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Abstract

The Greek pension system has been costly, complex, and distortive, which has contributed to
Greece’s fiscal problems and discouraged labor force participation. Several attempts to reform
the system faltered due to lack of implementation, pushback by vested interests, and court rulings
leading to reversals. A series of reforms introduced throughout 201517 unified benefit and
contribution rules, removed several distortions and reduced fragmentation and costs. If fully
implemented throughout the long-term, these reforms can go a long way towards enhancing the
pension system affordability. However, reforms faced setbacks and fell short of creating stronger
incentives to build long contribution histories, to deliver sustainable growth by improving the
fiscal policy mix, and to ensure fairness and equitable burden sharing across generations and
interest groups. Policy priorities should aim towards fully implementing the 2015-17 reforms
and complementing them with additional reforms to address these remaining objectives.
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REFORMING THE GREEK PENSION SYSTEM
I. BACKGROUND: EARLY PENSION REFORMS AND OUTCOMES

1. Excessive pension spending was one of the main drivers of Greece’s poor fiscal
performance prior to the crisis. During 2000-10, Greece’s pension spending increased from
close to 11 percent of GDP (below the euro-area average of 12 percent) to almost 15 percent (the
second highest in the euro area, after Italy). This represents the largest increase in relative terms
among peers, and was due to a rapid increase in nominal pensions onaccount of high wage and
price growth, combined with generous benefits (pensions were linked to the best five of the last
10 years of one’s wage history) and numerous options for early retirement along with low
actuarial reductions when retiring before statutory retirement age (providing pathways to
retirement extensively used at the time of

Pension Expenditure

crisis). As a result, the system’s deficit— (Percent of GDP)

the difference between pension benefits 8 2010 2001
and contributions—reached an estimated 16

7.3 percent of GDP by 2010, being the 1

largest contributor to the overall general
government deficit (of close to 11
percent).l Moreover, pension projections
pointed to a significant solvency problem,

prompting the OECD to describe the

Greek pension system as “a fiscal time

bomb,” as pension spending was expected s z¥on
to double by 2050, driven by rapid v
population aging and a doubling of the Source Buroser
old-age dependency ratio (OECD, 2007; EC 2009).
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2. A comprehensive reformwas undertaken in 2010 aiming to address the long-term
sustainability of the pension system. The reform aimed to contain future pension spending by
tightening eligibility conditions and introducing a less costly benefit rule for new retirees, among
others. Specifically, it set the early and statutory retirement age at 60/65 for all insured, while
increasing the required years of contributing (from 35 to 40). It also tightened early retirement
rules by introducing a comprehensive penalty for early retirement and streamlining the list of
hazardous professions entitled to early retirement options. The benefit formula was redesigned
by introducing a basic pension component (€360 per month) in addition to an earnings-related
pension with “average” accrual rates—annual proportion of pensionable earnings transformed
into a pension benefit—ranging from 0.8 to 1.5 percent of earnings, compared to 2—3 percent
before the reform, and introduced uniformly for all main pension funds (except the farmers’ fund
OGA). However, while the reform linked pensionable earnings to the lifetime earning history
(rather than the best five of the last ten years), the introduction of the non-contributory basic
pension flattened the benefit schedule and weakened contribution-benefit links. Moreover, the
reform was undermined by extensive grandfathering of previous early retirement options, which
led to a massive wave of early retirements to take advantage of the previous more generous rules.

1 This figure is likely an underestimate, as it excludes lump-sum pensions.



Finally, its key element—the unified benefit rule —set to become effective as of 2015 was
never applied.

3. Further reforms during 2011-13 sought to contain the medium-term costs of the
pension system. The reforms introduced a zero-deficit rule for auxiliary pension funds aiming to
ensure the elimination of their annual deficits, increased the early and statutory retirement ages
by a further two years (to 62 and 67, respectively), and froze the indexation of pensions
(previously linked to GDP growth and inflation) until 2016. In addition, the reforms reduced the
benefits of current retirees, including by initially reducing and subsequently eliminating the 13t
and 14" pension payments (“holiday bonuses™) and introducing a series of progressive cuts of
main and supplementary pensions above certain limits.2 However, these reforms also suffered
from serious setbacks. The zero-deficit rule was not implemented, leading to continued deficits
that had to be financed from the general budget or drawing down assets. The increase in the
retirement age lacked effectiveness due to extensive grandfathering. And the 2012-13 pension
cuts (expected to yield 2% percent of GDP in gross fiscal savings) were ruled unconstitutional by
a supreme court (Council of State, CoS) decision in 2015.3

4, Despite the successive reforms, pension spending continued to rise. Pension spending
increased from 14.8 to 17.7 percent of GDP : :
. Pension Expenditure, 2015

during 2010-2015. Although the average (Percent of GDP)
pension (calculated as the ratio of nominal fz
pension spending to the number of retirees) | .,
declined by about 8 percent during this 14
five-year period, this was not sufficient to 12
offset the decline in GDP (by around 25 10
percent), leading to an increase in pension z
spending relative to output.* While part of .
the increase could be considered cyclical, 2
as GDP is expected to recover over time, 0

. o : ERSOGE5E2 52382058828y
pension spending is also likely to grow S22%¥030g owerzIes"og
along wage growth and inflation. Taking Note: GRC- 1 geined 5 penion spending awided by poential GOF 1 3015,

into account cyclical effects (i.e. dividing
pension spending in 2015 by potential output), the increase since 2010 is smaller, at 2.0 percent

of GDP, although Greece’s pension spending still remains the highest in the euro-zone. Fouejieu
and others (2021) show that providing high returns on contributions in terms of pension benefits
was a structural feature of the Greek pension system also before the Global Financial Crisis on a
broadly comparable scale to the crisis time. Moreover, the evolution of pension spending over

2 These targeted mainly main monthly pensions above €1,300, and above €1,000 of retirees younger than 55, as well as
supplementary pensions at various ranges.

3 The CoS did not find sufficient evidence of exceptional circumstances to support the 2012 reformsand concluded thata
scientific study should have examined if the measures were “appropriate and necessary” to address the problem of sustainability
of the pension system, taking into account the effect of all measures (e.g. tax reforms, cost of goods and services etc.) on retiree’s
living standards. The CoSalso found that pension cuts applied only to certain categories of pensioners and that alternatives to
pension cuts were not sufficiently explored, thus violating the principle of equal participation in public charges and the principle
of social solidarity.

4 Relative to a no-reform scenario, the reduction in the average pension per retiree is estimated ataround 24 percent, as pensions
per retiree were projected to increase by 16 percent on the basis of the pre-reform parameters.



this period stands in sharp contrast to other spending categories—in particular investment and
discretionary spending—which were compressed significantly relative to GDP to help reduce the
fiscal deficit (along with tax rate increases).

5. While social contribution rates are above the euro-area average, contribution
revenues have been low compared to peers. Pension contribution rates for both employersand
employees, including main and supplementary pensions, stood at 26 percent in the run-up to May
2016 reforms, above the euro-area average of 21 percent. Together with high income taxes, this
adds to relatively high marginal and average tax wedges in Greece.> Nonetheless, pension
contribution revenues have been relatively low by international comparison (6% percent of GDP
compared to a euro area average of about 8 percentin 2015). This is an indication that the Greek
social security, similarly to the tax system, suffers from high rates levied on narrow bases,
eroded by low payment and collection efficiency.87 At the same time, the prolonged recession
has taken a significant toll on individuals’ incomes and their ability to support the increasing tax
and social security contribution burden, given the declining employment (by 19 percent since
2009), the high unemployment rate (25 percent at end-2015) and large wage reductions (more
than 20 percentduring 2010-15).

Public Pension Contribution Rates in the Euro Area, 2016 Pension Contributions, 2015 (Estimates)
(Percent) (Percent of GDP, excluding revenue from third parties)
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Sources: OECD (2017) Pensions at a Glance (primary); EC (2015) Aging Report. g § 9 \'/_\ g a E S ar Z n.
Note: Figures refer to mandatory public contributions. Data for Greece excludes lump-sum and dividend o z W o - -
fund contributions; data forLithuania, Latvia, Malta, The Netherlands and Cyprus come from EC (2015). Sources: 2012 and 2015 Aglng Reports and IMF staff calculations.
6. With high pension spending and low pension contribution revenues, substantial

state transfers have been needed to finance the large deficit of the pension system. Transfers

5 At 38.3 percent, the average tax wedge in Greece in 2016 for aone-earner married couple with two children and average
earnings is much higher compared to 26.6 percentin the OECD or 31 percentin the euro area. In addition to pensions this reflects
also high non-pensionsocial security contributions. These relative magnitudes are similar for atwo -earner family. While a single
person with average earnings in Greece benefits from the exceptionally generous tax credit, a single person with a higher income
is subjectto steeply increasing marginal income tax rates. Accordingto the OECD a single person receiving 67 percentabove the
average earnings faces a 56 percent marginal tax wedge, compared to 47 percentin the OECD and 53 percentin the euro area.

6 Greece has one of the highest shares of the informal economy, incidence of tax evasion, and hours per week spenton
undeclared work in the OECD (Andrews and others, 2011). Accordingto the Ministry of Labor (Artemis reports, 2014),about9
percent of audited employees and 18 percent of audited companies have not been formally declared and thus were notinsuredin
late 2014.

7 Collection rates have been only about 30-50 percent in the farmers’ fund, 55 percent in the fund for s elf-employed, and about 80
percentin the fund for doctors, lawyers and engineers. As aresult, large contribution arrears have accumulated across funds ,
especially amongthe self-employed where arrears are 4.5 times the annual revenue collected. See Selected Issues Paper (2017)
“Addressingthe Burden of Tax and Social Security Debt.”



to the pension system have risen from 7.3 percent of GDP (excluding lump-sum funds) in 2010
to more than 10% percent of GDP by end-2016.8 All main funds experienced large deficits, as in
most cases contributions cover less than

half of benefit spending, especially in State Transfers to the Public Pension System
funds in the energy and communication 2016 percent o eDP)

-
N

sectors, the navy and public 10

administration and the funds for 8

journalists, and doctors, engineers, and 6

lawyers (ETAA), whose insured enjoy 4

relatively high benefits. Atthe same time | - I I I I I I I I I T

contributions in general are low as a 0 BEEE_ -
result of, among other reasons, weak 2 et h e 2o <t r 2oy o <e o
incentives to contribute, non-compliance EEEICEFUELSZ 52853

and u nder-deCIaratlo n Of Income The Sources: 2018 Aging Report; and IMF staff calculations.

State has been mand ated to cover a" th ese Note: State transfer is defined.as a diffe.renFe betweer} penFion sper?ding and actual
. i . employer and employee pension contributions as defined in the Aging Report,
def IC |tS, along W|th Su bSld 1Z1 ng the excluding third-party revenues and non-contributory state transfers.
farmers’ fund (OGA), since insured pay

only the employees’ contribution of 7 percent (less than 10 percent of benefits).

Il. CHARACTERISTICS OF THE PENSION SYSTEMPRIOR TO THE 2015-16 REFORMS

7. Despite the reforms, the pension system remained highly fragmented (Box 1). By
end-2014, the mandatory main pension system was differentiated into seven occupational funds.
As the unified benefit rule of the 2010 reform that was set to take effectin 2015 was never
applied, the funds retained their own rules. While most supplementary or auxiliary pension funds
were merged under a single umbrella fund after the 2012 reform, they retained different degrees
of autonomy and their own benefit formulas. In addition, several lump-sumand dividend funds
provided additional benefits mostly for civil servants but also some professional groups. As a
result, close to half of pensioners received one pension, 35 percent two, and 15 percent three or
more pensions from the various funds. The pension provision consisted of multiple benefit
layers, where basic, contributory, and minimum pensions in the main funds were topped up by
auxiliary, lump-sum, dividend and/or targeted pensions (e.g. the EKAS benefit). Such degree of
fragmentation contributed to intragenerational unfairness as different interest groups were
subject to different rules and exemptions. Further, the introduction of a basic pension, various
minimum and targeted pensions, as well as a series of past progressive cuts had considerably
flattened the pension system and weakened its contribution-benefit links.

8 To capture actuarial contribution-benefit links, consistent with the EC (2012) Ageing Report and definitions of employer and
employee contributions in the subsequent Ageing Reports, the calculations exclude revenues from third-parties, government
grants, income from property as well as any legislated state transfers notin the nature of actual co ntributions. Retroactive
collections from amnesties (reaching ca % percent of GDP per year on average in Greece) are also excluded to facilitate cross-
country comparability with actuarial studies alongwith one-off bonuses or ‘social dividends’ thatin 2016 amounted to 0.4
percentof GDP. In preceding years, the state transfer to Greece exceeded 11 percent of GDP since 2016 includes a partial impact
of the 2015-16 pension reforms (see below).



Box 1. The Greek Pension System Prior to the 2015-16 Reforms

Prior to the 2016 reform, the Greek pension systemwas fragmented across occupations, types of
pensions, and benefitrules. It provided main, auxiliary, lump-sum, dividend, targeted, and social pensions as
well as other contributory welfare benefits financed through a pay-as-you-go principle. The systemwas
financedby state transfers, and in some cases by third-party charges benefitting special groups (e.g. journalists).
The benefits were provided by a number of segmented funds with their own rules:

The main pension providers comprised eight funds: 1 KA (salaried workers, includingalso sub-funds
covering Banks, TAP-DEH which isa Public electricity company, and others), PS (civil servants), OAEE
(self-employed), OGA (agricultural sector), ETAA (lawyers, doctors, and engineers), ETAP-MME
(journalists), NAT (seamen), and a fund for Bank of Greece employees.

Auxiliary (supplementary) pension funds, which in 2012 were mergedinto a single entity (ETEA)and in
2014 were transformed into a Notional Defined Contribution (NDC) system, pro-rated over defined benefit
(DB) rules for pre-2014 contribution periods. The NDC included a sustainability factor thatundera full
pay-as-you-go principle required maintaininga zero deficit every year; however, the zero-deficit rule was
notimplemented.

Greece’s pension benefits consisted of the following components:

Basic pension: introduced with the2010 law as part ofthe main pension formula at a fixed level of €360
permonthavailable to allwho were eligible to a pension.

Contributory pension: the earnings-related componentof main pensions calculated through a defined
benefit (DB) formula. The accrual rates—annual share of pensionable earnings transformed intoa pension
benefit—varied widely across funds between 2 and 3 percent prior to the 2010 reforms, and between 0.8
and 1.5 percent, depending on years of insurance, after thereform.

Guaranteed contributory pension (minimum pension): a pension benefit floor applied to themain (sum of
basic and contributory) pensions. In the main pension fund IKA this floor was €487—€600 depending on
family size. Supplementary pensions, lump-sum pensions and a solidarity grant were provided in addition to
the guaranteed contributory pension.

Auxiliary or supplementary pensions: followed theirown DB rules often subjectto separate minimum
pension limits with an eligibility linked to the main pension provision.

Lump-sum and dividend pensions provided additional layers of contributory benefits mostly to civil
servants andselected categories of professionals/ self-employed.

EKAS pension supplement: a means-tested solidarity grant provided tothose who already qualified foran
insurance pensionup to a ceilingof €850 permonthand pension income of €767 per month, in monthly
payments ranging from €30 to€230. The guaranteed contributory pension topped up with EKAS thus
exceeded the minimum wage of €684.

Social pension: a means-tested welfare benefit of €360 per month provided toelderly at67 years of age
who had not fulfilled the eligibility conditions for a social insurance pension. In 2017, the number of

beneficiaries was about 26,000, with anannual cost of €112 million.

Other pension benefits provided by the social security funds included summer camps, temporary
accommodations to seamen etc.




8. Moreover, nominal pensions in Greece remained relatively generous by
international standards, despite lower productivity. Despite reductions in pensions due to the
reforms, the average old-age pension in Greece at end-2015 (the ratio of total monthly pension
spending to the total number of retirees) was estimated at €978 (IDIKA, 2015) similar to the
euro-area average, once it is adjusted for purchasing power parity (PPP).° However, in Greece,
pensions are granted at younger ages and based on shorter contribution periods, and productivity

has lagged that of peer countries. For

example, while pension benefits in

Comparison of Greek and German Pension Systems

(Monthly amounts in Euros, unless stated otherwise)

Greece in 2014-15 (based on

comparable PPP data) were almost
identical to those in Germany, in
Greece average wages and
productivity were less than half of
those in Germany (about half of euro
area average) and workers in Greece
retired on average 5 years earlier
(text table). Furthermore, Fouejieu
and others (2021) show that, on

Germany Greece
Standard Pension ("Eckpension”) in 2014 1,287 1,152
Average pension (comparable data) in 2015 1,285 971
Average pension (comparable in PPS terms) in 2015 1,282 1,200
GDP per capita (2015) 3,108 1,358
Average wage (2015) 3,131 1,429

Ratio of standard pension to average wage
Ratio of average pension to average wage

Minimum pension
Effective retirement age (new old age pension) 64 59
Average contributory period (new pensions, 2010) 36.3

41%
41%

N/A >486 + EKAS

81%
68%

29.3

average, cohorts in Greece who
retired around this time received
lifetime benefits that in present value
terms exceeded lifetime contributions

Sources: Eurostat, OECD, Social Security Administration, Bundesversicherungsamt (2014),
IDIKA, EC 2012 and 2015 Aging Reports, and staff calculations.

Note: the Standard pension is calculated for an average wage earner with 45 years of
insurance retiring at 65 years of age. It provides a useful benchmark to compare pension
benefits without differences in actual retirement ages and contribution years.

by more than four-fold. The pension system thus remained far from being sustainable and

actuarially fair.

9. The generosity of pensions is also reflected in the replacement rate, which has
remained high in Greece relative to peers. The gross replacement rate (the ratio of the average
pension of new retirees to the average wage at retirement) was about 81 percent at end-2013, the

highest in the euro-area, and almost 30
percentage points higher than the euro-area
average. This illustrates the relative
generosity of pension benefits relative to
what retirees earned prior to retirement,
suggesting that strong incentives to retire
remained even after the 201012 reforms.
Another metric is the economic benefit rate
(pension spending per individuals aged 65
and older relative to GDP per working age
population), which was 54 percent compared
to a euro area average of 43 percent. This
indicator suggests that benefits per retiree in

Gross Replacement Rates and Economic Benefit Rates, 2013

(Percent)
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Gross replacement rate
Sources: Eurostat, 2015 Aging Report, and IMF staff calculations.
Note: Gross replacement rate is a ratio of the average first pension to the average
wage at retirement. Economic benefit rate is defined as a ratio of pension spending
per individual aged 65 and older to GDP per working aged population.

® The analysis here and throughout this paper refers only to public pension provision. Private or occupational
pensionsare excluded, as they are generally fully funded, not mandatory, and do notreplacethe coverage of public
pensions. Thus, private pensions do not burden public finances directly, and private contributions do not constitute a

revenue forthe general government.
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Greece remained relatively high compared to the economic resources available to the workforce
supporting the retirees.

10. A corollary of generous pensions relative to wages is that the poverty rate among
pensioners has declined, while that for the working-age individuals has increased, pointing
to an unequal distribution of the adjustment burden. Despite the income losses among
retirees noted above, pensionersin Greece carry the lowest risk of poverty within the Greek
population. In particular, the poverty rate for retirees has declined by more than 9 percentage

points since 2010 to 9.7 percent at end-2016,

Poverty Rate

bEIOW the euro area average (Of 130 percent), (Percent of total population)
and well below 18 percentin Germany. If one | 3°
accounts for the very high share of home 25

ownership of the elderly population (84
percentin Greece compared to 53 percentin
Germany), the poverty of pensionerswould

20

be even smaller (OECD, 2013). In contrast, 10
the brunt of the adjustment has been borne by s — Retired in Greece - =-Retired in Euro Area
the Working-age pOpUIatlon, whose poverty —65 or less in Greece —65 or less in Euro Area

. 0
rate has increased to 23.5 percentat end- 2005 2008 2010 2013 2016
2015, well above the euro-areaaverage of Source: Eurostat.

Note: share of population below 60 percent of median equivalized income

182 percent after social transfers.
11. In addition, minimum pensions remained generous by international standards,

curtailing incentives to work and contribute. Targeted and minimum pensions aim at
guaranteeing a minimum standard of living after retirement but can be costly and are also some
of the most important determinants of labor market incentives. In Greece, the minimum pension
amounted to €5,844-€8,400 annually, exceeding the standard poverty threshold of €4,500 (EU-
SILC, 2016), and being among the highest in the euro area.1%n addition, Greek pensioners were
eligible to receive a means-tested solidarity top-up benefit from EKAS if their income was below
€9,200 per annum, that is almost twice as

Iarge as the poverty threshold and above the Coverage of Minimum Pensions as a Share of Population
minimum wage (€7,963). In comparison, in A(?Rid 65”"“‘?””_
Germany, the income eligibility threshold for | err m—

means-tested pensions was about ¥ of the o —

2013 poverty level of €11,749—that is A

below the EKAS eligibility threshold in o —

Greece—with no minimum limit on st =

contributory pensions. As such, a minimum sl M ¥ Targeted

wage earner in Greece contributing for 15 il Minimum contributory
years would have received a guaranteed svk H

pension similar to the pension received bya | °® "

retiree who worked and contributed for 31 Sourcz: 0ECD @01 ;0 pensions af: Glance” * . e

years and would thus have no incentive to

10 n the euro area, minimum pension and safety net protection is in the range of 50-80 percent of the poverty threshold (World
Bank, 2013a,b; MISSOC 2016 comparative tables on social protection).
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contribute beyond the minimum 15 years. Greece stood out in the euro area as the country with
the highest ratio of the elderly receiving minimum pensions. 11

12.  Asa result, retirement with few years of contributions remained prevalent. Despite
the increase in the early and standard statutory retirement ages to 62 and 67 years, respectively,
the average retirement age of old-age retirees fell to 59 years. This reflects the fact that vested
rights were protected under all previous reforms by grandfathering those insured with accrued
rights to retire (those fulfilling either the

retirement age or years of contributions Retirement by Years of Insurance, 2015
requirements). Consequently, the distributionof | ,, "

retirement applications in Greece atend-2015 1

remained skewed toward few years of formal 1

work, with a spike at 15 years (14 percent of 10

total applications) required to qualify for an old- 8

age pension, and about half of retirement 6
applications made by 26 years of contributions.
Only about ¥ of applications were made after 35

4
years of contributions—the required contribution | o IIIIIIIIIIIIIIIIIII‘III“---_-

)

period in the past—and a small fraction were 1: v ;9 2 I;fKAzsdzl;Fzgff“I T? B33 AT 84
- ources: Sources: , an staff calculations.

made after the post-2010 requirement of

40 years.

13. Incentives to contribute have been particularly weak for the self-employed. Even
after the 2010-12 reforms, the contributions of the self-employed continued to be based on
assessed earnings (notional income based on number of years of experience) instead of on actual
earnings.12 This meant that for the young self-employed with short experience history (evenin
lucrative professions), the base for calculating

H H P Revenue Productivity of Self-Employed, 2016
benefits was similar to the minimum wage, oo ey ploy
implying pension rights much below the 160

« a . . - 140
minimum pensions at minimum required 15 0
years of insurance, and thus creating incentives 100

to minimize contribution payments and o

histories. But also the more experienced and “ .IIIIIII

higher income professionals who cannot build 0 .

up their pension rights based on their actual g0 E 2 EEZ3EEO2 2

earnlngs Canhave Strongerlncentlves to ) . Sources: OECD; and IMF staff calculations.
u nderreport income to avoid taxation or find it 1/ 2/ Data as of 2014 or 2015 due to availability, respectively.

Note: revenue productivity is calculated as a ratio between the share of
contributions paid by self-employed in total contributions and the share of self-
employmentin total civilian employment.

o

GRC 1/
SVK 2/

11 Gruber and Wise (2004) and others show that financial incentives for continued work and early retirement options are the
strongest determinants of labor force participation amongelderly workers. Jiménez-Martin and Sdnchez Martin (2007) and
Jiménez-Martin (2014) find evidence that generous retirement protection increases early retirement probabilities and results in
fewer working hours. Joubert (2015) has shown that more generous minimum pension guarantees lead to a significant reduction
in labor force participation at older ages and transfer of workers towards informality or home production, especially for women.

12 The main fund for self-employed (OAEE) had 14 notional income classes, with ¥ of insured qualifying for the lowest notional

income class (€763 per month) and % for the four lower income classes (up to €1,213 per month). The minimumnotional income
scales in other funds for self-employed (OGA, TSAY, TSMEDE, TAN-TEAD) are even lower, ranging from €487 to €693 per
month.
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beneficial to operate in the shadow economy. 13 As a result, and in addition to exemptions most
notably provided to farmers and newly insured professionals, the share of social contributions
paid by self-employed (16 percent) is less than half of the share of self-employed in the economy
(35 percent of total employment), resulting in one of the lowest “revenue productivities” of self-
employed in the euro zone.

I11l. REFORM OBJECTIVESAND RESULTS
A. The 2015-16 Pension Reforms

14, In 2015-16, the authorities renewed the reform efforts, seeking to address the
structural deficiencies in the pension system and reduce its medium-and long-term costs.
The main structural changes aimed at, inter alia: (i) tightening early retirement rules; (ii)

harmoniZing the main penSion Estimated Fiscal Savings from the 2015-16 Pension Reforms
benefitrules, including to (Percent of GDP)
address the CoS ruling; (iii) 2015 2016 2017 2018
phasing out the solidarity grant  |rora 02 07 12 15
EKAS; (IV) putting auxiliary, Benefits 0.0 0.3 0.7 1.0
d |V|d en d , and |U m p_su m fundS Tightlening early‘retire'merft rules 0.0 0.0 0.1 0.1
. . . Phasing out social solidarity grant EKAS 0.0 0.3 0.4
on more SUStaInabIe fOOtmg, (V) Main pension benefit reform 0.0 0.1 0.2
harmon|2|ng Cont“but'on rules’ Summplementary, lump-sum, and dividend fund reforms 0.2 0.2 0.2
and (Vl) Consolidating the main Other (incl. wider eligibility for social pension, lower ceiling) 0.0 0.0 0.0
" Contributions 0.1 0.4 0.5 0.5
penSIOl’] fU I’ldS The refOI’mS aISO Raising health contributions for retirees 0.1 0.3 0.3 03
almed to aChleve fISC&| SaVingS Harmonizing contribution rules and base 0.0 0.0 0.0
Temporary increace by 1/0.5 pp in supplementary contributions 0.1 0.2 0.2
Of abOUt 1]/2 percent Of GDP by Source: IMF staff estimates.

2018 (IMF, 2017a,b)*.

15.  The reformoverhauled early retirement rules. To contain the excessive
grandfathering of retirement rights allowed under the previous reforms, the authorities required a
gradual convergence by 2022 of all existing grandfathered retirement ages toward 67 years (or
62 years with 40 years of contributions).® It also increased the benefit discount for each year of
early retirement from 6 to 16 percent for those affected by the reform and abolished mandatory
retirement of civil servants. However, the reform was not able to change the eligibility to retire at
earlier ages for those who by 2015 had reached both the required retirement age and years of
insurance (vested rights) and did not eliminate grandfathering on the basis of years of insurance,
thus exempting a large number (up to %) of civil servants with a short period of service.

16. It also harmonized the main pension benefit rules. The reform introduced a single
uniform benefit rule for both existing and new retirees in the spirit of the 2010 law, consisting of
basic and contributory components. The basic pension component was increased from €360 to

13 Artavanis etal. (2015) estimate, based on household credit microdata, that self-employed in Greece do notreport about 45
percent of their income. They also find that tax evasion in Greece is concentrated among highly educated and high -income
professionssuch as doctors, engineers, lawyers, accountants, educational service providers, and financial service agents. Tax
evasion amongself-employed in Greece does not only take the form of underreportingbutalso over expensing through
“miscellaneous” expenses that sometimes can form up to half of their total costs.

14 The figures in the text table correspond to IMF Staff estimates at the time when reforms were legislated.

15 Arduous and hazardous workers, disabled, survivors, and some vulnerable groups could still retire at earlier ages.
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€384 per month at 20 years of insurance (corresponding to the 2014 poverty level)*. To
compensate for the increased cost, the new benefit formula for contributory pensions was based
on lower marginal accrual rates (in the range of 0.77 to 2 percent, depending on years of
insurance). For new retirees, the new benefit rule is applied without pro-rating over the previous
more generous rules. For existing retirees, the main pensions were frozen at the end-2014 level
(pre-dating the 2015 CoS ruling) to maintain the savings achieved from the 2012 cuts. The freeze
implies that in cases where the new benefit formula suggests a pension lower than the end-2014
level, the paid-out pension remainsunchanged, and the resulting notional “negative difference”
with the formula-implied level will be eroded only gradually through indexation. In other words,
current pensionerswould not suffer additional reductions in main pensions even if the new
formula suggests otherwise but would also not see their nominal pensions increasing as long as
the new formula-implied benefit remains below the end-2014 pension level (about 1.4 million
current pensionersfall into this category). Any “positive differences”—i.e. where the formula-
implied pension payment would be higher than the end-2014 benefit level—were set to be
eliminated over 5 years in equal steps starting from 20109.

17.  The reform transformed the system of basic, minimum guaranteed, and targeted
pensions. With a higher basic pension, the minimum guaranteed pension limits became
redundant and were eliminated for all retirees across all funds, except those with work-related
disabilities.'” Importantly, the authorities started to phase out the noncontributory solidarity grant
EKAS (implying also abolition of associated non-pension benefits such as lower pharmaceutical
copayments) by end-2019 that distorted incentives to retire and was not compatible with the
contributory insurance-based system. However, they subsequently provided several fragmented
forms of compensation to those beneficiaries who lost EKAS in 2016 and distributed a “bonus”
for 2017 to retirees with pension benefit below €850 per month as the sole income criterion,
which is the pre-reform limit for payments of EKAS, in effect neutralizing the impact of the
reform in 2016-17.

18.  Principles of pensionable earnings and valorization were significantly revised. The
reforms retained the important principle of the 2010 law to relate pensions to life-time earnings,
though, since the electronic records are predominantly available since 2002, this objective will
be achieved only gradually. Crucially, the valorization of pensionable earnings was changed
from inflation to nominal wages, which, while increasing replacement rates and benefits in the
long-run, is fairer, more equitable, and in line with best practices. In early 2017 the move from
inflation to wage valorization was postponed until 2021.

19.  Measures were taken to reduce the medium-term deficit of supplementary pensions.
The authorities legislated selective cuts of supplementary pensions for pensioners with total
(main plus supplementary) pension benefits above €1,300 per month, affecting about 200,000
currentretirees and froze supplementary pensions as long as the funds remain in deficit. These
cuts were calculated based on a unified 0.45 percent accrual rate applied on pensionable earnings

16 The basic pension was renamed as national pension, and the benefit level of €384 per month is reduced by 2 percentage points
for each year below 20 years of contributions. The minimum contribution for eligibility remained at 15 years at which point the
basic pension reduces to €345.6 per month. The benefit level will be indexed to the general pension indexation rule, when the
current freeze is lifted.

17 In 2021 minimum guaranteed pension limits were reintroduced for writers, artists, and National Resistance veterans.
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up to end-2014; beyond that the NDC formulae as introduced with the 2012 reform applies.
Below €1,300 monthly benefits, notional “positive” and “negative” differences against the new
formula-implied benefits were created. However, since these measureswere insufficient to close
the deficit in supplementary funds (which amounted to about 0.4 percent of GDP atend-2015),
the authorities also temporarily increased supplementary social security contribution rates by 1
percentage point until May 2019, when this increase will be phased out, and pledged to use the
assets of the supplementary fund to cover remaining deficits. The increase in the contribution
rates rolls back previous attempts to reduce it. It also generates additional pension entitlements,
given that supplementary funds operate undera notional defined contribution (NDC) regime. 18

20.  Benefit rules for several other pension components were streamlined and
harmonized across categories. Accrual rates in dividend funds were reduced to 0.215 percent
for all retirees with automatic adjustment mechanism to eliminate any annual deficits.
Replacement rates were harmonized and reduced across all lump-sum funds to 60 percent with
full earnings valorization for insurance years up to 2013 and NDC beyond that. Child and spouse
bonuses provided through the pension system were abolished for new retirees, harmonizing the
treatment with general family benefits. An age requirement of 55 years was introduced for the
surviving spouse to be entitled to a permanent survivor pension; below that age, survivor
pensions were limited to 3 years (nevertheless, 2-year contribution subsidy was allowed within 5
years from the gathering of temporary survivor pension). Disability pensions were fully shielded
from cuts with a requirement to introduce revised unified benefit rules. Any preretirement
pensions were abolished for new retireesand recalibrated for existing retirees, multiple basic
pensions were abolished, and spending ceilings were abolished for new retirees while
temporarily lowered for pensions in payment until end-2018 (in expectation of recalibration of
existing pensions).

21.  The reformsought to harmonize pension and health contribution rates as well as
contribution bases for the self-employed. Main pension contributions were harmonized at 20
percent for all employees (implying an increase for farmers by13 percentage points over five
years), and health contribution rates for retirees were increased to 6 percent (from 4 percent in
the main funds and 0 percent in the supplementary funds). Ceilings for monthly earnings to
calculate contributions were increased slightly to €5,860.8 (10 times the minimum wage) and
harmonized for all insured. Importantly, the reform transformed the social security contribution
base for self-employed from notional to actual earnings, subject to a minimum income limit, 1°
and eliminated all third-party charges (nuisance charges) previously used to predominantly
finance the deficits of pension funds for the self-employed, but also of other categories such as
employees of ports and oil companies, municipal workers, policemen etc. However, the reform
did not fully eliminate existing exemptions for vested interest groups (e.g. lawyers, doctors,
engineers and other highly qualified self-employed), who still benefit from reduced rates and

18 In the NDC scheme the higher contribution rate feeds into accumulated notional capital that in turn determines the pension
benefitat retirement.

19 This limit was applicable only to the self-employed and is equal to the minimum salary of an unmarried employee above 25
years of age, which at the time of reforms amounted to €586 per month.
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from a 30 percent discount on the minimum earnings limit (the latter also applies to farmers).20
The contributions base for self-employed was initially set lower compared to salaried workers
net of social contributions (later changed to gross of social contributions for 2018 and 2019), and
pension benefits for the self-employed accrue even if they do not stay current with their
contribution obligations.?! Such exemptions for the self-employed are not common practice in
other euro area countries, and risk perpetuating both the financial imbalances of the pension
funds and the perception of lack of fairness of the systemas a whole.

22.  Finally, an ambitious agenda was set for digitalization, transparency, and
administrative merger of funds. The Greek pension system stood out as one of the most
inefficient in Europe with high administrative costs. To reduce these costs and create economies
of scale, a single unified pension fund (EFKA) was created for all retirees with single
management and administrative functions. All other funds (except non-pension activities of
OGA and NAT as well as dividend funds for civil servants) and their existing governance and
management arrangements were set to be abolished. Electronic records were set to be created for
both new retirees—to facilitate the recalibration—and existing retirees—to minimize errors,
speed up the processing of pensions, and eliminate the vast backlog of unpaid pension
obligations.

23.  These measures, if fully implemented, would lower the pension expenditure toward
the European average in the long run. However, the pension system would remain costly, in
particular during the transition period, distortive, and subject to legal uncertainties:

e Medium- run implications. Despite aiming to achieve savings of 1% percent of GDP by
2018, the reform still left a significant pension system deficit (7-8 percent of GDP) over the
medium-term, after the output gap closes, which is still far above the euro-areaaverage. This
will continue to consume resources from the general budget, preventing the government to
reallocate spending to other priorities, such as public investment, targeted social welfare, and
other essential public services such as health care.

e Long-run implications. The 2018 Ageing Report (EC, 2018) that incorporates the full scale
of 2015-17 reforms projects the Greek pension expenditure to decline to 13 percent of GDP
by 2040 and further to 11% percent of GDP by 2060 (Box 2). While the introduction of the
new (higher) national pension led to an increase in the benefit rate—the ratio of average
pension benefits to average wages—by more than 1% percentage points on average (3%
percentage points for a minimum wage earner) compared to the pre-reform regime, the
overall impact of the reforms is expected to reduce steady-state replacement rates (average
pensions relative to pensionable wages) by about 4.4 percentage points. These savings would

20 These categories are allowed to pay 14 percent for the first 2 years and 17 percent for the next 3 years, with the remaining
amount up to harmonized 20 percent rate payable fully at the completion of 15 years of insurance or in annual payments of one -
fifth of the outstanding debt per year upon reachinga preset high income level of €18,000. The 30 percent discount is applied on
the minimum income level on which contributions are paid, reducing it from €586 to €410 per month. The old—more generous
rules—remain in force for seamen.

21 This implies that the period when one is in arrears is counted as pensionable earnings up to a limit, and will add to pension
rights, leading to higher pensions (at increasing marginal accrual rates). The contribution arrears are to be withheld from pensions
at the time of retirement. The contribution arrears of self-employed (OAEE, ETAA, and OGA) reached 5.3 percent of GDP in
2015.
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then be offset by moving from price to 2016 Reform: Change in long-run replacement rates
wage valorization that in the steady-state, (Fercentage points)

and under staff long-term economic
projections (see IMF, 2017b), canadd 5-6
percentage points to gross replacement
rates of an average earner around 33-36
years of full service immediately before
retirement.? The long-run savings
therefore crucially depend on restrictions
on eligibility and clean-up of other
components of the pension system. o E salf clcuations

Note: Steady-state reform impact of a unified main benefit formula againstthe 2010 reformand full
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implementation of 2010-2012 cuts. The replacementrate is defined as a ratio of calculated pension

Nevertheless, , even if all reforms were banefitto pensionablewage.

fully implemented as captured in the 2018

Aging Report, in the long-run steady state Greek pension system would still require about 4
percent of GDP in state transfers and provide lifetime benefits that exceed lifetime
contributions by about 1.5-1.7 times, falling short of sustainability (Fouejieu and others,
2021).

e Incentives to contribute. At the same time the combination of higher national pension and
lower accrual rates imply much flatter — _ —
penSion beneﬁt profile and a Worsening Of (p“/:_xlr?;;:um Pension Income Provision in the Euro Area
2EP

contribution-benefit links, with adverse 140
implications for labor force participation.3 | '*°

100

Moreover, the combined national and 0
contributory benefitat 15 years of 0
insurance still provides a generous 0
minimum pension guarantee (estimated at 0
0

5z™

NN O ®

g 50 N
LLa%IDmu" o3

around 115 percent of the poverty YERZO3E55553 z S5z
= 2352 = 583
threShOId’ Compared to aeuro-area average Sources: EC-SPC (2015), and IMF Staff Calculations.
Of arou nd 70 percent’ as noted |n EC-SPC Note: Minimum Pensions as calculated in the 2015 Pension Adequacy Report
- . .- as a share of poverty threshold. For Greece, sum of basic and contributory
2015&, b) . Th IS I’elnfOI’CGS EXIStIng pensions under 2016 reform at minimum required 15 years of insurance as a

share of poverty threshold.

incentives to retire at short careers.

e Fairness. The fiscal adjustment delivered by the main pension recalibration and
supplementary benefit reductions is largely borne by new generations of retirees with longer
careers. In contrast, individuals with shorter careers (e.g. around 20 years) can see their
future replacement rates and average pensions even increasing. Moreover, the main pensions
of current retirees were protected through the pension freeze, exacerbating already large

22 Apolition of minimum pensions is assumed not to affect these results, since the 2010 law set the minimum threshold at 15 daily
wages of an unskilled worker (€392.7 per month according to the last collective labor agreement) that is less than the sum of
basic and contributory pensions at 15 years of insurance (under wage indexation) and is therefore assumed to be non-binding at
the steady state. Gross replacement rates for an average earner reported in OECD (2013) and OECD (2017)—after 2010 and
2015-16 reforms, respectively—are also similar in the order of 54 percent.

23 With weaker links between earnings and benefits, contributions are perceived as distortive labortaxes thatimpinge on
employmentincentives, rather than deferred savings (IMF 2012; Disney etal., 2004). Progressive accrual rates that value
additional years of work more than previous years are very rare in practice. In Greece the 2010 reform introduced such
progressivity to “offset” already back then the high flat basic pension granted to everybody notwithstandingtheir income level.
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inter-generational imbalances. Finally, as noted above, specific interest groups continue to
benefit from exemptionsand special treatment and the system remains actuarially unfair.

e Risks. In 2015, the Council of State (CoS) ruled the 2012 cuts in pension benefits
unconstitutional. While the number of pensioners eligible for retroactive compensation under
the ruling was limited according to the initial decision, ongoing court procedures and new
challenges for extending the eligibility and compensation period could still result in large
retroactive payments. A recent CoS “pilot” trial was expected to clarify unresolved issues
regarding retroactive payments (such as the number of beneficiaries and exact eligibility
period) related to the 2015 decision.?* Following its issuance in July 2020, the government
ordered retroactive payments covering an 11-month period to all pensioners (private and
public sector) amounting to almost 1 percent of GDP.* These payments, however, exclude
holiday bonuses and supplementary pensions with varying opinions as per whether the
government order fully complies with the court’s verdict. Therefore, new claims cannot be
ruled out going forward. The 2016 reform was also subject to legal uncertainties, as it
preserved the structure of the 2012 cuts, which had been ruled unconstitutional in 2015, and
added new progressive cuts on some of the same groups of retirees. A CoS ruling issued in
October 2019 appears to have contained this risk. The court ruled in favor of the merger of
social security funds into the new single entity (EFKA) and the recalculation of pension
benefits foreseenin the 2016 reform. However, the ruling also requested adjustments to both
contribution and pension benefit levels that will result in higher costs over the longer run. It
also called for an adjustment of pension contributions for the self-employed (previously
harmonized with private-sector employees” contributions).

B. The 2017 Reforms

24.  The 2017 reform package that aimed to rebalance the fiscal policy mix to support
growth and social inclusion was not implemented. The reform strategy consisted of pre-
legislating a package of fiscal measures, including further permanent pension reforms, which
were scheduled to take effect from 2019 after the output gap was expected to have narrowed
substantially. The implementation of the pre-legislated measures would have created fiscal space
for more targeted social spending, investment, ALMPs, and tax cuts, while still respecting the
ambitious medium-term primary surplus target of 3.5 percent of GDP.%* The relevant provisions
were subsequently abolished in December 2018, a few days before their scheduled entry into
effect.

24 The concept of “pilot trials” was introduced in the Greek legal system in 2010. It means that the effects of the decision will
apply notonly to claimants but will have an across-the-board application. In this instance, the pilot trial approach was chosen as
there are numerous similar appeals pendingacross various levels of the Greek judicial system.

%5 The 11-month period corresponds to the period between the issuance of the initial 2015 CoS decision (in June 2015) and the
time the 2016 reform came into effect (in May 2016). The court considered that the State failed to comply with its decision
duringthis period.

26 |MF (2018) country report provides details on the reform principles.
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25.  The 2017 pension reform would have affected existing retirees, delivering net
savings of 1 percent of GDP. The reforms, legislated to take effect from January 1, 2019, would
have extended the 2016 main and supplementary pension benefit rules to all existing retirees,
directly recalibrating their current pensions without transitional arrangements (thus eliminating
the aforementioned notional “negative” personal differences). Reductions either in main or
supplementary pension benefits (separately, including family allowances) were cappedat 18
percent. For main pensions, cuts would have affected about 1.4 million pensioners (about 70
percent of the pensionersin 2015), and the average decline for those with “negative” differences
would have been around 14 percent. The inflation indexation suspension for all pensions
extended until end-2022 was retained.

26.  Extending the new pension benefit rules to existing retirees would have improved
the fairness of the pension system. As shown in the text chart, the unconditional recalibration
of existing old-age pensions would result in larger cuts for high-income retirees with shorter
years of contributions while slightly increasing pension benefits for lower-end pensioners with
higher years of contributions. Also, the application of a new single benefit formula would lead to
higher cuts to those retired under more generous former pension funds, improving intra-
generational fairness in sharing the fiscal adjustment burden. However, the 18 percent cap on
pension reductions lowered the re-distributional impact by limiting benefit reductions at the
upper end of the distribution.

Personal Difference by Contribution Year by Pension level Personal Difference by Contribution Year by Pension level (18% Cap)
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27.  The reform would have been accompanied by further changes to the minimum
pensions and family benefits. In line with the direct recalibration of pensions, the past generous
family bonuses still granted to existing retirees would also have been eliminated, allowing
harmonization of family benefit rules with new retirees. However, this reform was abolished
before its entry into effect. At the same time, a minimum was introduced for survivors’ pensions
equivalent to the national pension of the main pension system at €384 at 20 years of insurance of
the deceased with a floor of €360 at 15 years of insurance.

28.  The pre-legislated pension cuts would have allowed faster convergence to the lower
long-run level of pension expenditure and fairer treatment of generations. The paths with
and without the pre-legislated pension recalibration would converge eventually (with the 4-year
indexation freeze in both cases), meaning that the 2017 reform would have had little impact on
long-run pension expenditure. However, the reform would have eliminated the negative
differences upfront, thus freeing up fiscal space cumulating to about 10 percent of GDP over 20
years during the transition period and ultimately enhancing intergenerational fairness of reforms
through more equitable burden sharing. This additional fiscal space would have financed the
rebalancing of the fiscal mix toward growth and social inclusion, helping finance direct tax
reductions and more targeted social spending while honoring the ambitious medium-term
primary balance targets.

C. Post-program developments

29. In addition to the cancellation of the 2017 reform, program exit was accompanied
by rollbacks of several other pension-related reforms. In 2018, pension contributions were
reduced (by ca %) t013.33 percent for the self-employed and professionals, and 12 percent for
farmers, in some cases retroactively for 2017. In addition, a temporary 50 percent subsidy on
employers' contributions to pensions for the youth was introduced. Earlier reforms to survivors’
pensions were also reversed in 2019 by reinstating the previous benefit level (70 percent of the
deceased’s pension instead of 50 percent) and relaxing age-related eligibility criteria. An
“Easter” pension bonus (13" month payment) was reintroduced as a permanent measure in May
2019 for about 2.5 million pensioners. The measure (which had been abolished in 2012) cost
approximately €900 million or 0.5 percent of GDP annually.

30. A new pension law adjusted elements of the 2016 reform to address a recent CoS
ruling. A CoS decision issued in October

2019 called for adjustments to the 2016 law. Projection of Pension Expenditure in Greece and Euro
Even though the impact of the ruling was ﬁ;ea in 2016-2070 (Percent of GDP)

smaller than originally anticipated, the court A == With prelegislated cuts
called for adjustments in three important
areas: (i) to increase spending on
supplementary pensions (as 2016 cuts were
deemed unconstitutional); (ii) to increase
replacement rates for main pensions for
retirees with longer contributory periods
(that were deemed too low); and, (iii) to B "
adjust social security contributions for the 10 10
self-employed (previously harmonized with

17 \ —Greek compromise proposal* 2015-16 reforms 17
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private-sector employees’ contributions). The new pension law adopted in February 2020
addressed these points by applying higher accrual rates for workers with longer contributory
periods, by restoring the level of supplementary pensions to the level mandated by the court and
by modifying the social security contribution system for the self-employed, effectively de-
linking it from income and offering a menu of contribution and benefit scales instead (thus, re-
introducing fragmentation into the system). The Easter bonus which had been restored in the
previous year was abolished, in order to partially finance the higher main and supplementary
pensions resulting from this ruling. The annual cost of the court ruling, initially estimated around
0.2 percent of GDP, will rise gradually over time, hitting 0.5 percent of GDP in the late 2040s
and eventually reaching 0.7 percent of GDP in 2070. The text chart presents updated pension
expenditure projections including the effect of the 2020 pension law.

31. Medium and long-term costs may increase further in the future. The 2021 Ageing
Report (EC, 2021) that incorporates also the post-program developments projects both annual
pension spending as well as contributions to increase by about 1 percent of GDP in the long run
(vis-a-vis the 2018 Ageing Report projections), leaving the annual deficit on the order of 4
percent of GDP. Transitional costs will increase in the event that the government proceeds with
its plans to introduce a three-pillar system, transforming the supplementary pension funds for the
newly insured froma pay-as-you-go into a fully-funded scheme and introducing private
insurance. The government hasalso committed to a gradual reduction in social security
contributions by 5 percentage points during 2020-2023.% Furthermore, while legal risks have
decreased, they have not been entirely eliminated as the pilot trial decision on the 2015 reformis
still pending and new challenges continuously emerge.

27 Out of the announced 5 percentage point reduction in social security contributions, 0.9 percentage points has been in effect as
of June 2020, and additional 3 percentage point reduction was legislated for 2021 and announced for 2022. These reductions thus
far do not concern pension contributions.
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Box 2. Long-Term Pension Spending Projections

The 2015-2017 pension reforms have a potential to significantly improvethe affordability of the Greek
pension system. The gross replacement rates of old- AWG Pension Spending Projections
age main pensions, the largestcomponent of the (in percent of GDP)

pension system, remain broadly comparable to those
underthe 2010reform, as thereductionsin accrual
ratesare offset bya shiftfroma price to wage
valorization (see section I11.A.). The medium-term and 1>

long-term savings comparedto 2010 reform depend 10
crucially on the recalibration of existing pensions

8
(subsequently cancelled), restricting the pathways to 6
early retirement and linking the retirementage to life ‘2‘ —AWG 2018
expectancy, and streamlining the several excesses 0

—AWG 2015

==-AWG 2021

throughout the system. If fully implemented, this 2010 2015 2020 2025 2030 2035 2040 2045 2050 2055 2060
constitutesan im presslve effort to brlng Greece’s Sources: 2015, 2018 and 2021 Ageing Reports and IMF staff calculations.

. Lo . . Agei i ion projecti lude lump-
pension spendingin line with the rest of the Europe. enioneeina Working Group (AWG) pension projections exclud lump-surm

Implementation of 2015-17 reforms still carries several risks, highlighting the importance notto deviate
from the set reform path. The implementation risks predominantly concern the following aspects:

Reversals: abolishing pre-legislated recalibration of pensions (2017 reform), non-implementation of
harmonizationof contributionrules, and increased accrual rates will increase the expected spending profile
(not bound by benefit ceilings) and limit options for growth-enhancing and socially inclusive rebalancing of
fiscal policy mix.

National pension: the pension benefits, including the national pension, are indexed to inflation and last
year’sreal GDP growth in equal proportions though cannotexceedtherate of inflation. Asa result, in long-
term projections the national pensionas a ratio to GDP would be gradually deflated, leading to about 1%
percent of GDP in savings until2060. Amore prudent assumption as upheldin actuarial projections of
some other countries in similar situations would be to base long-term projections of national pensions to
wage indexation.

Labor market exitage: improvement in the labor marketwould allowthe pension spending to declineby
closeto 5 percent of GDP in the longrun, supported by linking the retirement age to life expectancy. With
thisthe labor marketexit age is projected to increase substantially from 62 in 2017 (EC, 2018) to about68
years (EC,2018;2021). Thisis well abovethe projections for Germany (65.5) or the euroarea (66), moving
Greece from one of the worst to one ofthe bestperformers. Similarincreases arereflected in the average
contributory periods. For such fundamental behavioral change to materialize, further structural reforms to
strengthen laborand product marketincentives are likely needed. Current design of the pension system still
embeds powerful incentives to retire with 15-20years of contributions and, unlike the retirement age,
minimum years of contributions to qualify fora full pensionarenot linked to life expectancy, leavingan
early pathway out of labor market.

Social benefits to retirees: since the gradual abolitionof EKAS was legislated in mid-2016 the authorities
have provided various fragmented social support that initially specifically targeted retirees while later
reachingwider categories. Such track-record of discretionary interventions call for caution in both pension

spendingaswellasin settingprimary balancetargets.

Other age-related spending: similarly, to pensions, also healthand educational spending are affected by
population ageingand on netare likely to add in excess of%2 percent of GDP to public sector spending
needs. Further, during 2010-15, health spending in Greece was compressedto oneof the lowest levels in the

Eurozone that is not sustainable (IMF, 2018).

Legal risks: Thelegalrisks from freezing theexisting pensions atend-2014 level to predate the 2015CoS
ruling appearto have decreased. In 2020, the government paid 1.4 billion euros in retroactive payments
to public and private sector pensioners. A pilottrial expected to clarify further unresolved issues
took placein January 2021, but its outcome is not yet known.
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IV. CONCLUSIONS AND POLICY RECOMMENDATIONS

32.  The Greek pension system has been complex and unaffordable, and earlier efforts to
reform it have faltered. Generous benefits, nontransparent contribution rules, favorable
treatment of special groups, and favorable early retirement options resulted in an unaffordable
pension system. After two major attempts to reform the systemand bring down medium- and
long-term costs, pension spending in Greece at end-2015 remained the highest in the euro-area,
requiring state transfers that are several times larger than the euro-area average. The prolonged
economic downturn exacerbated the pension system’s imbalance, although the key driver
remained the structure of the system, based on overly generous benefits and a narrow
contribution base.

33.  The 2015-2016 reform has many desirable features, though the overall pension
system remained costly. Overall, given the initial conditions the reforms legislated between
2015 and 2017 constitute an impressive effort by any standards. If fully implemented, the reform
will consolidate the pension system’s institutional structures and largely harmonize benefit and
contribution rules. However, the system deficit over the medium term remains an outlier
compared to euro-area peers, and even in the long run retirees would receive lifetime benefits
that exceed their lifetime contributionsabout 1.5-1.7 times. Contribution-benefit links remain
weak, limiting incentives to participate in the labor force, and the system is unfair with regard to
the treatment of current and future retirees, as well as special interest groups.

34.  Lingering legal risks and rollbacks amid reform fatigue give rise to significant
implementation risks. While these reforms have the potential to considerably improve the
affordability of the Greek pension system in the long run, several structural measures have been
reversed and the projections remain subject to implementation risks (see Box 2). More prudent
assumptions underlying the pension projections are called for, remaining pension system
parameters should be clearly defined (e.g. disability pensions, contributory welfare benefits),
while political ownership and legal uncertainties should be decisively resolved. Reform design
that would appeal on shared principles of equity and fairer burden sharing could foster greater
acceptability and durability of reforms.

35.  The 2017 reforms were a crucial step towards medium-term affordability and
creating space for growth-enhancing fiscal rebalancing. Immediate recalibration of existing
pensions would deliver the needed savings to allow for growth-enhancing measures beyond
achieving the primary balance targets. It would also improve inter- and intra-generational
fairness by achieving more equitable burden-sharing across generationsand imposing larger cuts
for high-income retirees at shorter years of contributions while slightly increasing pension
benefits for lower-end pensioners with higher years of contributions. The permanent non-
implementation of the 2017 reform is thus a lost opportunity.

36.  Striving for efficiency gains, reducing administrative costs, and enhancing
transparency should remain high on the reformagenda. NGEU funds provide an ideal
opportunity to upgrade the digital infrastructure of pension funds. Completion of electronic
records should be expediated for efficient recalibration of pensions and clearance of the stock of
unpaid pensions to allow for realistic account of all obligations. Conflicting legislation should be
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abolished to allow full clarity on reform principles (e.g. calculating pension benefits only for
periods during which contributions are actually paid).

37. In the medium term, the authorities should consider additional reforms to improve
sustainability and incentives for longer contributions. To improve the system’s fairness and
efficiency, contribution-benefit links and resulting incentives to work and contribute can be
further strengthened over the medium to long run and the level of national pension could be
reviewed in light of international trends. Preferential treatments in terms of social contribution
exemptions can be eliminated and contributions base for self-employed modernized to reflect
actual earnings to strengthen fairnessand sustainability. More equitable burden sharing across
generations should be pursued that would create space for growth-enhancing fiscal rebalancing.
Lowering the tax wedge as fiscal space allows would help strengthen work and contribution
incentives.
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