
The future of the welfare state: paths of social policy 
innovation between constraints and opportunities 

Urbino, 17-19 September 2009 
 

 
 
 

The Social Unsustainabilit y of the Portuguese Public Pension System 

 
 
 

Maria Clara Murteira 
Faculdade de Economia da Universidade de Coimbra 
Av. Dias da Silva, 165, 3004-512 COIMBRA, Portugal 
e-mail: murteira@fe.uc.pt 

 
 

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 

Paper presented at the 7th ESPAnet conference 2009 
Session: nr. 4A – Reforms of welfare systems in Southern European countries  

 

 

 

 

 



 

 

 

The Social Unsustainability of the Portuguese Public Pension System 

 

 

 

 

 

 

Abstract 

 

 

The purpose of this paper is to provide a critical perspective of the recent policy 

direction followed in Portugal in the field of pensions. It examines and assesses the main 

legislative changes introduced in 2007. The reform of pensions was designed to contain 

pressures on public finances and realized the adjustment exclusively through the reduction of 

the income guarantee provided in old age. Therefore, it is criticized for its adverse consequences 

on pensionersÕ wellbeing, for the methodology followed and for the relative relevance attributed 

to the means and the ends of pension policies. The normative choices underlying the reform are 

examined and the path change in the philosophy of the system is underlined. Moreover, the 

alternative directions pension policies may follow to face the rising cost of retirement are 

discussed and the relevance of a macroeconomic regulation favourable to economic growth and 

employment is emphasized. 
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1- Introducti on 

How to design a model socially sustainable for earnings related pensions? The question can be 

much debated. The answer will depend on the perspective adopted regarding the objectives of 

pension schemes and the income guarantee they should provide. It is accepted, in general, that 

earnings related pensions should meet two objectives: to provide a minimum level of income in 

retirement to all workers who earned insufficient pension entitlements and to allow retired 

workers to maintain their pre-retirement living standards. A system that concentrates only on 

the first objective, providing a modest income protection, will reflect a notion of social 

assistance rather than a contemporary conception of social security.  

This paper provides a critical perspective of the policy direction followed recently in 

Portugal. The analysis of the main legislative changes indicates that the policy pursued in recent 

years does not seem well directed to meet the two objectives. The new model concentrates on 

the purpose of preventing poverty and disregards the objective of enabling people to maintain 

the previous living standards. This is why, in my view, it may be considered socially 

unsustainable. 

The paper is organized as follows. Section 2 examines the reform programme of the 

public pension system developed in Portugal in 2007. After drawing a short synthesis of the 

European Union strategy for pensions and the main developments in pension reforms in the 

European Union member States, the paper presents an outline of the main legislative changes 

introduced. Section 3 develops a critical assessment of the reform, underlines its normative 

basis and analyzes the philosophical turning point introduced. Section 4 discusses alternative 

directions pension policies may follow to face rising life expectancy and emphasizes the 

relevance of a macroeconomic regulation favourable to economic growth and employment. 

Section 5 presents some final remarks. 

 

2- The Recent Reform of the Portuguese Public  Pension System  

2.1- The Context: Issues in Pension Reforms in the European Union Member States 

The reform program introduced in Portugal in 20071  is in accordance with the joint 

recommendations of the European Commission and the Council. Therefore, it should not be 

                                                
1 See Decreto-Lei n¼. 187/2007. The reform under analysis regards the public pension scheme in Portugal 
This scheme covers the highest percentage of the total active population. It is mandatory for the 
employees and self-employed workers in the private sector. Public employees are covered by a specific 
scheme. Other plans also exist but cover a limited percentage of the total active population. It is worth 
underlining also the introduction of significant measures intended to harmonize the public scheme with 
the scheme that covers public employees. See Lei n¼. 60/2005, de 29 de Dezembro. Decreto-Lei n¼. 
187/2007 also applies to the calculation of pensions for the public employees whose working career 
started after the 1 September 1993, in accordance with Decreto-Lei n¼. 286/93. 
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analyzed in isolation. In the European Union, both the diagnosis of the pension challenge and 

the strategy outlined to face it follow a specific view on the subject.  

The European approach was inspired by the recommendations of the World Bank and 

the OECD for the field of pensions. From the early nineties, the World Bank2 and the OECD3 

recommended and influenced the governments of many developed countries to reform their 

public pension systems. The main argument used to persuade the governments to undertake 

adjustments in public systems financed on a pay-as-you-go (PAYG) basis is that these schemes 

may become unsustainable in the long term due to their vulnerability to population ageing. 

Increasing longevity raises the ratio of current beneficiaries to current contributors. Therefore, 

the future revenues of these schemes may not be enough to cover their future expenditures. As 

States dedicate significant amounts of expenditure to old age provision, the demographic trends 

will cause a significant growth of expenditures leading to cumulative deficits and public debts. 

The proposals of these international organizations call for limiting expenditure of 

PAYG schemes, in order to face the predictable rising costs of retirement, and for increasing the 

role of private funded pension schemes and of voluntary provision. Following these 

recommendations, many European countries, during the nineties, have introduced reforms in 

their public pension schemes with the Ð implicit or explicit Ð aim of containing spending.  

In the European Union, the reform of public pension systems has been included in the 

political agenda after 1999. In December, the Economic Policy Committee (EPC) organized a 

working group, for examining the impact of population ageing on pensionsÕ expenditures 

schemes and on public finances. Following an ECOFIN Council demand expressed in February 

2000, the EPC published a report4, in October 2001, which presented projections for 

expenditure on public pension systems financed on a PAYG basis up to 2050.  According to this 

document, spending on pensions might grow from three to five percentage points of GDP in 

most Member States in the period between 2000 and 2050. Following the analysis of the 

working group, the ECP deduced some political recommendations. The Member States were 

asked to adopt measures in order to guarantee the financial sustainability of PAYG schemes, by 

containing future spending, and to encourage the development of fully funded schemes and of 

private voluntary provision. 

The effects of ageing on pensionsÕ spending were highlighted in several European 

Councils. As requested since the Stockholm European Council, in March 2001, the effect of 

                                                
2 World Bank (1994), Averting the old age crisis: policies to protect the old and promote growth, Oxford 
University Press, New York. 
3 OECD (1996), Ageing Populations, Pension Systems and Government Budget, Paris. 
4 Economic Policy Committee (2001), Budgetary Challenges Posed by Ageing Populations: the impact 
on public spending on pensions, health and health care for the elderly and possible indicators of the long 
term sustainability of public finances, EPC, 24 October, EPC/ECFIN/655 Ð EN final. 
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ageing on pensions spending is assessed in the framework of the Stability and Growth Pact. 

Since then, expenditures on pensions have been under attentive supervision by the European 

Union institutions charged with economic and financial affairs, as a consequence of the 

budgetary discipline imposed to the Member States by that Pact.  

The Gothenburg European Council, in June 2001, endorsed three principles for 

reforming pension systems: adequacy, financial sustainability and adaptability. At the Laeken 

European Council, in December 2001, these principles were decomposed in eleven common 

objectives and a working scheme based on the open method of coordination (OMC) was 

launched. The OMC requires that the process Ôdoes not change the responsibility of 

policy-makers at European and national levelÕ. It also establishes an integrated framework 

which will consider policy coordination activities in other areas (economic policy, public 

finances and employment). 

 In 2002, national strategy reports were published describing how the fifteen Member 

States intended to meet the common objectives. Based on those documents, in 2003, the 

Commission and the Council adopted a Joint Report on Adequate and Sustainable Pensions 

which recommended the Member States to undertake comprehensive reforms in their pension 

systems in order to attain those objectives. The Report also called on to improve incentives for 

older workers to remain active, to tighten the link between contributions and benefits and to 

strengthen the financial basis of pension systems by increasing public and private funding.  

The European Council of March 2003 recommended the Member States, including the new, to 

develop further reforms in the field of pensions. The reforms should help to meet the overall 

objective of financial sustainability of pension systems and, thereby, contribute to the financial 

sustainability of public finances as a whole. 

A new wave of National Strategy Reports was published in 2005. The synthesis report 

of these documents, published in 20065, provides an analysis of the progress in reforming 

pension systems. According to the synthesis report, after 2003, Member States have introduced 

significant reforms with the aim of attaining the three broad goals, i.e. providing adequate 

retirement income, ensuring financial sustainability and adapting systems to structural changes 

both in the labour market and in societal conditions. In many countries, a general move has been 

observed towards introducing incentives for working longer, strengthening the link between 

contributions and benefits and considering life expectancy in the formula for calculating 

pensions. In addition, the provision of private pensions, complementing or replacing partially 

public pension provision, has been promoted. Moreover, some Member States increased the role 

of minimum retirement income provision in order to prevent poverty in old age.  

                                                
5 European Commission (2006), Adequate and Sustainable Pensions: Synthesis Report, Luxembourg, 
Office for Official Publications of the European Communities. 
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2.2-The Main Legislative Changes Introd uced in Portugal in 2007  

The Portuguese reform of 2007 makes part of the general move described above. Next, the three 

main measures introduced are summarized. 

Firstly, a Òsustainability coefficientÓ was introduced in the formula for calculating 

pensions. This coefficient is a demographic adjustment factor, which reduces pensions by a 

certain percentage if life expectancy increases during the working period. This factor equals the 

ratio between life expectancy in 2006 and life expectancy in the year preceding retirement. It is 

multiplied by the level of statutory pension in order to reduce it as life expectancy increases. 

Workers can use two alternatives to avoid the decrease in pensions: they may choose to extend 

their working lives or they may choose to increase their voluntary contributions to a new 

complementary public scheme of individual accounts.  

Secondly, the earnings of the entire working life are now taken into account for 

calculating pensions. To be entitled to an old age pension, social security beneficiaries should 

have completed a period of 15 years with contributions. From 1994, pension levels were 

calculated based on the average earnings of the ten best years of the final fifteen. This rule was 

changed in 20026. The new law stated that the earnings of the entire career would be taken into 

account for calculating the pension (subject to a maximum of 40 years). However, this law also 

defined a transitional period, from 2002 to 2016, during which the most favourable method of 

calculation - the former, the latter or a weighted average of both - could be used to determine 

the pension level7. The reform introduced in 2007 accelerates the transition to the new 

calculation formula. Hereafter the beneficiaries of the system will have their pension determined 

by a weighted average of two components. One component is calculated considering the best 

ten years of earnings of the final fifteen and the other component is determined by taking into 

account the earnings of the whole career. The weight of each component depends on the 

moment of retirement (before or after 2016) and the number of years with contributions before 

and after a specified moment of reference8. According to the text of the law, accelerating the 

                                                
6 It is worth mentioning that the Decreto-Lei n¼. 17/2000, de 8 de Agosto, already stated that pensions 
should be calculated taking into account, gradually, the earnings of the entire career (art¼ 57¼-3). This is a 
significant rule change regarding the previous scheme established by Decreto-Lei n¼. 329/93, de 25 de 
Setembro, which stated that benefits should be calculated based on the average earnings of the ten best 
years of the final fifteen. The new method of calculating pensions was adopted only when Decreto-Lei n¼. 
35/2002, de 19 de Fevereiro, came into effect. However, as the law established a transitional period, 
during which the former and the latter methods could be applied in order to guarantee beneficiaries the 
most favourable rule, the true impact of the measure was reduced. Decreto-Lei n¼. 187/2007, de 10 de 
Maio, accelerates the transition to the new calculation formula. 
7 It has been estimated that, Òduring the period between 2002 and 2004, some 238060 pensions were 
granted, of which 41713 (approximately 17.52%) were in accordance with lifetime contributions (É ) 
with their recipients thus being guaranteed the most favourable pension amount.Ó (European Commission, 
2005: 3). 
8 The reference year is 2006, for those who retire before 2016, or 2001, for those who retire after 2016.  
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transition to the new calculation formula is desirable because the latter reinforces the 

contributory nature of the system. This transition is seen as a requisite of justice9. 

Thirdly, in 2006, new rules were approved10 regarding the scheme of indexing the 

benefits. This law came into effect in 2007. On the one hand, the indexation of pensions will not 

depend only on inflation but on economic growth and inflation. On the other hand, the 

minimum remuneration will not be used as reference for indexation. A new term of reference 

for calculating social benefits and their indexing is now used: the ÒIndexante de Apoios SociaisÓ 

(IAS) which will be defined every year by the government. The value of IAS, in 2007, was 

determined taking into account the minimum remuneration and the consumer price index11.  

Since then, it has been adjusted considering the rate of economic growth and inflation. It is 

worth highlighting the consequence of the substitution of IAS for the minimum remuneration as 

term of reference for indexing the lowest benefits: wage indexing of minimum benefits was lost. 

The new method of indexation does not guarantee all pensioners the maintenance of their 

benefits in real terms. This will only happen if the rate of economic growth is over 2%. 

According to the law, if the rate of economic growth is under 2%, only pensions below 1.5 IAS 

are increased following the inflation rate of the previous year. All other pensions will grow less 

than the consumer price index. Price indexing of benefits higher that 1.5IAS was also lost. 

Additionally, the law also introduces new rules to encourage the maintenance of activity 

in old age, with the declared purpose of guaranteeing Òjustice (É ) and protecting employment 

and productivityÓ. Higher penalties for those who retire before the legal age are introduced and 

several incentives to extend working life are included.  

 

3- A Change of Path in Pension Policies  

3.1- A Critical Assessment of the Reform 

The Portuguese reform was designed to contain pressures on public finances and the adjustment 

was promoted exclusively through the reduction of the income guarantee provided in old age. It 

may be criticized following three argumentative lines. 

Firstly, it may be criticized for its adverse consequences in terms of welfare. The three 

main measures introduced converge in the sense of reducing the level of benefits.  

 The decrease in the replacement rates will be the necessary consequence of the first two 

measures.  On the one hand, according to the new formula of calculating pensions, benefits will 

be affected not only by workersÕ final earnings but will depend on workersÕ entire careers. 

                                                
9 Justice is assessed, in this case, based on an individual equity criterion. Alternative criteria are 
mentioned in Section 4.  
10 Lei n¼. 53-B/2006, de 29 de Dezembro. 
11 The IAS level has always been below the minimum national wage. In 2009, it equals 419, 11 euros. 
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Taking into account the highest earnings of the final working years as a basis of pension 

calculation or the entire career has different implications regarding the replacement rate.  In 

general, working careers present rising earnings in later years. Thus, when the benefits relate to 

the earnings of the entire career, the replacement rate is lower. Consequently, this new rule 

reduces the amount of benefits for the majority of new old age pensioners (see note 7). The 

benefits pensioners are entitled to have now a closer link to average earnings but are more 

distant from their final earnings and from the level of income current in society at the time they 

retire. On the other hand, the introduction of a demographic adjustment factor, named 

Òsustainability coefficientÓ, used to reduce pensions by a certain proportion as life expectancy 

increases, will cause a gradual decrease of the replacement rate. 

PensionersÕ income path during the retirement period will be affected by the new way of 

indexing pensions. On the one hand, the new method of adjusting the benefits, which defines 

the income trajectories in retirement, does not guarantee the adjustment of minimum levels of 

benefits in line with the minimum remuneration. This represents a change of path in recent 

policies which aimed at achieving the objective of gradual convergence of minimum pension 

level to the minimum wage. In fact, the process of convergence, completed in 2005, was 

reversed. On the other hand, the adjustment of all benefits in line with inflation is no more 

guaranteed. Thus, not only the minimum levels of benefits will grow less than the minimum 

wages, but also the purchasing power of pensions higher than 1.5 IAS will erode. Thus, the new 

method of adjusting pensions over time will produce a growing divergence between the income 

trajectories during the retirement period and the overall income path in the society. 

The reform followed the strategy of lowering pensions. Its main purpose was to alleviate 

fiscal problems immediately. However, the attempt to contain spending on pensions has serious 

consequences from a welfare point a view, particularly in countries like Portugal.  Due to the 

late development of public pension system and the past labour market conditions, the majority 

of the retired population has not yet reached a significant income security in old age. In 

Portugal, pensioners present on average a significantly lower relative living standard in 

comparison to the rest of the population and a higher risk of poverty. Even when the previous 

rule for calculating pensions was applied, in the transition to retirement, pensioners still suffered 

significant income losses due to their past integration in the labour market, characterized by low 

earnings and short contributory periods. Also their income dynamics after retirement depended 

on indexation rules that were also more favourable than those recently introduced.   

In this context, the strategy of lowering pensions seems to be particularly adverse 

because the burden of the adjustment is placed exclusively on pensioners. Even if this strategy 

was not disputable, it might have different impacts in different countries. Lowering the benefits 

provided by a system still in maturation, where the majority of the retired population receives 
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very low income levels (See Table 1, in the Appendix), represents a deviation from the 

possibility of enabling people to maintain the living standards attained during the working 

period. Therefore, in this case, it is necessary to face an emergent conflict between the 

objectives of financial sustainability and adequacy.  Obviously, lowering the benefits might 

have a different meaning in other countries where pensionersÕ living standards are similar or 

even higher than the average in society. In these cases, it might be reasonable to place the 

burden of the adjustment on pensioners if these schemes continue to allow retired workers to 

uphold relatively high living standards. 

Secondly, the reform may also be criticized from a methodological standpoint because 

the level of benefits was taken as the adjustment variable and was treated as a subsidiary subject 

in a policy aimed at achieving financial sustainability.  

In fact, the objectives to attain regarding income security in retirement Ð including the 

replacement for earnings lost and the adjustment of income over time Ð are not mentioned in the 

official reports. Both in the text of the Law12  and in another important document13, published by 

the Ministry of Solidarity and Social Security in 2006, where the strategic lines of the reform 

were revealed, there is no reference either to the planned decrease in the level of the benefits  or 

to the objectives to attain in terms of income protection in retirement. The estimated effects of 

the reform, regarding the reduction of benefits, were presented, in the end of 2006, by the 

Ministry of Finance and Public Administration, in the State Budget 2007 Report14. The 

document contains an analysis of social security sustainability. The current reforms are 

interpreted as a necessary adjustment to reduce the future increase in public pension 

expenditure, and thus they are presented as a solution to ensure the long term financial 

sustainability of the public pension system. According to the government projections, public 

spending on the whole contributory schemes of social security is projected to increase, around 

2.4% of the GDP, in the next 20 years. In 2006, the sum of these schemes still presented a 

surplus but, in 2025, it will be in a deficit of -1.9% of the GDP. Public expenditure on pensions 

(old age, invalidity, survival) will increase from 5.5% to 7.9% of GDP. Old age pensions of the 

contributory scheme will increase from 4% in 2006, to 6.3%, in 2025. According to the official 

projections, the application of the new rules will allow a future reduction of public spending on 

pensions and also of the real growth of average pension (See Figure 1, in the Appendix). These 

effects are considered positive in the perspective of the State budget. Due to the pressure to 

balance public finances, the objectives of pensions, regarding the level of benefits to provide, 

                                                
12 Decreto-Lei n¼. 187/2007, de 10 de Maio.  
13 MinistŽrio do Trabalho e da Solidariedade Social (2006b), Linhas Estratégicas da Reforma da 
Segurança Social, 3 de Maio, Lisboa. 
14 MinistŽrio das Finan•as e da Administra•‹ o Pœblica (2006), Orçamento de Estado para 2007: 
Relatório, Outubro, Lisboa. 
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have been treated as a subsidiary subject. Thus, the reform may be criticized for having treated 

pension levels as the adjustment variable in a policy aimed at achieving financial sustainability. 

A coherent policy requires, in my view, a clear specification of its aims in the domain of 

income security. As pensions are intended to provide retirement income security, the design of 

future schemes must assess their respective adequacy as sources of retirement income. 

Regarding contributory benefits, the objectives should be clearly formulated in two fundamental 

domains: the replacement for earnings lost and the adjustment of income over time. Social 

objectives in the domain of retirement income security should always be treated as fundamental 

principles of any pension reform. These should be clearly stated and, obviously, I think, 

assumed as the departure point in the design of future schemes.  

Thirdly, the fact that the reform attributed more relevance to the means of policies 

(spending on pensions) than to its ends (the social objectives) poses also another question, 

regarding the proper criterion for assessing policies. In Portugal, the process of reforming 

pensions was considered a success, both by the government and the right wing partisans. 

However, this consensus results, in my view, from a wrong point of view that consists of 

assessing policies solely by their effects on the budgetary equilibrium over time. The exclusive 

concern with the means has lead to the neglect of the fundamental purpose of pension provision, 

i.e. the social objectives of these policies. In fact, by means of cutting the benefit levels, the 

reform alleviated current and future fiscal problems. However, at the same time, a problem of 

society was created: increasing inequalities in living standards between pensioners and their 

contemporaries and increasing poverty amongst the elderly.  

I think that an appropriate assessment of pension policies should take into account not 

only their budgetary effects but mostly their consequences on pensionersÕ incomes and lives. 

 

3.2- The Normative Basis Underlying the Reform 

As the guidelines of the reform reflect implicit political choices, it is worth outlining the 

underlying normative view. 

Basically, the new scheme was designed in a way that makes it more similar to a private 

insurance mechanism.  On the one hand, the presence of inter-individual redistribution was 

limited as the link between lifetime contributions and expected lifetime has strengthened.  On 

the other hand, with the introduction of the Òsustainability coefficientÓ the level of pensions 

became dependant on life expectancy. 

According to the view that inspired the reform, these schemes are seen as an 

inter-temporal mechanism of individual income transfer between the working years and 

retirement. In this perspective, since the redistribution of income occurs at the individual level, 
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the mechanism of income transfer should be evaluated following an individual equity criterion. 

Actuarial neutrality becomes the implicit norm of justice. The present value of the expected 

lifetime benefits should keep a strong link with the present value of lifetime contributions. A 

tight link allows an individual to receive in retirement a sum closely related to that he or she has 

paid during their working years. In such a scheme, the inter-individual redistribution of income 

is almost absent because it is excluded ex ante. However, it always happens ex post, as a result 

of the differences in individual lifespans after retirement.  

In the perspective underlying the current reform, contributory schemes are viewed as 

inter-temporal mechanisms of individual income transfer, between two stages of a lifecycle, the 

working years and retirement. So, they should fall in the sphere of individual responsibility. 

Assimilated to an income from property, pension benefits are justified by the existence of 

Òprevious savingsÓ (the contributions). Therefore, the maintenance of a strict link between the 

benefits received by an individual and his or her previous contributions is required. The 

transition to the new calculation rules is seen as a requisite of justice because it reinforces the 

contributory nature of the scheme, as pensions are going to be calculated based on the earnings 

of the entire career, and not on final earnings. 

According to this perspective, interpersonal redistribution should be realized only either 

by universal benefits provided to all citizens, not related to income or the employment status, or 

by means tested benefits, which could be justified by the idea of need. The sphere of social 

responsibility should be restricted to this domain. 

 The borderline between the redistributive function and the insurance function of 

pension schemes could be clearly delimited.  Incomes in old age should be based on two 

sources: either on public transfers, in case of need, or on incomes from property, allowed by 

individuals previous savings.  According to Math (2001: 40), this move represents Òto turn the 

back to the history of social security, collective guarantee based on solidarity through workÓ. 

 There are alternative insights on the desirable link between contributions and benefits15. 

Other views emphasize that contributory schemes do not need to keep a strict proportionality 

between contributions and benefits. Pension schemes are not seen as a forced savings 

mechanism, which enables individuals to transfer resources for themselves between two time 

periods. Although contributory benefits are defined on a commutative basis Ð benefits are 

related to the employment status, their purpose is to replace earnings and require previous 

contributions Ð they do not need to be strictly linked to contributions. The scheme may involve 

a certain degree of inter-individual redistribution. 

                                                
15 On this subject, see Thompson (1983). For a discussion of the normative basis of pensions, see Gillion 
et al. (2000). 
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 When the objective of pension policies is to guarantee a certain level of welfare, to 

allow people to maintain their previous living standards after retirement, another configuration 

for these schemes is required. In this case, the rule for pension calculation should even weaken 

the link between the lifetime contributions and the expected benefits. The presence of 

redistributive mechanisms in contributory schemes, like the rules that establish minimum 

pension levels or the rules that guarantee higher replacement rates for the lowest incomes, may 

be justifiable. Additionally, the calculation formula may deliberately weaken the link between 

the contributions paid throughout the working career and the benefits received. If the objective 

is to provide a certain level of welfare, the benefits should be calculated taking into account the 

earnings of the final working years, instead of the earnings of the whole career. It is the 

appropriate means for safeguarding the previous living standards.   

 

3.3- A Philosophical Turning Point   

The analysis of the main legislative amendments introduced with the reform of 2007 shows that 

there was a substantive rule change in the public pension scheme. The new measures were 

designed in accordance with a new perspective regarding the principles and objectives pension 

policies should fulfil.  

Firstly, in the transition to retirement, there was a significant change in the rule for 

calculating pensions, expressing a different choice of objectives for pensions.  Notice that 

underlying any calculation formula there is an implicit view regarding the objectives of pension 

policies. When the objective is to safeguard the previous living standards, the benefits should be 

related to the earnings of the final working years, instead of the earnings of the whole career. 

When the benefits depend on the earnings of the entire career, they will diverge from workersÕ 

final earnings and from the average earnings current in society at the time of retirement. Thus, 

the introduction of the new rule represents a significant shift of path in the objectives of pension 

policies.  

Secondly, during the retirement period, the new method of adjusting pensions over time 

will not guarantee either the adjustment of all benefits in line with inflation or the adjustment of 

the minimum levels of benefits in line with the minimum remuneration. Regarding the 

minimum levels of benefits, the reform also produced a change of path in recent policies which 

aimed at achieving the objective of gradual convergence of minimum pension level to the 

minimum wage. As was mentioned, the process of convergence, completed in 2005, was 

reversed. The new rules will produce a growing divergence between the income trajectories of 

pensioners during the retirement period and the overall income path in the society. 
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 PensionersÕ relative standard of living will lower following the reduction of the 

replacement rates for the majority of the retired population and the new rules of adjusting 

benefits over time (which do not guarantee either wage indexing of minimum benefits or price 

indexing of all benefits).  Both moves prove that the objective of safeguarding living standards 

after retirement was neglected.  

It is worth underlining that this strategy represents a philosophical turning point in the 

architecture of the system. State intervention is becoming focused on the provision of a modest 

income protection in retirement, disregarding that the fundamental purpose of pensions should 

be to allow people to maintain, as much as possible, the living standards achieved during the 

working period16. A notion of social assistance, rather than a contemporary conception of social 

security, inspired this move. The strategy of lowering pensions occurs at the same time the 

government declares the prevention of poverty among the elderly to be a political priority. The 

vision that inspires this reform is dominant but disputable. Ò[I]n a well-ordered welfare state 

almost all the job of relieving poverty will be done by policies whose objective and rationale are 

quite different. (...) [I]f the welfare state is to be identified with one objective, it is that of 

income maintenance rather than the relief of povertyÓ, observed Barry (1990: 73), regarding the 

apparently paradoxical title of his paper ÒThe Welfare State versus the Relief of PovertyÓ. 

Moreover, as regards pensioners with low incomes, the logic underlying recent policies 

also deserves to be briefly mentioned. Two trends express a significant change of path in the 

policies addressed to pensioners with low incomes. On the one hand, as was noticed above, the 

process of gradual convergence of the minimum pension level of the contributory scheme to the 

minimum wage, completed in 2005, has been reversed. Pensioners who present complete 

working careers (forty years) are no longer entitled to a minimum pension equal to the net 

minimum wage. On the other hand, from the beginning of the legislature, in 2005, the 

government introduced a new mechanism of income protection for poor pensioners, a benefit 

that requires a test of means17, named Òcomplemento solid‡rio para idososÓ, designed to 

alleviate old age poverty. In the foreword of the law is declared that this new mechanism 

intends to be an element of a new policy of minimum benefits for the elderly. The previous 

policy, based on a general increase in the minimum levels of benefits, is considered 

unsustainable and will be replaced by the strategy of concentrating the benefits on those in need.  

                                                
16 Under the heading of  ÒadequacyÓ, EU official reports include not only the objective of Òpreventing 
social exclusionÓ but also the objective of Òenabling people to maintain living standardsÓ after retirement. 
See European Commission (2003), Joint Report from the European Commission and the Council on 
Adequate and Sustainable Pensions, Brussels, European Commission and European Commission (2006), 
Adequate and Sustainable Pensions: Synthesis Report, Luxembourg, Office for Official Publications of 
the European Communities. 
17 Decreto-Lei n¼. 232/2005, de 29 de Dezembro.  
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I believe that a model socially sustainable for earnings related pensions should guarantee 

not only a minimum income protection but mainly to enable people to maintain their living 

standards after retirement. The preservation of living standards has two fundamental 

requirements. On the one hand, in the transition to retirement, should be guaranteed a 

reasonable rate of replacement of individual earnings, i.e. on average the benefits pensioners are 

entitled to should not be significantly lower than their average final earnings. If this condition is 

respected, they would be allowed to maintain, as much as possible, their previous living 

standards. This is also the necessary condition to prevent pensionersÕ average income from 

falling significantly below the average income current in society at the time they retire. On the 

other hand, during the retirement period, it is fundamental to guarantee that pensionersÕ average 

income does not fall significantly below average income current in society at any time. This 

requires that the adjustment of benefits takes into account not only inflation but also the general 

rise in earnings over time. If this condition is respected, the benefits pensioners are entitled to 

will allow them to share, over time, the general prosperity of the society where they live in.  

 

4- Pension Policies and the Model of Macroeconomic Regulation 

4.1- Pension Policies in a Context of Increasing Longevity: The Real Problem of Society  

The strategy of lowering pensions is only one possible approach. It is worth outlining the 

alternative ways of adjusting pensions to the demographic trends. From a macroeconomic 

perspective, the economic costs of retirement may be measured by the consumption of the 

retired (Cr) expressed as a fraction of total income (Y), i.e. Cr/Y (Thompson, 1998).   The 

equation shows that pensions represent a claim on the output. The real cost of retirement equals 

the consumption of goods and services of the retired in relation to the total production of goods 

and services. Therefore, in real terms, the problem posed by the change in the age structure of 

the population is one of an increasing share in spending. 

The analysis of the ratio Cr/Y shows the options available to society to face rising life 

expectancy. Basically there are two solutions: to contain the level of demand for goods or 

services (numerator) or to increase their supply (denominator). Demand can be contained either 

by increasing contributions or by reducing benefits. In the first case, the burden of the 

adjustment is placed exclusively on workers. In the second case, the burden of the adjustment is 

placed exclusively on retirees. A third solution is to increase the legal age of retirement in line 

with rising life expectancy. Extending working life increases de number of workers and reduces 

the number of retirees, which allows containing spending while avoiding the reduction of 

pensionersÕ living standards. Thus, on the demand side, the solutions are: to reduce pensions, to 

increase contributions, to adjust the retirement age, or a combination of all three.  The previous 
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reasoning, however, considered only policies on the demand side.  As Barr pointed out, Ò[a]t a 

given level of national output, these three policies Ð lower pensions, higher contributions, or 

later retirement Ð are only mechanisms for dividing output in different ways between workers 

and pensionersÓ (Barr, 2006: 13). To face rise life expectancy, it is also possible to increase the 

supply of goods and services. Policies which promote economic growth are central, as the ratio 

Cr/Y shows. There are two basic strategies for raising output: increasing output per worker or 

increasing the number of workers (by reducing unemployment, by increasing womenÕs 

participation in the labour market, by raising the legal age of retirement or by immigration). 

Therefore, a macroeconomic regulation favourable to economic growth and employment will 

help to deal with the projected change in the age structure of the population.  

Following Thompson (1998), the decomposition of the previous equation provides a 

synthetic view of the fundamental variables that determine the cost of supporting the retired and 

the possible adjustments. 
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The equation expresses the economic cost of supporting the retired (Cr/Y) as a product 

of three ratios: the aggregate consumption ratio, (C/Y); the fraction of the population that is 

retired (R/P); and the living standards ratio, which is the ratio of average consumption of 

retirees to the average consumption in society, [(Cr/R)/(C/P)]. 

The projected change in the age structure of the population will increase the ratio (R/P) 

and, other things equal, will cause an increase in the economic cost of retirement (Cr/Y). To 

face the increase in the fraction of total output used for supporting the retired, it is possible to 

change the retirement age (reducing R/P) or to change social conventions that rule the 

relationship between the living standards of retirees and those of the population as a whole (i.e. 

the living standards ratio), by changing either the level of pension benefits or the level of 

contributions. The decomposition of the equation shows that, from an aggregate perspective, the 

problem of pensions is essentially a distributive issue.  

To sum up, in the societyÕs perspective, pensions represent a claim on the output. 

Therefore, other things equal, if life expectancy increases, pensionersÕ share in spending will 

grow18.  If national output does not growth, there will be only options from the demand side. 

                                                
18 In real terms, the problem posed by the change in the age structure of the population is one of an 
increasing share in spending. This problem should be faced independently of the method of financing 
retirement incomes. If the role of private schemes and of voluntary provision increases, the pressures on 
public finances will reduce Ð because the economic costs of supporting the retired will not burden the 
public budget Ð but the economic problem of society will rest unchanged. Unless it could be proved that a 
shift towards funding would lead to a higher increase in output than pay-as-you-go. It is often argued that 
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However, output is a central variable. Therefore, a macroeconomic regulation favourable to 

economic growth and employment is fundamental to address the demographic change.  

In the debate about pension policies, this fundamental issue has been underestimated. In 

particular, in the European Union the model of macroeconomic regulation imposed by the 

Stability and Growth Pact translated into a restrictive financial policy and depressed growth. 

This has been a major cause of destabilization of the social security financial balance. The 

theme is briefly mentioned in the next topic. 

 

4.2- Pension Policies in a Context of Increasing Longevity: The Fiscal Problem of the State  

Pension policies in the European Union were configured in accordance with criteria that rest on 

doctrinal arguments. As was mentioned earlier, the move observed in this field in many member 

States was inspired by the perspective of the World Bank and the OECD which, from the 

middle nineties, called the governments for limiting expenditure of pay-as-you-go schemes and 

for increasing the role of private schemes and of voluntary provision. This ideology has had a 

deep influence in the design of pension policies, as it calls for rolling back spending on the 

welfare state and, in particular, on pensions. The increased pressures on public finances caused 

by population ageing has provided an argument to many authors and policy makers, who 

criticize State intervention in this sphere, to recommend the governments to promote ambitious 

reforms of pension systems by means of rolling back spending on pensions. 

However, we should not underestimate the pressures imposed by other policies for 

reforming pensions, namely the fiscal policy in the European Union. In particular, the influence 

of the Stability and Growth Pact (SGP) should be underlined for its significant impact on 

pension policies19. On the one hand, the SGP has been pressuring the governments to tighten 

fiscal policies. The imperative of balancing the budget has been leading the governments to cut 

public spending, in general, and spending on pensions and on other social transfer programs, in 

particular20. Implicitly, the burden of the adjustment, in most cases, was placed on pensioners. 

Although the recommendations of the Commission and the Council endorse three principles for 

                                                                                                                                          
funding increases savings and hence will lead to higher productive investment and economic growth. 
However, it is not proved either the causal link between funding and saving or the effect of saving on 
productive investment. Also the volume of investment is not the only determinant of growth, its quality is 
also fundamental. On the effects of pensions on saving and investment, see Thompson (1998), Barr 
(2004) and Barr and Diamond (2008). The ÒmythsÓ on the advantages of funding have been examined by 
Thompson (1998), Orszag and Stiglitz (1999), Barr (2000, 2001, 2004) and Barr  and Diamond (2008). 
19 On this subject, see Fitoussi (2002, 2004a, 2004b). 
20 Another solution to improve the financial balance of pensions could be the increase in contributions, 
but it was not considered. On the ideology of the impossibility of increasing contributions, see Math 
(2001). Moreover, later retirement may be a painless option than the alternative, i.e. reducing the living 
standards of pensioners or workers. However, it cannot be a real option unless the income is near the level 
of full employment.  
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reforming pension policies, i.e. adequacy, financial sustainability and adaptability, definitely 

financial sustainability has been the major concern. This fact has lead to an attentive supervision 

of spending on pensions by the European Union institutions charged with economic and 

financial affairs. There was not a comparable supervision of the consequences of the reforms 

introduced on pensionersÕ incomes and wellbeing.  

On the other hand, as the SGP focuses on intermediate objectives, like the budget 

equilibrium and financial stability, it has been imposing limits to the objectives of growth and 

full employment.  The main purpose of the SGP is to attain Òsound public financesÓ rather than 

attaining the overall macroeconomic stability. This explains why the euro area has had a worse 

performance in the fields of growth and of employment, from the beginning of the current 

decade, as compared to the US.  One of the main reasons for this bad performance is the 

constraint imposed on public finances by the SGP. As national governments have been 

following restrictive fiscal policies, growth and employment have been depressed.  The 

reduction of the active population employed leads to the decrease in contributions and the 

increase in spending with unemployment benefits. Moreover, in this context, to anticipate 

retirement may be the appropriate alternative for older workers facing the risk of 

unemployment. In some cases, the phenomenon of pre-retirement becomes recurrent, creating 

additional financial pressures on pension systems. Therefore, the financial balance of the 

welfare systems has been under pressure. It is the combination of a restrictive financial policy 

and a depressed growth that is undermining their budgetary equilibrium.  

To sum up, the debate on social security financing should not be dissociated from the 

debate on the model of macroeconomic regulation. The possibility of structuring pension 

systems financial and socially sustainable depends on a macroeconomic regulation able to 

promote economic growth and employment.  

 

4.3- The Financial Sustainability of Social Securit y in Portugal  

The financial difficulties that the Portuguese social security has been facing are the consequence 

of structural economic problems. This fact is recognized in official reports21. The rhythm of 

economic growth and unemployment are the biggest threats to the financial balance of social 

security. On the one hand, the reduction of the active population employed originates the 

decrease in receipts from contributions and the increase in spending with benefits associated to 

                                                
21 ÒAs a consequence of a set of negative factors, like the slowdown of economic growth, a parallel  
increase in unemployment, the maturation of the system and the consolidation of schemes of anticipation/ 
flexible age of reform, we have assisted, in the last five years, to an increased deterioration of the  
financial balance of the Social Security system, particularly evident by the explosive growth observed 
after 2000 in spending on pensions and with benefits associated with unemploymentÓ in MinistŽrio do 
Trabalho e da Solidariedade Social (2006a). 
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unemployment. On the other hand, pre-retirement has been a persistent phenomenon in recent 

years with adverse budgetary effects. The individuals that choose to anticipate retirement 

present on average longer working careers and are entitled to higher level of benefits. For some 

others, however, to anticipate retirement in not an option but the painless choice when the 

alternative is unemployment. 

The budgetary problems are also increased by the gradual maturation of the system, 

mentioned in the report. Furthermore, these difficulties are increased by several measures of 

exoneration of contributions introduced, in recent years, with the purpose of stimulating 

employment, which are based on the neoclassical conviction that the main cause of 

unemployment is the high cost of labour. Population ageing also imposes a financial pressure, 

but at a slow and gradual rhythm. 

On the one hand, although the report recognizes that the structural problems the 

Portuguese economy faces are the main cause of financial pressure, however, it does not make 

reference to the essential reform of the model of macroeconomic regulation. However, the 

issues of economic growth and employment were silenced. On the other hand, the anticipation 

of retirement was discouraged by increasing penalties.  

Social security financing should not be discussed in isolation from the model of 

macroeconomic regulation and the pattern of income distribution in society. The budgetary 

difficulties identified, in the present time, are the result both of macroeconomic policies 

unfavourable to employment and growth and of a distribution of income that reduced 

significantly the labour income share, in the last decades, in most developed countries including 

Portugal. From an aggregate perspective, the problem of pensions is essentially a distributive 

issue: it is the question of defining the rule to specify pensionersÕ share of total income. 

PensionersÕ income share depends on the distribution of income between capital and labour and 

on the division of the labour income share between workers and pensioners, which is ruled by 

the social conventions that define the level of benefits and the contribution rate. These are 

fundamental political problems.  

 

5- Final Remarks 

The conclusions of this paper are easy to summarise. In my view, a model socially sustainable 

for earnings related schemes requires not only the guarantee of a minimum income for all 

workers. The fundamental outcome of public pension schemes should be to enable people to 

maintain in retirement their previous living standards. However, the model recently introduced 

with the reform focus only on the first objective. The replacement rates will reduce for the 

majority of retired workers and the mechanisms of adjusting the benefits will not guarantee 
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either the adjustment of all benefits in line with inflation or the adjustment of minimum 

pensions in line with minimum wage. The model is set to provide a modest income protection in 

retirement, intended to alleviate poverty. The fundamental objective of safeguarding the 

pre-retirement living standards was neglected. A notion of social assistance, rather than a 

contemporary conception of social security, inspired this move.  

The view that motivated the reform undertaken in the field of pensions, in Portugal and 

in some other countries, based on cutting benefits in order to balance the budget, is disputable. 

Throughout his book, The Economic Consequences of Rolling Back the Welfare State, Atkinson 

(1999) deeply criticized this way of approaching the welfare state. In particular, the author 

underlined the tendency to look at the costs without considering the benefits of the welfare state 

and the tendency to concentrate on poverty relief, ignoring other purposes of the welfare state. 

The critique applies entirely to the Portuguese approach for the field of pensions: the reform 

concentrated exclusively on the objective of balancing the budget over time and the 

fundamental purpose of pensions was missing in the debate. By means of cutting the benefit 

levels, current and future fiscal problems were alleviated. However, at the same time, a problem 

of society arises: increasing inequalities in living standards between pensioners and their 

contemporaries and increasing poverty amongst the elderly.  

I think that we need to examine, first of all, which is the proper criterion to assess 

pension policies. In my view, we need to place the problem of pensions in the Òright 

perspectiveÓ, i.e. to assess these policies (like other public policies) mostly by their 

consequences on peopleÕs incomes and lives, and not only by their budgetary effects. The 

present standard of policy assessment should change: the fiscal problem of the State should not 

be placed above people and their wellbeing.  As Titmuss (1943:17) wisely warned: ÒTo assess 

sanely the future of man, we must have the right viewpoint; we must look at things in terms of 

men and women, and not in terms of money.Ó 
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APPENDIX 

 

Table 1 - Distribut ion of old age pensioners, in 2005, according t o pension levels 

Old age pensioners Amount of pension  

(euros) Number (%) 

<374 1110912 81,00 

from 374,7 to 562,05 112440 8,20 

from 562,05 to 749,40 54454 3,97 

from 749,40 to 1124,1 53094 3,87 

from 1124,1 to 1873,5 29553 2,15 

from 1873,5 to 2997,6 8521 0,62 

from 2997,6 to 3747,0 2555 0,19 

Total 1371529 100,00 

 

Source: MinistŽrio do Trabalho e da Solidariedade Social, Linhas Estratégicas da 

Reforma da Segurança Social, 2006 
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