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Executive summary

Pension reform is the cornerstone of policy debate around the globe. Many developed and developing
economies are in the process of modifying pension systems with the aim to address more effectively
the issues of retirement income adequacy, financial sustainability of fiscal budgets and demographic
shifts in the population. In this context, a Pension Reform Unit (PRU) has been created under the Ministry
of Economy and Sustainable Development (MOESD) to design a pension reform strategy, which includes a
proposed mechanism for increasing the social pension (indexation) and the creation of a complementary
pension system component — the contributory private pension model.

The key objectives of the reform are to retain and increase the purchasing power of the social pension,
improve the ratio of pension income with respect to earned salary and ensure the financial
sustainability of the social pension model. There are several arguments for the need for the reform:

® Georgia's demographic composition has significantly changed during the last two decades.
Decline in fertility rates and migration trends have significantly contributed to a reduced workforce
population. In the same period, the number of pensioners and the average life expectancy at
retirement have increased as people are living longer. This, in effect, means that a shrinking working-
age population will have to carry a burden of a growing elderly population. These trends are projected
to continue for the foreseeable future, thus further exacerbating the situation.

® The universal pension now meets the poverty alleviation goal but needs to maintain in line with
price inflation in order to continue to meet this objective. Georgia currently offers universal
pension coverage unrelated to contribution history and number of years in service. Such approach
helps to protect a large part of the population from poverty as the universal social pension of GEL
160 is close to the minimum subsistence level. It is necessary to introduce an indexation mechanism
for the social pension in order to maintain, and given certain circumstances, improve its purchasing
power.

® Pension expenditures have increased considerably in the last few years. In 2006 the old-age
pension expenditure was GEL 268 million and constituted 1.95% of GDP. In contrast, the 2015 old-
age pension spending was close to GEL 1.3 billion and constituted 4.25% of GDP. Pension
expenditures will continue to increase as the number of pensioners is projected to grow due to
population ageing and the strain on the state budget could potentially exceed 10% of GDP by 2060.

® Additional savings mechanisms are needed for the working population to achieve adequate
income, proportional to their earnings, in retirement. Individual pension savings is a must to
ensure higher replacement rates in the long run. The new system also promotes fairness in that the
accrued pension will depend on an individual's lifetime earnings and the contributions made into the
pension fund.

® Introduction of long-term individual pension savings can assist economic growth through
capital market development. The lack of institutional players in local capital markets provides a
significant challenge for companies that seek to find alternative sources of financing. Preliminary
analysis shows that local capital market will receive significant boost and will serve as a mechanism
to channel pension savings into the local economy.

Introduction of a private pension system represents the best policy option for the government.
Diagnostics of the existing system clearly portrays that replacement rates cannot be improved only through
government financing. The ratio of the social pension to average wage, i.e. the replacement rate of 18%
seems modest in comparison to international standards, however it is the only mechanism to keep a large
part of the population out of poverty. Based on international practices it is wrong to expect universal coverage
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to provide high replacement rates; for that purpose additional tools must be introduced in the form of private
pension savings.

The introduction of the private pension system will gradually allow the social pension system to
become a pure poverty alleviation tool. The existing pension system protects old-aged citizens against
poverty but it does not need to provide high replacement rates to achieve this purpose. Thus, in the presence
of private pensions, the social pension can be better targeted to fight poverty at retirement age instead of
providing higher replacement rates.

The private pension system will be based on the Defined Contribution (DC) principle. According to the
DC system, the accumulated private pension amount depends on contributions made by the individual to
the pension fund, return of the pension fund and duration of employment (the longer the portfolio is invested
the higher the likely financial outcome it will bring).

Contribution rates will be shared between the employer, the employee and the government. The
proposed private pension scheme lays out a 2%+2%+2% system for formally employed workers: all three
parties — the government, the employer and the employee — will put 2% into the personal account each
month for a total of a 6% payment. The pension account will grow based on contributions and return on
investment. It should be noted that the contribution rate has a significant impact on accumulated savings,
especially in the long-term perspective. Therefore, voluntary contributions on top of the 6% will be
encouraged.
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I. Current Pension System in Georgia

1. Inthelast two decades Georgia went through multiple rounds of reforms of its pension system,
most significant was the introduction of a flat rate pension in 1995. Initially, the pension amount
was determined by looking at available revenues for that year and dividing the sum with the number
of pensioners. Additional reforms were planned soon after; however, with the severe economic crisis
at the end of 1990s and the fiscal uncertainty, reforms were never approved or implemented.

2. Another wave of reforms of the pension system commenced in 2004. A major change took place
regarding the financing of state social programs, including pensions. Until 2004 state pensions were
financed by the State United Social Insurance Fund (SUSIF) based on social contributions of employer
and employee; from 2004 social programs became financed from the general budget revenues.
Since SUSIF lost one of its key functions - administering and collecting individual social contributions
- the structure was reorganized into two new structures: i) State Agency of Employment and Social
Assistance and ii) Health and Social Programs Agency: by the end of 2010 these were merged to
become the Social Service Agency (SSA). Today, the responsibility for allocating the state pension is
under the SSA, which is located under the Ministry of Labor, Health and Social Affairs.

3. From 2007 to August 2012, the pension amount included a long-service bonus distributed on-
top of the flat rate pension. The long-service bonus was an additional amount added to the pension
based on the years of employment period. For those with 25 years or more of working life the bonus
equaled to GEL 10 per month, which was also the highest possible amount (2 GEL up to 5 years, 4
GEL from 5-15, 7 GEL from 15-25). By August 2012, when the bonus was rolled into the basic pension
amount, 87% of all beneficiaries receiving pension also received a long-service bonus and of these
more than half were receiving the maximum amount. A summary of key indicators relevant to
pensions is provided in Table 1.
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Table 1: Old-age Pension and Replacement Rates

2012 2013 2014
Average salary of employees (GEL) 713 773 818
Subsistence minimum of average consumer 132 137 141
(GEL)
Old age pension (GEL) 110 150 150
Old age pension including long-service bonus

120.9 - -
(GEL)
. . :

Replacement rate’ in relation to old age pension 15.4 19.4 183
(percentage)
Replacement rate in relation to old age pension 17.0 ) )

including long-service bonus (percentage)

Source: National Statistics Office of Georgia; SSA

4. Social contributions deducted from payroll were rolled into income tax structure in 2008. This
was done as part of a comprehensive tax reform and resulted in the transfer of the pension benefit
liability to general government revenues instead of contributory pension schemes.

5. Another change taking place at the end of August 2012 related to the disbursement source and
amount of pension benefit. The change affected all old-age pensioners. Pensioners stopped
receiving long-service bonus and instead received the combined amount as a flat rate pension
benefit. As a result monthly pensions rose to 125 GEL for men and women above 67 and 110 GEL for
younger cohorts. In April 2013 payments were streamlined and the basic pension for all pensioners
became 125 GEL. From September 2013, the amount of the state pension was raised to 150 GEL for
all recipients. Pensions were further increased to 160 GEL in September 2015. Another changes in
2012 referred to reclassification of survivor and disability pensioners into recipients of disability and
survivor assistance.

6. There are four main categories of pension disbursements in Georgia. According to 2015
expenditures, the largest category is old-age pensions (1,303 million GEL), followed by disability
benefit (167 million GEL), special category of pensions (95 million GEL) and survivor's benefit (31
million GEL). There is a fifth miscellaneous category which includes family members of those
deceased during military operations and victims of political repression, in total accounting for 1.6
billion GEL. A brief description of each category follows.

[N

Replacement rate is the relevant pension amount expressed as a percentage of the average salary.
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Old-age pensions

7. Old-age pensions are granted on the basis of universal social assistance, available to all
Georgian citizens who have reached specified retirement age. The universal pension is not based
on payroll contributions nor years of service, if any. In 2015, 707,709 pensioners (500,000 women
and 207,000 men) were beneficiaries of the old-age pension, making it the largest redistributive
social protection program in Georgia. The flat rate pension is 160 GEL as of September 1, 2015 and
is meant to cover minimum subsistence requirements.

8. Eligibility criteria for social pension are quite liberal. Reaching retirement age is the only
precondition with a few exceptions (such as dual citizenship and working in the government). Early
retirement option for old age pensioners is not available; it is only applicable to some categories of
Special Pension (e.g. former military, policeman, etc.). Citizens are allowed to stay in the labor force
and continue working and receive social pension at the same time. Only government employees
need to terminate employment in order to receive pension.

Disability pension

9. All disabled persons receive a social assistance (used to be called disability pension up until
2012). There are two types of disability categories, category 1 and category 2. The amount of benefit
depends on the category of disability assigned to a person: category 2 recipients receive GEL 100 per
month; category 1 recipients receive GEL 160 per month. More than 90% of disability assistance
recipients fall in the category 2, with minor health problems. Category 1 is for individuals with more
serious health conditions, such as disability resulting from war or military service, injury during
performance of duties, or citizens with severe illness. 123,809 beneficiaries received a disability
pension in 2015.

State Compensation (Special Category of Pensions)

10. The state compensation pension is paid to special categories of public sector employees. It is a
monthly pension calculated individually for each beneficiary and is typically higher than the flat rate
pension. These beneficiaries can choose to receive this benefit instead of the state pension, but not
both. As a result, beneficiaries would only choose this benefit if it exceeds the flat pension amount.
(Exceptions apply, for example recipients of the survivor’s benefit are not subject to this constraint).
The monthly state compensation benefit cannot exceed GEL 560.

11. State compensation pension is payable under various circumstances. These include i) expiration
of legally established length of service, which is 20 years or more, ii) reaching 65 years of age (60 for
women), iii) becoming disabled, or iv) upon the death of a breadwinner. 20,792 recipients received
the pension in 2015. The majority of the beneficiaries were staff from the Ministry of Internal Affairs,
followed by the Ministry of Defense and the security sector. In total, there are 13 sub-categories for
special pensions (see Table 2) for details.
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Table 2: Types of categories and number of participants in 2015

Special Category 2015
Members of Parliament 665
Law Enforcement 11,919
Military 3,401
Judges 88
Security Service 930
Prosecutors 213
Civil Aviation 585
Others 2,991
Source: SSA
Survivor's Assistance

12. Survivor's benefit (used to be called survivor's pension until 2012) is distributed in case of
death of a bread-winner and can be claimed by every Georgian citizen under the age of 18. The
survivor's pension was provided to 24,832 beneficiaries in 2015, with benefit of GEL 100 per month.
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II. The Need for Pension Reform

13. The current pension system relies on general government revenues to finance the cost of the
flat pension benefits. It entails that the current state budget (including monthly tax payments made
by the working-age population) is allocated to finance the pension payments for those currently in
retirement. In many other countries, the most prevalent model is contribution-based financing where
working individuals contribute a share of their income to a pension fund which in turn distributes the
funds to pensioners. This used to be the case in Georgia, but social contributions were rolled into
income tax structure in 2008 as part of a comprehensive tax reform, transferring the pension benefit
liability to general government revenues instead of a separate contributory pension schemes.

14. Old-age pensions are granted on the basis of universal social assistance. According to the state
pension act of Georgia, all Georgian citizens, who reach retirement age of 65 for men and 60 for
women, are entitled to a flat old-age pension. The payment of benefits is made from the general
income and other taxes collected by the government. Its aim is to provide coverage of the entire old-
age population and distribute equal amounts to people in retirement. Pension systems with these
characteristics are usually termed as Zero Pillar.

15. Itis important to note that more countries are introducing universal pensions systems similar
to Georgia. In case of a universal public pension system the government takes the responsibility to
provide pensions to its citizens regardless of years of service and number of tax contributions made,
if any. Therefore, it is a very inclusive system that guarantees some level of income to all of its retired
population, therefore serving as a strong poverty alleviation mechanism for the elderly population.
More than 95% of the elderly citizens of Georgia who reached pension age are recipients of a
universal old-age pension. Other countries that follow similar model to Georgia include Chile,
Canada, Australia, New Zealand, Kazakhstan etc.

16. The only population segments that are not eligible for the universal pension are people with
dual citizenship (receiving pensions abroad), those who continue in government employment
after retirement age (except for workers in political and religious organizations, teachers and
other legally established categories) and Georgians permanently residing outside of the
country. All other Georgian citizens, even those that continue to work after reaching the pension
age are entitled to claim the pension amount. The basic flat-rate pension provides poverty relief
rather than a decent living guarantee in retirement. Consequently, encouraging private savings for
supplementary income support is central for ensuring proper living standards in retirement.

17. Pensions play a majorrole in reducing incidence of old age poverty. Statistical analysis performed
in 2010 by the World Bank portrays impact of pensions on poverty rates. 100 GEL pension had the
impact of dropping poverty rates by 15% across the country (see Table 3). The impact is felt more in
rural areas. In addition, increases in pension would drop poverty rates further. As the World Bank
estimates, 20 GEL pension increase in 2010 from 80 to 100 GEL caused poverty rates to drop by
2.8%.
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Table 3: Poverty Rate in Georgia with and without Old-age Pensions
(in percent of overall population)
With GEL 100 pension benefit Without GEL 100 pension benefit

Overall poverty headcount 22.9 38.1
Urban 17.7 295
Rural 28.2 469

Source: World Bank staff estimates based on 2009 UNICEF WMS.

18. Social pension has highest impact on poverty rates among elder cohorts of pensioners. The
social pension reduced poverty rate from 37% to 10% among the age group of 75-85 according to a
UNICEF study. It is likely to remain a powerful instrument in the fight against poverty (see Figure 1).

Figure 1: Impact of Cash transfers on poverty rates, by age groups

Extreme Poverty Rates by Age Groups
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Source: UNICEF - Reducing Child Poverty in Georgia, 2014

19. One key objective of universal pensions is to keep the elderly out of poverty, however it alone
cannot provide a sufficient replacement rate. Despite the consistent steep increases in the
pension amount from 2006 onwards, the universal benefit only marginally increased above the
subsistence level for an average Georgian consumer in 2013. (As of 2014 the GEL 150 monthly
pension was slightly below the subsistence level of GEL 159.4). In contrast, the basic monthly pension
amount represented less than 50% of the subsistence level in 2006. Thus, from 2006 to 2013
universal pension came close to the minimum subsistence basket level. The increase in pensions are
done on ad-hoc basis, i.e. there is no legal or explicit criterion that guides as to when or by how
much such increase will be. If increases do not take place regularly then the value of the pension can
diminish quickly especially in times of high inflation.
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Figure 2: Pillar Zero Old-Age Pension
Replacement Rates in 2014

20. The social pension, being a flat-rate
benefit, provides higher income
replacement for lower income groups.
For those retiring at the end of 2014 while
earning 50% of the average wage the
universal old-age pension provided a
replacement rate of approximately 37%
(see Figure 2). The level of replacement
rate reduces quite rapidly to 18% for
someone retiring at the average wage and

50% ’
45%

N
o
B

O

AN
AN
\
—

N

Ul
°

o

W
o
N

N

o
°

o

Replacement Rate
N
($))
B

[N
(S, ]
°
o

becomes only 10% for a person earning 10% —_—
twice the average wage. Thus, the universal 5%

pension is a means of redistributing income X

from wealthier segments of society (who 0/°05 . 15 :
pay greater nominal amount of tax) to the ' Multiple of Average Wage

more VUlnerable Segments during Old_age' e Replacement Rate (Gross Salary) Replacement Rate (Net Salary)

Source: National Statistics Office of Georgia; MOESD

Figure 3: Replacement Rates from Pillar
Zero by Gender in 2014
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22. The current standard retirement age of 60 for women, compared to 65 for men, plus the longer
longevity enjoyed by women lead to higher percentage of old-age pensioners being women
and constituting a greater share of the old-age pension payment. In 2014 women represented
almost 70% of all old-age pensioners and consequently the cost of financing their pensions
constituted 70% of all total old-age pension cost. As such, the existing social pension is a more
generous system for women compared to men.

23. Georgia's demographic composition has significantly changed during the last two decades.
The most visible trend is the growth in the old-age population and decline of fertility rates which in
turn has resulted in a reduced workforce population. The size of the labour force has also been
affected by the declining labour force participation rates and increasing emigration. In the same
period, the average life expectancy at retirement has increased as people are living longer. This, in
effect, means that a shrinking working-age population is supporting a growing elderly population
through general taxation. In other words, the government is using an increasing share of its budget
to pay for the universal pension benefits of the elderly. Inevitably, it is going to prove very difficult to
maintain the current pension levels in the future not to mention efforts to enhance pension income
adequacy. Thus, the feasibility of maintaining the current arrangement comes into question.

24. In the last two decades, the number of pensioners proportionally increased in the overall
demographic structure of Georgia. This trend is likely to continue. In 2015, the number of old-age
pension recipients was 707,709; as shown in Figure 4, it is estimated to increase by 34% in the next
15 years and will reach 950 thousand by 2030, meaning that the elderly will make up over a quarter
of the total population. This constitutes a significant growth in the number of old-age social pension
recipients over a relatively short period of time.

Figure 4: Growth Dynamic for Social Pension Recipients (2015-2060)
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25. This is contrasted by a decline in total population growth. Georgia's population has been

gradually decreasing in the last decades due to declining fertility rates and negative net migration
amongst other factors. As the new census carried out at the end of 2014 revealed the total population
in Georgia stands at 3,730 thousand, less than previously assumed figure of 4.4 million. Largest part
of the demographic change has come at the expense of the working-age population, which is
projected to continue downward trend causing the working-age population to decline by 275,000
in 2060. If today population between 15 and 60 (or 65) years make up slightly under 2.35 million, this
is projected to drop to 2.075 million (see Figure 5).

Figure 5: Demographic Projections (2014-2060)2
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26. Another way to look at the demographic changes is by calculating the proportion of

pensioners to the labour force, i.e. the old-age dependency ratio. Today, old-age pensioners to
the labour force equals 30%. In 2060, this number will reach 50%. This represents a striking growth
in the old-age dependency ratio, meaning that in the next 30-40 years each working-age person on
average will have to support twice as many elderly compared to today. More exactly, if today every 4
people in the working age support an old-aged person, in 2060 every 2 people in the working age
will support an old-aged person. Considering the overall size of Georgia's population, this constitutes
a large shift in the age pyramid and can have significant repercussions on fiscal costs. The rapid
population aging will have implications for pension costs and place a growing burden on the rest of
society as it supports the elderly.

2 Number of pension age population in the demographic composition of Georgia is less than the actual number of social pension
recipients. The difference is due to the fact that some of the pensioners who receive the benefit are out of the country. Also, the
demographic composition does not count the number of Georgian citizens who reside in occupied territories.
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27. Another factor to consider is the increased longevity of pensioners. Today life expectancy at
retirement is approximately 19 years for women and 13 years for men. Between 2006 and 2015, the
number of people aged 80-84 years increased by almost 85% (going from 42,066 to 77,600
pensioners) and there is a 175% increase for people aged 85 and above (going from 18,448 to 50,595
pensioners). This data is illustrated in Figure 6. According to World Bank pension experts, the average
life expectancy at retirement will continue to increase from existing 19 to 26 years for women and
from 13 to 19 years for men by 2060. On the other hand, the official retirement age has remained the
same and has not been adjusted in the last 20 years. (The pension age was increased by 5 years for
men and women respectively in 1996 following the restructuring of the pension system in the 90s).
Life expectancy at retirement is important when considering the government’s role in providing
decent living standards for all pensioners throughout their lives. Increased longevity and early
retirements of people can pose constraints on such efforts.

Figure 6: Increase in the Number of Pensioners across Age Groups (2006-2015)
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28. On the other side of the demographic spectrum is the fall in birth-rates over the past few
decades. This directly correlates with the size of the workforce population. Although the trend has
been positive in recent years showing an upsurge in birth number (going from 47,800 live births in
2006 to 60,600 live births in 2014), the birth-rate is expected to decline after 2020 (an estimated
drop by almost 10% by 2060). The resulting effect on the working-age population is significant.
According to demographic projections, the number of people between 15 years and retirement age
will increase for a short period of time but will diminish by 2060 by approximately 5% when compared
to 2015.

29. The decline in the working-age population will make it harder to finance pension liabilities at
current replacement rate. The existing pension system in Georgia relies on tax revenues to cover
for the retirement benefits distributed to pensioners. With a reduced growth in the working-age
population leading to lesser tax payers and a growing number of elderly, pension liabilities will
comprise an increasing share of tax contributions. Given socio-economic structure of Georgia, it will
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be less likely to generate additional revenue for the government through rapid employment
expansion or tax hikes; therefore the expected decline in the working-age population becomes even
more profound.

Figure 7: Composition of Working Age
Population 15-65, 2014
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pensioners) is over 878 thousand. The given figures clearly portray the existing
disbalance between the number of income tax payers and the benefit recipients.

649,600

831,100

Source: National Statistics Agency of Georgia

31. The structural changes in Georgia’'s population calls into question the feasibility of sustaining
the current pension arrangement. Pensions constitute the largest redistribution social protection
program in Georgia in terms of both coverage and spending. Since 2005, the nominal amount of the
flat rate pension has increased more than ten-fold. In 2015, expenditure on pensions alone (including
survivor and disability assistance) made up 5.2% of GDP, which was equal to 16.2% of government
revenues. By 2060, the projected old-age pension expenditure is expected to reach 9.5% of GDP if
current replacement rate of 18% is maintained. With a shrinking working-age population it will be a
challenge for the government to maintain the retirement income at current levels. As a result, the
government needs to find solutions and introduce new policy actions to balance the sustainability
and adequacy of future pension provision. Otherwise, more and more of the tax revenues will be
needed to meet the pension costs which will reduce fiscal space for other expenditures and
development needs.
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32. The objective of pension reform is financial sustainability of the existing system. One of the
main concerns of the current pension system is the growth of its long-term fiscal costs. By the end
of 2015, number of old-age pensioners, special category of pensioners and recipients of disability
and survivor benefits stood at 878,000 in total, which according to the new census represents 23%
of the total population.. The number the mentioned categories are expected to increase significantly,
and will reach 1.1 million by 2030. In contrast, there is a shrinking contribution base due to a decline
in the working-age population. The government will face major challenges in providing pension
benefits to a growing number of pension recipients financed from a declining number of contributors
(working age population).

33. Old-age pensions are the largest social spending item in state budget. According to new census,
around 19% of the population receives old age pension. It also represents over half of the total social
protection spending. In 2015 alone, the government allocated GEL 1,303 million to old-age
pensioners. This represents a sharp increase from 2006 with GEL 268 million being disbursed on old
age pensions. In relative terms, the government has increased its pension expenditures by five times
from 2006 to 2015 (see Figure 8).

Figure 8: Social Expenditures for All Categories of Pensions (2006-2015)
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34. The projected changes in demographic structure of the country will result in the cost of
financing the Pillar Zero pension to increase as a percentage of GDP if the rate of pension s
increased in line with average wage inflation. Projections carried out by MOESD, MOF, and
consultants all suggest that cost of financing the Pillar Zero pensions, if the rate of pension
improves in line with average wages, will increase as a percentage of GDP close to 10% (see Figure
9). This could mean that increasing amount of tax revenues would be needed to finance the Pillar
Zero pension reducing fiscal capacity for other equally critical expenditures or development unless
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the tax revenues also increase as a percentage of GDP, through higher rates of taxation or
improved levels of labour force formality.

Figure 9: Public Pension Expenditures (% of GDP and % of Budget Expenditures)
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35. The social pension needs to be indexed to inflation to maintain poverty alleviation role at
fiscally affordable level. There is no mechanism in current structure of the social pension that
would protect existing pensioners from inflation. Without such mechanism purchasing power of
pensioners could easily decrease overtime. The social pension is an important tool that protects large
parts of old-age population from poverty. Therefore social pension must be indexed to inflation to
make sure that it continues to meet its objective.

36. A number of different indices have been adopted, formally or informally, in other countries in
determining pension increases. The minimum level of increase provided is generally in line with
the Consumer Price Index (CPI), even lesser increases may be provided from time-to-time in
countries following ad-hoc policies. Other approaches adopted include indexing pension to nominal
GDP growth or the average of wage and CPI increases.

37. While there has been a wide combination of pension reforms undertaken, most countries are
in agreement on two key reform components. First, countries are introducing higher retirement
ages. In most OECD countries for example, the retirement age will become at least 67 by 2050. Some
countries have decided to link the retirement age directly to the evolution of life expectancy, thus
increasing the retirement age in line with the rise in life expectancy. In countries where it is difficult
to raise contributions (e.g. the revenue stream), a common solution has been to equalize retirement
ages of men and women and gradually increase the pension age. This strategy allows governments
to maintain current levels of pension income and refrain from introducing further cuts in replacement
rates. Raising retirement ages, as opposed to other reform options, ensures that pension reforms do
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not undermine the importance of public pensions (like the universal pension in Georgia) to serve as
a means of poverty alleviation among the elderly. The opportunity to stay longer in the labour force
will translate into a longer active working life, which will mean that individuals can make more
contributions to save for their own retirement. Second, countries develop new policy approaches to
incentivize younger generation to save more for retirement through the introduction of appropriately
designed contributory pension programs.

38. One of the indicators used to evaluate the effectiveness of the pension system is the
replacement rate. The replacement rate measures the adequacy of pensions relative to overall
income levels and is defined as the average pension divided by the average salary. The current
average replacement rate in Georgia is around 18%. This means that pensioners receive around one
fifth of the average salary. Georgia's replacement rate is considerably lower compared to other
countries (see Figure 10). However, coverage rate of elderly for Georgia is substantially higher than
in other countries presented below that do not offer universal coverage.

Figure 10: Average Pension Benefit Relative to Average Wage
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39. Private pension savings will allow citizens to accumulate assets during working life and
generate additional old-age income at retirement, thus receiving higher replacement income
that reflects the history of earnings throughout the working life. The suggested private pension
model is the optimal mechanism to improve pension adequacy in a fiscally sustainable manner. All
countries that provide universal pension coverage offer private savings mechanisms for this purpose.
If such measures are not taken, it would be unrealistic to improve, or even retain the existing
replacement rates. An analysis of the level of replacement rates under different scenarios is given in
Figure11.
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Figure 11: Trend in Pillar Zero Pension Replacement Rates
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40. Private pension systems are a vital source of additional pension savings and a means to receive
adequate pension income at old-age. Diversifying the sources of retirement income contributes
to a more effective replacement rate. When comparing Georgia's modest replacement rate of 187%
from public pensions, there is a clear need to introduce supplementary pension savings to improve
the earnings related retirement income. Analysis from other countries highlights that private pensions
play a substantial role in developing economies. The contributory system enables individuals to better
plan their future pension income, without having to rely solely on the social pension provided by the
government.
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I1l. Introduction of Private Pension Savings System

41. Introduction of a contributory pension savings system represents the most viable policy
option for a sustained improvement in pension income. Diagnostics of the existing system clearly
portrays that increasing overall replacement rates for average working individuals cannot be done
unilaterally though government financing only. Even under a scenario where the social pension
grows in line with nominal GDP, the pension replacement rates continue to decline while fiscal costs
continue to rise steadily. Therefore, there is a need to introduce a contributory system based on
financial incentives for participants that will offer an additional income stream for future generation
of pensioners.

42. The private pension system will be based on Defined Contribution (DC) principle. According to
the DC system, the accumulated private pension amount depends on contributions made by the
individual, returns of the pension fund and duration of employment (the longer the portfolio is
invested the better financial outcome it will bring). DC approach directly links benefits to
contributions made at the individual level. Providing pensions according to duration of employment
has been long demanded by the Georgian society. Private pensions would offer a more fair system
of pension benefits by correlating them with lifetime earnings.

43. Individuals who receive the supplementary pension will be eligible to receive the social
pension benefit. Having access to the social pension benefit regardless of the accumulated amount
in the private pension is important for multiple reasons. Social pensions in combination with private
pension benefits will provide more adequate replacement rates. Given the modest contribution rate
of 6% of the private pension scheme, long-term replacement rate above 25% for average wage
earners can be achieved only by combining the income from the two pension systems. Access to
social pension would impact more workers that earn below average wages. In addition, keeping
social pension benefits unchanged will encourage participation into the system.

44. Contribution rates are one of the major determinants of private pension benefits. Contribution
rates positively correlate with replacement rates. Policy on contribution rate takes into account the
question of acceptability by potential participants, especially given low financial literacy and wages
of the Georgian economy. Suggested total contribution rate for Georgia while taking into
consideration socio-economic parameters would be set at 6%. It is recommended for contributions
to be gradually phased to reach 8% in the medium term. According to international experience there
is no standard formula for designing a proper contribution coefficient for a pension system. For
example, contribution rates across Eastern European countries who introduced Pillar Il reforms vary
from 3% to 9%, whereas rates are in the range of 10%-16% can be seen in the Latin American
countries.
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45. Contribution rates and duration of participation in the system carry profound effect on the
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benefit level payable at retirement. 6% contribution rate under conservative investment return
assumption provides a decent benefit level, however 2% higher contributions will have a significant
impact on pension amount especially for cohorts that save more than 20 years. The level of pension
likely to be achieved with a 6% and 8% contribution rate for different years of contribution is illustrated
in Figure 12, the impact of the additional 2% contribution is clearly visible. Therefore participants of
the system should be encouraged to save above 6% on voluntary basis.

Figure 12: Contribution Duration and Private Pension Benefits (GEL, Real & Nominal)3
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Source: NBG;, MOESD

’ Figure calculations based on monthly wage 1000 GEL. Additional assumption given in Table 4.
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Assumptions
Inflation (1-5 years)
Inflation (6-10 years)
Inflation (11-50 years)
Wage growth (1-5 years)
Wage growth (6-10 years)
Wage growth (11-20 years)
Wage growth (21-50 years)
Real Return
Asset management fee
Repayment (years)

Table 4: Adequacy of Pension Savings

4.5%
4.0%
3.0%
8.0%
7.0%
6.0%
6.0%
3.5%
0.5%
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Monthly Pension (GEL, Real)

Contribution Years

Contribution Years

Accumulated Money (GEL, Nominal)

Contribution Years

Contribution Years

N

Ratio of pension income over average wage
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10
20

30
40

10
20
30
40

3%
6%
10%
13%

Average Wage (GEL)

1,717

3,075
5,508
9,864

Wage (GEL) - 6% Contribution

In 10 Years

In 20 Years

In 30 Years

In 40 Years

500 1000
10 35 70
20 94 188
30 190 380
40 340 680
Monthly Pension (GEL, Nominal)
10 54 109
20 197 395

30 535 1,070

40 1,289 2,579

1500
104
282
569

1,020

163
592
1,606
3,868

21,520

2000 2500
139 174
376 470
759 949
1,361 1,701
218 272
789 987

2,141 2,676

5,157 6,447

28,693 | 35,866
78,083 | 104,111 130,139

141,189 211,783 282,377 352,972

7,173 14,347
26,028 52,056
70,594

170,057

Monthly Replacement Rate*

6%
13%
19%
26%

9%
19%
29%
39%

340,115 510,172 680,229 850,286

13% 16%
26% 32%
39% 49%
52% 65%
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_ Wage (GEL) - 8% Contribution
Monthly Pension (GEL, Real)

500 1000 1500 2000 2500
10 46 93 139 186 232
) ) 20 125 251 376 501 627
Contribution Years
30 253 506 759 1,012 1,265
40 454 907 1,361 1,814 2,268

Monthly Pension (GEL, Nominal)

10 73 145 218 290 363
) ) 20 263 526 789 1,052 1,265
Contribution Years
30 714 1,427 2,141 2,855 3,568
40 1,719 3,438 5,157 6,876 8,595

Accumulated Money (GEL, Nominal)
10 | 9,564 @ 19,129 28,693 38,257 47,822
20 | 34,704 @ 69,407 104,111 138,815 | 173,519
30 94,126 188,251 282,377 376,503 470,629
40 | 226,743 453,486 680,229 906,972 | 133,715

Contribution Years

Monthly Replacement

10 4% 8% 13% 17% 21%

) ) 20 9% 17% 26% 34% 41%
Contribution Years

30 13% 26% 39% 52% 65%

40 17% 35% 52% 70% 87%

Source: MOESD,; NBG

46. Private pension savings in combination with social pension benefits will more than double
replacement rate of social pensions in the long run. Without private savings component social
pensions are likely to diminish below 15% even under moderate growth assumption. However,
when combined with benefits of private pension system, replacement rates jump above 25% for
participants that will save for 30 years Figure 13.
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Figure 13: Total Replacement Rates of Private Pension that Includes the Social Pension®.
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47. Contribution rates will be shared between employer, employee and the government. Design of
a contribution scheme is sensitive from the government financing perspective. In order to make the
reform fiscally sustainable and acceptable contributions should flow from all participants. The
government has the leading role to encourage its citizens to saving for old-age by giving strong
financial and tax incentives, however companies and employees should also participate in the
scheme. Georgia has one of the lowest personal income tax (20%) structures therefore pension
contributions should be shared by all parties.

48. Pension system will be EEE type, meaning that contributions, investment returns and pay-outs
are tax exempt. On top of government contribution of 2% of wage, corporate contributions will be
fully tax free. Pay-out at retirement, which usually is a taxable source of income according to
international experience will also be tax exempt. Given modest contribution rate of 6% tax exemption
of the pay-out will further strengthen net replacement rates and will make it more comparable with
international standards.

49. High income earners would only receive a partial government contribution. Cap needs to be
set on the maximum monthly contribution derived from the 2% of the gross salary that the
government will transfer into the fund. According to analysis of wage distribution across the
economy the cap will be set at 2,000 GEL per month. Based on 2014 income statistics, such an
approach will impact 5% of working individuals only (including part time and seasonally employed).
However, high income earners will receive full amount from the 2% employer contributions without
any maximum cap, which will be tax free regardless of the amount of earned income.

o

Calculation based on 6% contribution
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50. Government and government owned enterprises will finance its employees the same way as
the private sector. There will be no discrimination on how private sector versus government
employees are financed. Equal treatment will guarantee higher participation and acceptance. The
government and its entities are the largest employers employing around 250,000 people.
Government will also provide matching contributions for those employees that qualify for special
category of pension benefit.

51. Private pension benefits are sensitive to investment returns especially when investments are

locked in for the long term. [
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