiportance. What has been shown to be most critical is the
supervisory body's independent mandate, a transparent selection mechanism for its executive,
access to adequate financial resources and power to sanction breaches of regulations.

(iii) Supporting new capital markets instruments

130. Market-priced long-dated government bonds are a basic cornerstone of an efficient
pension fund portfolio, especially to meet the needs of participants close to the age of retirement
(and beyond). In order to issue price-indexed annuities, insurance companies need access to
investments with a high degree of consumer price index correlation. While investors can seek
investments which give protection against inflation (real estate or most categories of equities), it
would be preferable that price indexed securities be issued directly into the market. In many
OECD countries (including the US, UK, Canada and Sweden) and some developing countries
(including Chile, Argentina, Brazil and India) the government has taken the lead in issuing
inflation indexed long dated securities. To date, the private sector has been relatively slow in the
willingness of borrowers to assume inflation risk in their indebtedness, but there are now
indications that this sector is begitning to develop (at least in the UK). Other countries, such as
Sweden, have applied an ad hoc ainuity process across retirement cohorts according to life
expectancy. This system would appear to leave some risk with the state and is unfiair to
individuals with short life expectancies (typically the poor).
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F. Data Reporting

131. To facilitate the development of an efficient and actuarially fair annuities market, it is
desirable that a credible government institution publish up-to-date mortality tables based on
mortality history and projections for specific age groups (identifying also cause of death to
identify risk associated with smoking, alcohol etc.). This will not only allow insurance
companies to offer appropriately priced products according to risk, it will also permit the
government regulator to supervise pricing in the interests of consumer protection. The
government should also make available up-to-date information on key economic indicators and
key demographic and biometric data including wage data, labor force participation (by sex and
age cohort), superannuation fund contribution compliance, reserves, accruals, disbursements etc.,
retiree numbers, disability experience data and fertility data.

G. Tax Reform

132. Tax treatment of retirement savings instruments in Sri Lanka is nor conducive to optimal
capital formation, minimizing distortions in the labor market and fulfilling the purpose of
maximizing tax revenue while effecting minimum distortion to economic efficiency.
Furthermore, the latitude for discretionary interpretation of the tax code creates unnecessary
uncertainties in the market place. To avoid multiple interpretations of the same tax rule, the
Inland Revenue Department should publish regulations interpreting the tax code.

At present, employers' contributions to provident and gratuity funds are expensed up to
25% and 5.21% of uncapped salaries, respectively. These contributions are not considered
income to employees. On the other hand, employees' contributions to provident funds are
deducted up to Rs. 25,000 per year. As such, the Employees' Provident Fund and ELTF
plans have an Ett tax status regarding employers' contributions (the small t is related to tax
rates lower than the normal progressive income tax rates and the withholding tax of 15%
on bank deposits) and TTE status with regard to employees' contributions. International
"best practice" would suggest removing the middle T from both schemes by exempting
from tax the investment income of provident and pension plans while refunding the
corporate tax paid on dividend income. In the case of Sri Lanka, because of the weak
fiscal position, contributions might be made from after tax income, which means that they
are taxed, and investment income and benefit distribution are tax exempted. This is known
as the Tax Exempt Exempt (TEE) option and it is equivalent to the alternative Exempt,
Exempt Tax (EET). This could be achieved by counting employers' contribution as
income to the employee and exempting benefit distribution.

* Best tax practice in treating gratuity funds would suggest that employers' contributions to
approved funds and to life insurance gratuity plans should be counted as income to
employees, however, investment income and benefit distributions should be exempt from
income tax. To be consistent, the same tax treatment could also be provided to voluntary
long-term savings instruments or contractual savings schemes. Furthermore, gratuity funds
should have a more liberal investment policy, one that is consistent with the "prudent
person" rule35. This would remove the implicit tax resulting from the restricted investment
policy in effect. GOSL may consider exempting provident, gratuity and life funds from all
capital gains tax as well.

3 The "prudent person" rule holds that investments must be made with the due care that a prudent person
would exercise in the management of her own investments, with a focus upon the preservation of
capital. This concept, however, is being superceded by that of the "prudent expert" rule which holds the
management of investment to a higher standard but allows for a less conservative approach.
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* In order to achieve best tax practice, investment income of life funds which are formed
with the saving component of life insurance policies and annuitants contributions could be
exempted from corporate tax. Hence, life insurance and annuities would achieve TEE tax
status. It is normally the case that insurance companies maintain separate tax accounts per
line of business and not be allowed to offset losses from one line with profits of another.
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V. PROPOSED REFORM STRATEGY

133. As mentioned above, Sri Lanka is relatively well positioned amongst low-middle income
countries as far as the reach and structure of its retirement savings system is concerned. The
system covers around one half of the population, it is not in crisis and is affordable from the
government's perspective, at least in the short to medium term (this is to ignore the substantial
additional costs created by the war situation). It is also important to bear in mind that the issues
and challenges that face a low to middle income country such as Sri Lanka with partial coverage in
place based largely upon contributory schemes linked to employment are quite distinct to those of
OECD and transition economies with much wider coverage and non-contributory programs. This
being said, there are a number of opportunities for potential reform to the existing system which
could serve to lessen the burden of social security provision upon the efficient operation of the
economy as well as to materially improve the utility for participants.

134. As has been learnt from the perhaps over frequent and complex amendments which have
already been made to the Public Service Pension Scheme, the unanticipated outcomes of pension
system reform can sometimes outweigh the benefits which are realized. Ultimately, the pace and
scope of reform of the pension system in Sri Lanka can be determined only by the government of
Sri Lanka. There are many trade-offs which must be made as to how far the social safety net
should be allowed to extend, what extent of wealth redistribution is acceptable and how far the
state should step in to assume roles formerly occupied by the extended family and the informal
system. There are also questions as to the extent that mechanisms for providing for old age can be
allowed to interfere with the efficient functioning of the labor market through the introduction of
institutional rigidities, increasing the cost of labor and possibly increasing unemployment. Given
the magnitude of the scale of savings required for old age, the indirect impact upon the financial
markets and the allocation of capital within the economy can also be quite material.

135. In examining issues relating to old age security, it is important to adopt an holistic
approach, whereby the objective of providing for the elderly is considered along with related
issues, such as the sharp drop in fertility rates, and the consequent decline in overall dependency
ratios as the number of children falls faster than the number of pensioners grow. This phenomenon
will have substantial bearing upon the government's ability to meet the costs associated with an
elderly population as well as upon the desirability of the old participating longer in the labor
markets as youth unemployment becomes less of an issue. As reflected in the recent World Bank
study "Sri Lanka: A Re-analysis of the Unemployment Issue", the very demographic changes
which cause concern in terms of the need to support an aged population will have the positive
impact of lessening youth unemployment. As such the pressures to force older workers to leave the
labor market, and the associated costs, should be abated. Given the substantial role that foreign
migration has in the Sri Lankan labor market, it will also be important to consider the demand for
Sri Lankan labor from an international perspective when assessing the nature and scope of social
security measures which have a bearing upon employment on a domestic level.

136. As life expectancies climb and the numbers of very elderly increase it is also to be
anticipated that medical costs represent a more and more substantial part of outgoings. The way
that health care is provided and paid for will potentially have a material impact upon the financial
security of the elderly. It is noteworthy the extent to which the elderly in Sri Lanka would appear
to be less likely to be in poverty than the average. While this data should not be seen as a reason
for ignoring the undoubted need for social protection for the elderly, it certainly highlights the need
to examine the circumstances associated with poverty in Sri Lanka.
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137. It is inevitable that in a low-middle income country such as Sri Lanka, with some 35% of
the population living in poverty and a third of the work force dedicated to agriculture, a retirement
savings system based upon the formal sectors of employment and finance will fail to fully meet the
needs of the broad population, especially the poor. As already demonstrated through the existing
voluntary pension schemes, it is quite possible for the costs of administering a traditional scheme to
exceed the contributions raised. Ian addition to the substantial transactions costs generated through
these schemes, there are associated economic inefficiencies created as the programs build barriers
against the free movement of labor as well as to take savings capital out of the community. It lies
outside the scope of this note to determine what would be the optimal process to reach the poor and
the isolated in Sri Lanka, but it is likely that the solution lies more in the field of micro-finance and
community based savings along with programs of micro-insurance, for those who are too poor to
make meaningful savings but still require protection against adversity (such as the inability to work
into old age, or other forms of risk mitigation).

138. It is difficult to over emphasize the key function of the provision of choice as an important
concept in contractual savings policy, in terms of life-long utility to the participant, through
efficient allocation of capital and resources, for reduced transactions costs and for minimal
disruption to labor markets. The basic underlying principle of mandatory savings is that this is
necessary to counter moral hazard and "savings myopia" among participants3 6 . By forcing people
to save the government is protecting people against their own misconception as to the amount of
savings they will need for old age and at the same time preventing people deliberalely under
provisioning and then turning to the state for support when elderly. This issue is particularly
relevant for Sri Lanka where the principal vehicles for involuntary savings, the EPF, ETF and
APPFs have not enjoyed popular support on the grounds of their actual or supposed deficiencies in
terms of investment management, governance and administration. Sri Lanka is also quite unusual
in that it does not ascribe a maxim um to the amount of income upon which workers must
mandatorily contribute to retirement schemes; most other schemes restrict compulsory
contributions to one or two times the income of an industrial worker 7. In every respect that the
government attempts to induce employers and employees to act in a fashion which is against their
wishes and interests, the immediate reaction is to attempt to circumvent the system, legally or
through evasion. A strategy whiclh set out to place the minimum burden upon participants (i.e., the
smallest mandatory contribution necessary to guard against moral hazard and myopia).

139. While there exists a broad understanding of the advantages of many of the possible reforms
that might be implemented, there is also an acute awareness of other challenges which might be
aggravated by these same reforms. For example while there are clear reasons why the retirement
age should be increased, there are offsetting arguments that the adverse impact upon employment
and the need to modernize the skill set of the labor force might offset the gains. However, this
effect will be negligible if the increase is gradual over 20 or more years. There are clearly tensions
and overlaps present between and amongst the potential areas for reform and any attempt to design
neat "reform modules" is bound to be over simplistic.

140. To take another example, t:he interests of EPF members has not been best served through
an investment policv targeted almost entirely at government securities on non-market terms and
this is of consequence in terms of the equity of the retirement savings system, the EPF members are
bearing a burden not shared by thiose belonging to APPFs or the PSPS. This shortcoming also has

36 In a low-middle income country such as Sri Lanka, however, it is likely that the "Moral lHazard"
argument has little bearing. With only one half of the labor force covered by the retirement savings
programs, it is likely that this covers the wealthier part of the population and it is politically difficult to
envisage that this group would be assisted in retirement when there are so many substantially poorer.

37 See Annex I attached below. Some other schemes also do not have a ceiling on contributions, but this is
invariably accompanied by a contribution rate much lower than the 20% in Sri Lanka.
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repercussions in that the poor investment performance contributes directly and indirectly to poor
replacement rates; directly in that the funds accumulate less income and indirectly as the below-
market returns increase the impression that the EPF contribution is a tax and so encourages
evasion. Conversely, it is recognized that there is a pressing need for GOSL to finance the fiscal
deficit and directly accessing a significant part of savings in this way is an effective way of raising
finance at an affordable rate. Given the small tax base in Sri Lanka (200,000 tax payers) and the
scope for evasion, it might be argued that bundling a tax element into the retirement savings system
is a practical "second best solution" for raising small amounts of tax from the broad population.
This argument would also extend as to why it may make sense to tax the EPF and APPF income of
non-taxpayers, if they were not taxed in this centralized fashion it would be necessary to tax them
directly at much greater administrative expense. Issues of this nature should be explicitly analyzed
as part of tax policy rather than effected by default through the pension system.

141. There are, however, still many areas within the formal retirement sector where there are
opportunities for reform which could improve the effectiveness of the system and limit the burden
on the economy. In as much as there are certain inefficiencies within the existing system, it should
be a primary objective to improve the current system before coverage is extended.

Strategy

142. Recognizing that any summary analysis is likely to be over simplistic, the key objectives
which would address material shortcomings in the present system are listed below, along with
potential reform strategy components and measures which might assist in achieving these goals:

Summary of Objectives

A. Promote Savings for Old Age by Making Pensions a More Attractive Financial Market
Instrument

B. Provide Adequate Income Throughout Old Age
C. Provide a Safety Net for the Poor without Access to Pensions
D. Reduce Labor Market Distortions
E. Improve Fiscal Sustainability
F. Deepen Capital Markets

A. Promote Savings for Old Age by Making Pensions a More Attractive
Financial Market Instrument

Strategies

i. Enhance safety ofpension savings

143. There would appear to be many opportunities for strengthening the regulatory framework
for supervision of existing provident funds (public and private) in terms of enforcement of
contributions, monitoring loans and withdrawals and through the establishment of a new regulatory
capacity covering investment management. By so doing participant confidence in the provident
funds would be increased and evasion would be reduced. Increased confidence in privately
managed provident funds would also facilitate innovation in asset management.

144. The measures already embarked upon by GOSL to establish a combined regulatory
authority for both the provident fund and insurance sectors should be an important step toward the
completion of this objective in the short term.
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ii. Increase returns on providentfunds

145. The infcrior investment retums achieved by the EPF, ETF and many of the APPFs are a
clear contributor to the poor replacement rates generated for retirees and probably encourage
evasion. A system which does riot allow its members to invest in the entrepreneurial capacity of
the private sector is placing an excessive constraint both upon the participants and upon those in
the private sector in need of investment capital.

146. In order to facilitate the investment of EPF funds in the private sector while limiting issues
relating to conflict of interest, the GOSL might consider the appointment of independent asset
managers to invest funds on behialf of the EPF and ETF. At the same time as appointing
independent managers, GOSL could consider allowing EPF beneficiaries to have access to the
same range of investments which are open to the APPFs (i.e., equities, corporate debt, government
securities etc. 38). A step in this clirection would produce best results if matched with an active and
dynamic market for independent plan administrators and asset managers, which of itself would
require an effective regulatory framework (which is currently under way). Two basic alternatives
within this theme would be to allow employers to select programs for employees or to allow
employees to make an individuall choice. Within this framework, collection and distribution and
administration of plans can be separated from asset management and operated centrally (by the
state) or on a decentralized basis (by the private sector).

147. The EPF has historically been constrained to invest in GOSL securities and continues to
hold 90% of its assets in this form, a substantial part in off-market Rupee Loans. It has been
estimated that the investment performance of the EPF would have been improved by at least 2%
per annum if these investments had been made at market rates. The purpose of the EPF is to
provide for retirement income for its participants, not to provide subsidized credit to the
government. Given the scale of the EPF relative to the market it is difficult to imagine a process
whereby the EPF bids for GOSL debt. As such, the GOSL might consider introducing a system of
"Non-competitive" bids, whereby the EPF is allocated the amount of government debt which it
needs to acquire at the clearing price determined by private sector bidders at the regular debt
auctions39. Such a system would be simple to implement and might be undertaken in the short
term.

148. Although investment opportunities in Sri Lanka in recent years have been modest at best
with little potential for risk diversification and weak real returns, there has not been a tradition of
allowing the retirement savings institutions to acquire an exposure to financial instruments
available in international markets. International diversification can simultaneously reduce risk and
improve long-terms returns for a savings program. Furthermore, overseas investment in the private
sector does not generate the same issues with regard to governance and conflict of interest as
domestic investment.

149. Within the modern financial market there are many opportunities to obtain exposure to a
broad index of international equity and debt markets and also limit the extent to which foreign
exchange reserves are used for this purpose. The GOSL might consider allowing international
diversification, possibly through structured products, in the short term.

iii. Increase participant choice between schemes

150. It is a clear inequity (to both employer and employee) that contributors to the EPF are tied
to a portfolio invested almost entirely in government debt, largely at sub-market rates, while

38 Prudential guidelines for investmen,ts should be developed by the new regulator.
39 The US government uses this mechanism for selling debt to the social security system.
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members of APPFs have the benefit of diversified portfolios. One alternative, as mentioned above,
would be to allow choice to members, an alternative would be to have the EPF offer a selection of
portfolios invested in different asset classes (and encourage APPFs to do likewise). At the same
time new APPF's could be allowed, including funds not aligned to any single employer or group of
employers, such APPF's could also accept contributions from outside the fornal sector.

151. The biggest factors leading to low replacement ratios in all the provident funds and the
ETF are the flexibility allowed to members to make substantial withdrawals prior to retirement
(and borrow against provident fund accounts) as well as evasion. If it is a reality that the
mandatory savings rates implied by these schemes are beyond what many can afford, it may be
necessary to review the scope of the system. It is important that those who can afford to save for
retirement do so and do not become a burden upon society. Once this objective is achieved, further
forced saving may be economically inefficient as participants incur high transactions costs taking
steps which exactly counter the mandatory savings program. Greater flexibility within programs
might offer participants a greater opportunity to meet their own savings goals within the framework
of the mandatory system, including attaining higher investment yields, which, in turn, would allow
savers to benefit from the economies of scale provided under a national retirement savings
umbrella.

152. Initiatives in this field might be implemented in the short term with regard to flows and
in the medium term for accumulated funds.

iv. Amend tax treatment of retirement savings instruments

153. It is inequitable that EPF and APPF investors who are not normally taxpayers pay tax
through the 10% tax on investment income, as discussed elsewhere under tax considerations. In
addition EPF participants are paying an implicit tax through the sub-market rates received on their
government bonds. International best practice would suggest that it is preferable to tax income
deferred for retirement only once either at the time of initial contribution or when the income is
finally received in retirement (so that income on assets is always tax exempt). In the case of Sri
Lanka it is perhaps justifiable to tax investment income as this represents a significantly lower
administrative burden than taxing individuals. This has the impact of increasing the incentives for
evasion, however, and to tax all income when earned and so make income deferred for retirement
tax exempt thereafter (a "TEE" system). Given the complexities of tax adjustment, this reform
might be considered for the medium term.

v. Reduce administrative inefficiency of EPF/ETF

154. In the current circumstances in Sri Lanka, it is difficult to justify a separate administrative
apparatus for the ETF. Given the differing constituencies of the two entities, it is not possible in
the short term to simply amalgamate the two funds. There may be scope for material
administrative synergies in combining the administration, including issues relating to governance
and control.

155. The EPF, ETF and all the APPF's would benefit from being assessed against a benchmark
to monitor their performance. This process would measure how accurately and quickly
contributions are collected and invested; how good a job the plan does on record keeping; how well
participants are kept informed of benefits and investment returns; how long it takes for benefits to
be paid and other indicators.
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156. Participants would greatly benefit form an improvement in the operating efficiency of the
EPF including greater accountabjility and communication through direct contact with members
rather than through employers (this would also help eradicate duplicate accounts). Supervision,
collection of contributions and payments of benefits could also be made more efficient (through
computerization and improved processes). Given the willingness of participants and the initiatives
already undertaken, these Reforms could be implemented in the short term with regard to flows
and in the medium term for acclumulated funds.

B. Provide Adequate Income throughout Old Age

i. Replace lump sum payment at retirement with lifetime income product

157. The provident funds, which form the centerpiece of the retirement savings system in Sri
Lanka, do not offer any insurance against longevity. Providing a simple lump sum payment at
retirement serves to encourage workers to spend their savings in a fashion inconsistent with the
purposes of contractual savings. To make this system useful, it is necessary to have a vibrant and
competitive market in annuities. This might be achieved through allowing greater competition in
the life insurance sector, including more foreign participants.

158. Consideration might also be given as to whether it is possible for annuities to be made
available on economic terms to participants in the EPF and APPFs. In addition, the tax treatment
of annuities could be clarified and the favorable tax treatment of lump- sum disbursals reduced.
These issues could be addressed short term with regard to flows and in the medium term for
accumulated funds.

159. In as much as that the individual insurance companies do not represent investment grade
credits, it may be necessary to provide some formn of government guaranty for the annuity schemes.
To facilitate the provision of annuities and in recognition of the limited long term investment
opportunities, the government might consider the attraction of issuing inflation-linked securities
and/or allowing limited investment in international markets.

ii. Limit opportunitiesfor early withdrawals

160. Particularly in the APPFs, but also to a lesser degree in the EPF, contributors are allowed
to withdraw savings prior to retirement. In some cases this is through housing loans which have
the added disadvantage of being on subsidized terms and thereby generating a regressive inequity
within the private schemes. A major reason for withdrawal is simply moving from one employer to
another. Within the framework or reform already under consideration, it would be possible to
amend these practices in the short term.

iii. Defer age of retirement, equalize retirement age for men and women

161. The mandatory retirement age is now fixed at 60 years of age (with early retirement
frequent at age 554°). Since life expectancy after retirement in Sri Lanka is increasing, maintaining
the current retirement age make the PSPS plan quite expensive and the accumulations under the
provident funds inadequate. The life expectancy at age 55 is now around 72 which implies a
passivity ratio41 of around 55%. Hence, the Government might consider gradually extending the
mandatory retirement age to 65 years of age. It would appear that many workers would prefer to
remain in employment if the incentive structure allowed (and 37% or men do). An increase in the
retirement age would likely increase productivity and the utility of those affected at the same time

40 Retirement is possible as early as age 50 for certain government employees, especially women.
41 Years in retirement/years in employment.
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as reducing the dependency ratio. Many OECD countries have chosen to follow this path. A
reform of this nature would need to be considered within the context of public and private
employment contracts and should be considered for the short to medium term.

C. Provide a Safety Net for the Poor without Access to Pensions

Establish a pension for the needy oldfunded by the general budget

162. Social safety-net provisions are difficult to operate in any country but even more so in low-
income countries. From the perspective of poverty alleviation, universal provision, such as a social
pension from age 65 or 70 works best, but can be expensive. Experience indicates that targeted
provision works best at the local level with co-financing from the central government. Proxy
targeting may present less of an administrative burden.

163. International experience suggests that the employment based schemes for extending
coverage such as those now in place for farmers, fishermen and the self-employed are unlikely to
be successful in the long run. This is due to the costs of operating such systems, the difficulty in
targeting those most in need and the demographic and economic trends which will cause people to
change employment. The Government of Sri Lanka may find it opportune to investigate alternative
mechanisms for extending coverage.

164. Even within the formal sector, the provident fund system does not offer any protection
against disability, nor does it provide cover for widows and orphans. It may be appropriate to
consider the feasibility of introducing a contributory pension element for disability and widows and
orphans.

165. Reform initiatives of this nature require detailed evaluation and have clear fiscal
consequences. As such, these may be considered for the long term. In contrast, however, the
Government should limit the scope of the existing government sponsored voluntary schemes in the
short term at least until their efficacy and fiscal impact are fully evaluated.

D. Reduce Labor Market Distortions

i. Reform of PSPS to better resemble private sector schemes

166. The determination of benefits within the PSPS might be adjusted to be more equitable and
consistent. Ideally retirement benefits should be related to lifetime savings and hence related to
career average earnings not just to the pre-retirement salary'2. The latter benefits the educated civil
servants, who are more likely to experience increasing real earnings, relative to the less educated
employees, who have a flatter wage profile. The Government could consider basing pensions on
career earnings which, for computational purposes, would need to be inflation adjusted. Countries
such as France have changed the benefits calculation to reflect the average over the entire period of
employment.

167. While it may be argued that the civil service pension is part of the compensation package
and should not be compared to other retirement savings schemes, there are several features which
might be aligned to those of the private sector (for job mobility as well as equity) such as the fact
that civil servants do not pay tax on pensions while private sector citizens pay tax on annuities, and
PSPF investments in government bonds are tax exempt while EPF investments in the same bonds
are taxed. Equally, there are some features of the PSPS that might be perceived as unfair to civil
servants. For example, the long term unpredictability of benefits. Given the fact that the initial

42 Although this would only be practical if pensions were indexed,
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benefits of the plan are excessive, adjustment to more fiscally affordable benefits requires
inflationary bias in the economy and an ad hoc adjustment system in pension benefits.
Alternatively, redesigning the plan to provide fiscally affordable and equitable benefits could be
complemented by a more predictable adjustment system, but one which would be consistent with a
sound fiscal position.

168. There is a lack of portability of benefits for workers moving from the public to the private
sector. Civil servants can retire after a minimum of 10 years of pensionable appointment and must
have a minimum of 55 years of age. If a worker moves from the public to the private sector before
vesting, he/she loses all rights to pension benefits. It might be desirable that the program is
redesigned to permit full portability of benefits, possibly, after some minimum vesting period.

169. A more substantive alignment of labor market incentives could be achieved through
fundamental reform of the PSPS including consideration of potential advantages of moving
towards a fully or partially funded scheme, defined contribution pensions or notional defined
contribution for new recruits in govemment43. The Government might also assess potential for
reducing the compensation received in pension with a compensating adjustment to salaries without
incurring adverse fiscal or labor consequences. New entrance to the PSPF might be discontinued
and replaced with membership of the EPF44.

170. The announced intention to move the Widows' and Orphans' Scheme to a funded basis is
to be applauded in that it represents a gradual move towards funding for the PSPS. However, the
contribution rates to the Widows' and Orphans' Scheme appear high relative to the benefit paid. A
further shift towards integration of the public and private sector may be achieved by offering
government employees the option of contributing to a private sector life insurance programme with
equivalent benefits.

171. Experience has demonstrated the complexity of public sector pension reform. These issues
are important, however, and should be considered within the context of overall civil servant
compensation in the medium term.

ii. Establish Equivalence between EPF & APPFs

172. There is a broad case for bringing the benefits offered by the EPF into line with those
offered by the APPFs. In most cases, such as the ability to withdraw balances upoII changing jobs,
or the provision of highly subsidized loans to members, the need is to coordinate the legislative and
regulatory changes now contemplated for the private sector. Anecdotal evidence suggests that
when the new legislation is in place, more private companies will offer pensions as an alternative to
provident funds. The existing EPF Act requires that benefits offered under a pension scheme must
be at least as high at retirement as those to which, upon actuarial analysis, the employee would
have been entitled had the worker been a member of the Employees Provident Fund. This
somewhat militates against employers providing pensions. No such equivalence requirement is
made for private provident funds.

173. The modification of the E:PF/APPF system so that membership of any given program is not
tied to the place of employment would be relatively simple to implement and would have a far
reaching impact upon the usefulness of the provident funds as a vehicle for retirement saving.

43 It is noted that in the early 1970's an initiative was undertaken to transfer Civil Service Pensions to the
EPF.

44 It is noted that the PSPF is tax-exernpt while the EPF is taxed. In the longer term, new entrants might be
offered a choice including APPF's.
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174. Within the framework of reform already established for the APPF, it should be practical to
extend reform to encompass these issues in the short to medium term.

E. Improve Fiscal Sustainability

i. Reform PSPS (also see above)

175. The Public Service Pension Scheme has generous commutation schemes compared to other
countries. A worker upon retirement can receive a lump sum payment equivalent to two years of
pension in commutation for a pension reduced by 10 percentage points relative to the unreduced
pension for the first 10 years. The unreduced pension is restored after the 1 oth year. Workers with
30 YOS receive the same lump sum as a bonus while those who have from 10 to 30 YOS receive it
as a partial bonus since they pay back part of the lump sum. The system might be redesigned so
that lump sum commutation is based on actuarially fair calculations, reduced or even withdrawn.

176. The PSPS has an excessive initial replacement rate associated with relatively low years of
services. The initial replacement rate of last salary of 85-90% for a full career worker (with 30
YOS) implies an accrual factor of about 3 percentage points per year of service. This is quite high
in the context of international experience. The Government could consider reducing the accrual
factor while extending the definition of full career service to 40 years to generate an initial
replacement rate to levels compatible with international experience.

177. As for other aspects of civil service compensation, these reforms should be considered as
part of an holistic package in the medium term.

ii. Limit the safety netfor the poor through a means-tested definition ofpoverty

178. The rapid rise in old age dependency in Sri Lanka suggests that the government will
encounter limitations in raising the necessary budgetary resources and should limit its role to the
provision of basic social insurance and social assistance. Equally, there are opportunities for
substantial improvements which might be made to the current schemes which could reduce the
fiscal burden while continuing to provide old age income protection on a sustainable basis. These
are largely medium to long term initiatives.

iii. Defer age of retirement, equalize retirement age for men and women

179. At present the age for retirement is always a function of gender and sometimes also of
employment type. Many countries facing an increased pension burden are now bringing into line
retirement ages across genders and employment types (this also reflects the greater life expectancy
of women). While a relatively simple measure, any amendment to the age of retirement is likely to
be polemic, as much in the context of the impact upon youth unemployment as for the old.
Controversial topics of this type should be embarked upon only at such time as a substantive
understanding of the economic and social impact has been determined and a well-informed public
debate is possible. Within the context of a superannuation benefit reform strategy, this issue would
probably fall into the medium term.

iv. Reform Tax Code

180. Tax revenues from the EPF, ETF and other vehicles for retirement savings form a
substantial part of the tax base. The aim of tax reform, however, should be to promote an
egalitarian approach to taxation which is progressive (i.e., the rate of taxation increases with
wealth) and which has minimum distortion upon economic activity. The effectiveness of a tax (i.e.,
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the ease of evasion) and the costs of administration need also be considered. The tax treatment of
retirement savings would form only one (not insignificant) component of a wholesale review of
taxation policy in Sri Lanka which would likely also address issues such as broadening the income
tax base and the tax exemption provided for payments by government. This is a broad agenda, and
would take some time to implement. As there are a number of areas which would probably benefit
from reform, this initiative might be commenced in the short term with a view to implementation
in the medium term.

F. Deepen Capital Markets

Broaden financial market alternatives to benefit participants

181. Possibilities to improve returns, promote equality, improve governance and enhance labor
market mobility are addressed in various reform strategies above. Key reform measures would
include the introduction of independent fund managers for the EPF and an accompanying
liberalization of permitted investments, a development of the annuity market supported by long
dated government securities and the potential liberalization of capital controls to permit a degree of
international diversification (possibly through the use of derivative products).
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TABLE 11: Proposed Reform Matrix

Reform Objective Reform Strategy Possible Reform Measures Major Issues Possible Counter Measures Timing

i. Enhance safety Establish an effective Lack of institutional Combine provident fund Short term

of pension regulatory and supervisory capacity. regulator with insurance

savings. system for provident funds regulator.
together with repeal of the
EPF (Amendment) Act of
1976.

ii. Increase returns a) Subcontract EPF fund Limited opportunities in Allow investments in Short term

on provident management to private domestic capital market. international markets.

funds. sector.
Low rates paid on GOSL Introduce "non-competitive" bid

A. Promote Savings b) Liberalize investment bonds. in debt auctions (i.e., allocation

for Old Age by rules for EPF. at market rate).

Making Pensions a APPF have not

More Attractive outperformed despite Introduce inflation-indexed

Savings Vehicle private management and securities.
investment freedom.

Restrict concessional housing
loans to members by.APPFs.

iii. Increase a) Allow individual choice Viable regulatory Combine provident fund Short term for

participant between EPF and APPF. framework a prerequisite regulator with insurance flow issues

choice between for new APPF. regulator. Medium term

schemes. b) Allow employers to for stock issues

establish new APPF. Individual choice costly Allow choice only to limited
to administer, promotes number of schemes. Initially

c) Establish a cap on excess marketing and only EPF and employer's
mandatory contributions, "churning". sponsored scheme.
while providing tax
concessions on voluntary Lower mandatory Limit opportunities for early
contributions. contributions may withdrawals.

exacerbate poor
accumulation at
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Reform Objective Reform Strategy Possible Reform Measures Major Issues Possible Counter Measures Timing

retirement.

iv. Amend tax Remove 10% tax on GOSL is fiscally Remove tax concessions on Medium term
treatment of provident fund income and constrained. retirement savings, but make tax
retirement distributions. exempt thereafter (move to
savings "TEE").
instruments.

Disallow commingling of life
and composite business for tax
purposes by insurance
com-lpanies.

v. Reduce a) Combine administration EPF & ETF distinct Cease new ETF contributions. Short term for
administrative of EPF & ETF. constituencies. Phase out ETF in long term. flow issues
inefficiency of Medium term
EPF/ETF. b) Establish EPF/ETF as an EPF staff integrated into Create distinct HR stream in for stock issues

independent body. Central Bank. Central Bank for EPF staff.

c) Introduce unique identity Viable regulatory Arrange cooperation in
number. framework a prerequisite regulation of provident fund

for private asset asset managers between new
d) Subcontract asset management. provident regulator and SEC.

management (and
potentially other services Administrative task Continue and extend program of
such as IT, payments). would be substantial. reform supported by donors.

e) Separate supervision &
enforcement function to
Dept. of Labor for all
funds (EPF, APPF &
ETF).

f) Consolidate multiple
accounts.
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Reform Objective Reform Strategy Possible Reform Measures Major Issues Possible Counter Measures Timing

g) Establish direct
communication with
beneficiaries.

B. Provide i. Replace lump Allow APPF to offer No long-term investment Allow investments in Short term for

Adequate Income sum payment at pensions. instruments other than international markets. flow issues

Throughout Old retirement with GOSL bonds. Medium term

Age lifetime income Discontinue employer tax Introduce inflation-indexed for stock issues

product. concession for gratuities. Life Insurance securities.
companies insufficiently

ii. Limit Develop annuity market by creditworthy for Insurance regulatory framework
opportunities life insurance companies. concentration of savings. to be established [to be
for early supported by GOSL minimum
withdrawals. guaranty].

iii. Defer age of
retirement,
equalize
retirement age
for men and
women.

C. Provide a Safety Establish a pension Establish a means-tested Universal coverage Investigate programs based upon Medium to

Net for the Poor for the needy old definition of the poor to implies substantial fiscal principals of micro-finance. Long term

without Access funded by the delimit the scheme. burden.
to Pensions general budget. Avoid expansion of occupational

Transactions costs limit schemes.
scope for formal
systems. Introduce tax, legal & social

security reforms which
Formal schemes can encourage care of the elderly.
crowd out family care.

D. Reduce Labor i. Reform of PSPS Remove PSPS 10-year Higher public sector Fund transition to higher civil Short/Medium

Market to better vesting & pension only upon wages increase funding service wages/lower pension or term

Distortions resemble private retirement. burden on GOSL. non-contributory to contributory
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Reform Obitetive Reform Strategy Possible Reform Measures Major issues Possible Counter Measures Timing

sector schemes. pension with government debt.
Reform civil service Multiple APPF accounts

ii. Establish pay/pension package. created for job movers. Reform tax policy to avoid
equivalence distortions.
between EPF & Establish a contributory
APPFs. scheme for new government Allow transfers of accumulated

employees. contributions to APPF or EPF on
moving job.

Disallow early withdrawals
from APPF on changing job.

Discontinue employer tax
concession for gratuities.

Combine retirement savings
with
unemployment/severance
schemes.

E. Improve Fiscal i. Reform PSPS Reform civil service True cost of public GOSL must determine what the Short term
Sustainability (see above). pay/pension package. service is hidden through country can afford to pay for

deferred compensation in civil service and for social safety
ii. Limit the safety Establish a contributory the form of pensions. net.

net for the poor scheme for new government
through a employees. Ultimate fiscal burden is Use means testing so that safety
means-tested unknown due to absence net helps only needy.
definition of of data and actuarial
poverty. studies. Boost data collation, carry out

annual actuarial review.
iii. Defer age of

retirement,
equalize
retirement age
for men and
women.
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Reform Objective Reform Strategy Possible Reform Measures Major Issues Possible Counter Measures Timing

iv. Reform tax
code.

F. Deepen Capital Broaden financial Allow investments in Foreign Exchange Develop derivative products to Short term for

Markets market alternatives intemational markets. position of GOSL does allow diversification but limit flow issues

to benefit not allow for capital capital outflow. Medium term

participants. Liberalize investment rules outflows. for stock issues
for EPF. Allow choice only to limited

Decentralization number of schemes. Initially
Decentralize provident fund increases costs. only EPF and employer's
management. sponsored scheme.
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SRI LANKA

SUMMARY STATISTICS

1980 1997 2015 2030

Total 14.7 18.6 22.4 25
Population

Age> 14 Age 15-64 Age 65 +

Average 1980-97 1997-2010 1980-97 1997-2010 1980-97 1997-2010
annual _
population 0.0 -0.2 1.8 1.4 3.4 2.8
growth rates

Lower Middle 0.1 -0.6 2.0 1.3 2.8 1.8
Income
Average

Source: World Bank World Development Indicators
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DEMOGRAPHIC INFORMATION

POPULATION

Population Annual Age Composition Population Density
Year (000 Growth Rat (Years) ('000) (Per Sq. Km.)

<20 20-64 > 64

1990 16,993 1 7817 8442 734 271

1991 17,247 1.5 7932 8570 745 267

1992 17,405 0.9 8006 8648 751 269

1993 17,619 1.2 8106 8752 761 273

1994 17,865 1.4 8219 8876 770 240

1995 18,136 1.5 8333 8997 782 289

1996 18,315 1 8425 9101 789 292

1997 18,552 1.3 8535 9216 801 296

1998 18,774 1.2 8637 9327 810 299

Source: Central Bank

EMPLOYMENT

Total As % of Labor By Industry ('000)
Year (tNo. FocbysxBInuty(0)

('000) Foree by sex
_Mae Female Ic FoAgriculture Mining & Construct- 5eVic 

Male tmaleHunting & Manufacturing quarrying ion Srie
______ ~Forestry

1990 5047 92.4 79.8 2361 669 80 197 1740

1991 5015 90.1 76.6 2130 '751 56 237 1841

1992 4962 90.6 76.9 2089 650 80 238 1905

1993 5201 90.3 78.3 2159 684 80 227 2051

1994 5281 90.3 79.9 2085 756 43 216 2181

1995 5357 90.9 81.2 1967 788 89 285 2228

1996 5535 91.2 83.8 2067 814 89 299 2266

1997 5580 92.4 85.4 2069 870 78 302 2262

1998 6005 93.4 83.9

Source: Central Bank, Quarterly Labor Force Survey
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Annex 1

Mandatory Retirement Savings Ceilings
in Selected OECD Countries 1993

Ceilings
(% APW earnings)

Country _________Porssvt oee
Employee Employer Benefit Wage Bill/CountryEmployee Employer Formula GDlP (%)

United States 229 229 Yes 52

Germany 169 169 No 45

France 131 131 No 46

United Kingdom 154 No 53

Canada 105 105 No 42

Austria 146 146 No 49

Greece 212 212 No -

Hungary (1998) 200 200 Yes 24

Ireland 154 164 Yes 33

Luxembourg 245 245 No 57

Poland 250 250 No 34

Slovenia (1996) - No 42

Spain 219 219 No 30

Switzerland Yes 60

Source: OECD (1996)
APW = average production wage
* Indicates that the information refers to the pension scheme only; other countries' systems finance

other forms of social insurance. The table refers only to earmarked social security contributions
and does not take account of the financing of social spending from general revenues.
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Annex 2

Sri Lanka Population Pyramids

Sri Lanka: 1997
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Annex 3

Economically Active Population, by Age 1981

Wholesale

Agriculture Retail Transport, Insurance Community
Forestry Electricity Trade Storage, & Real Estate Social &

& Hunting Mining & Manufactu- Gas & Restaurants Communi- Business Personal

"Age "," Fishing Quarrying ring Construction Water & Hotels cation Services Services Unknown

"Total, 10+ 1863817 38625 416802 124746 15161 433285 198775 45460 596686 385808

10-14 19036 256 2521 130 10 3184 97 10 8548 3820

15-19 150554 3401 29837 4912 247 29995 2193 407 20641 29640

20-24 259545 8266 73682 16154 2399 62866 18752 6158 61523 59412

25-29 258165 7286 74653 20323 3093 71706 30783 11037 96664 60892

30-34 248180 6101 70181 22661 3349 72331 34596 9486 108105 57197

35-39 202269 4088 49259 17159 2002 51518 30789 5813 84411 44596

40-44 176914 3066 36111 13961 1419 38963 29054 4099 73201 35609

45-49 162819 2024 27532 11081 1036 30802 21607 3329 57492 32048

50-54 136542 1676 21804 9144 919 26885 18541 2770 47764 24616

55-59 99568 1227 13856 4713 476 18428 8448 1001 21858 16735

60-64 68377 516 8343 2170 59 12466 2186 477 7267 10515

65-69 42118 322 4830 1204 22 7547 842 328 4287 5732

"70-74 23549 128 2454 591 0 3795 323 218 2516 2908

" 75+ 15711 99 1292 260 10 2318 260 99 1900 1608

"Source: U.S. Bureau of the Census, International"
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Annex 4

Sri Lanka: Ownership of Government Debt
(Billion of Rupees at end of year)

Owner 199 1995 1996 199 1998*

Total Debt 550.9 632.0 708.4 766.1 907.4
(as % of GDP) (125.3) (94.6) (92.2) (75.5) (79.8)
Domestic Debt 249.1 285.8 349.0 383.0 446.6
(as % of TDebt) (45.2) (45.2) (49.3) (50.0) (49.2)
Banking System 100.0 113.4 103.6 102.0 100.9
Non-Bank Sector 149.1 172.4 245.5 281.0 345.6
O/w:
Savings Institutions 46.7 49.7 52.7 63.0 67.3
Insurance Funds 0.3 0.3 9.0 9.3 13.1
(as % of-DDebt) (0.1) (0.1) (2.6) (2.4) (2.9)
Provident &Pension 91.0 104.1 120.1 144.4 163.5
Funds'
(as % of DDebt) (36.5) (36.4) (34.4) (37.7) (36.6)
Priv Bus & Indiv 10.2 17.4 47.6 48.6 86.1
Foreign Debt 301.8 346.3 359.4 383.1 460.9
(as % of TDebt) (54.8) (54.8) (50.7) (50.0) (50.8)
Source: Central Bank of Sri Lanka.
* Provisional. I Trusts, Benevolent, Pension and Provident Funds and the Employees' Provident Fund.

Sri Lanka: Ownership of Treasury Bills, Treasury Bonds & Rupee Loans
(Billion of Rupees at end of year)

Owner Treasury Bills Treasury Bonds Rupee Loans

199 199 1997 1998 1997 1998

Total 115.0 120.0 10.0 48.9 239.5 250.6
Banking Sector 37.6 23.8 1.8 5.8 44.3 44.3
Non-Bank Sector 77.5 96.2 8.2 43.1 195.2 206.3

O/w:
Savings Inst 6.4 6.6 1.6 10.4 55.0 50.3
Employees' 4.0 3.0 3.1 11.9 127.8 142.8

Provident Fund
OtherProv Funds 0.1 0.2 0.0 0.1 9.5 5.5

Dep and Other 14.1 10.1 0.1 0.6 0.5 4.9
Official Funds*
Insurance and 16.0 11.5 1.9 6.9 n.a. n.a.
Finance Cos

Insurance Corp n.a. n.a. n.a. n.a. 1.5 1.8

Source: Central Bank of Sri Lanka.
* Includes the Employees' Trust Fund.
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Annex 5

Sri Lanka: Fiscal Accounts
(Percent of GDP)

1"99
1994 1995 199 1997 1998 REvised**

Total Revenue 19.0 20.4 19.0 18.5 17.3 17.7

Tax Revenue 17.2 17.8 16.9 16.0 14.5 15.1

Non Tax Rev 1.8 2.7 2.1 2.5 2.7 2.6

olw:

Social Security .15 .13 .16 .21 .28* .31
Contrib

Total Expenditure 29.5 30.5 28.4 26.4 26.4 25.5

Pub Inv/Restruct/Othe 7.2 8.1 6.3 6.4 7.4 8.0

Recurrent Expenditure 22.4 23.5 22.8 20.7 19.7 18.0

o/w:

Interest Domes Debt 8.1 5.2 5.5 5.5 4.7 4.9

Interest Foreign Debt 1.3 0.9 0.9 0.8 0.7 0.7

Defense 6.0 6.4 5.9 5.1 5.0 3.8

Pub. Service Salaries 1.7 1.2 1.4 1.3 1.3 1.2

Pensions 2.9 2.1 2.0 2.1 1.9 1.7

Budget Deficit (10.5) (10.1) (9.4) (7.9) (9.2) (7.8)

Financing 10.5 10.1 9.4 7.9 9.2 7.8

Grants 1.4 1.4 1.0 0.8 0.7 0.7

Foreign Borrowing 2.0 3.2 1.3 1.1 1.7 1.1

Domestic Borrowing 6.5 5.1 6.5 3.4 6.4 5.3

Private Proceeds 0.5 0.4 0.6 2.5 0.4 0.7

Memo Item

GDP (Rs bn) 439.6 667.8 768.1 890.3 1014.5 1137.3

Source: General Treasury.
*Provisional. "*Estimates.
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