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Pension system should Prevent Poverty 
and retain relative income level 

among the elderly.

The well-being of the elderly is ensured by combining the 
contributions of the state and the individual (e.g. savings).

In simple terms, the pension system has two central objectives:

many developed countries have built their pension systems on three pillars. every pillar has 
a different purpose and is also affected by different long-term risks. the pillars of a multi-pillar 
system complement each other; the risks are shared to achieve a better financial security for 

the pensioners, and lower the future risk of poverty.

Securing a basic income, i.e. preventing 
poverty among the elderly – generally, 

a pay-as-you-go pension scheme.

Ensuring replacement income, i.e. a relative 
income level for the elderly – often a 

mandatory + voluntary funded pension.

•	 redistribution in the society spans the generations.

•	 Working age population contributes to the  
pension system and thus funds the current  
pensions, in the hope of benefiting  
themselves one day.

•	 increase in the percentage of beneficiaries  
must be offset by a higher tax rate, increased 
retirement age, or immigration.

•	 redistribution spans the lifecycle of the individual.

•	 Working age population contributes to pension 
funds whose purpose is to save money for the 
retirement.

•	 return on the pension funds depends on the 
collected amount, performance of the fund,  
and its management costs.

•	 Pay-as-you-go –  
the employee pays  
current pensions

•	 depends on tax burden

•	 covers poverty risk

•	 expects more healthy 
life years, which might 
not happen at pace 
with the increased life 
expectancy

•	 reduced social tax  
revenue because of 
increased popularity  
of self-employment

•	 risk of low economic 
growth

•	 Mandatory saving – 
money is invested by 
a private market or 
foundation

•	 shared investment risks

•	 global recession in the 
return on safe assets

•	 this is alleviated by  
introducing new  
financial technologies 
and more efficient  
asset management

•	 Voluntary funding
•	 extra income during 

retirement

•	 Prolonged global  
recession in the return 
on safe assets is a risk

•	 individual investment 
risk is greater

•	 conflict between the 
present and the future 
self, limited saving  
possibilities
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Ways to improve the financial balance of 
national pension systems are limited:

•	 increasing social tax or other taxes (working age 
people pay more) or extending the tax base,

•	 higher mandatory funded pension rate (people 
save more),

•	 increased migration quota or higher long-term 
birth rate (more tax payers), and

•	 increased pension age (less pensioners). 

There are two key criteria in assessing pen-
sion systems: 

•	 Adequacy of pensions – the ability of the pension 
system to ensure adequate social protection in old 
age or in case of incapacity for work in the form of 
basic and replacement income;

•	 Sustainability of the pension system – the ability 
of the pension system to adapt to changes in the 
external environment, especially in demographics 

or the economic environment.

The low adequacy level of pensions in  
Estonia is the consequence of two key  
factors – relatively low level of expenditure 
in combination with the high percentage 
of pensioners in the population. 

•	 Total expenditure on pensions out of the GDP in 
Estonia is among the lowest in Europe. in 2016, 
7.9% of gdP was spent on pensions in Estonia, 
while the eu28 average was 12.6% and the euro 
area 19 country average 13.3%. although estonia 
spends the least on pensions among the european 
countries, the percentage of the gdP spent on state 
pensions has increased in 2001–2016 to over 2% – 
i.e. by about one third.

•	 The percentage of pensioners in the Estonian  
population is one of the highest in Europe.  
however, the main reason for this is not a large  
percentage of elderly in the population – the  
percentage of people aged 60 or over (25.4%)  
places estonia more or less at the eu average where 
we share rankings 10 to 12. rather, we have had  
a relatively large number of beneficiaries of the 
pension for incapacity for work. 

•	 The theoretic net replacement rate of Estonian 
pensions is around 40%, which is the lowest in 
the EU. the highest theoretic net replacement rate 
in europe is in the netherlands, where it reaches 
100%. this means that an employee who receives 

an average salary will not lose their income level 
when they stop working. 30% of this high repla- 
cement rate is ensured by a single rate national  
pension which does not depend on the salary, and 
70% by a salary-dependent pre-funded professional  
pension (2/3 of which is payed by the employer  
and 1/3 by the employee). 

•	 compared to the countries with the most sustaina-
ble pension systems around the world, Estonia has 
a rather low funding rate.

•	 The relative poverty rate in the 65 and older 
age group in Estonia is rising. The poverty risk 
of older people living alone is the highest in  
Europe. the relative poverty risk of older people 
living alone is particularly high in estonia – 78.5% 
in 2017. this indicator is by far the highest in  
europe, although the poverty risk of older people 
living alone is very high in the other Baltic states as 
well. this particularly concerns female pensioners  
living alone, despite the fact that the gender  
pension gap in estonia is the smallest in the eu.

•	 Estonia’s pension system ranks high in the sus-
tainability index. estonia’s relatively high ranking 
in financial sustainability is linked to the consistent 
increasing of pension age and the high actual age 
at separation from labour force, increased volume 
of assets in funded pension foundations, level of  
pension-related expenses, and low debt burden of 
the public sector.

the estonian pension system is sustainable but 
provides low protection to pensioners.


