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Abstract

This paper examines several aspects of Israelsucased retirement benefits
system, focusing on distributive effects. We chemaze 10 stylized representative
prototypes of Israeli households, reflecting commdemographic, wage and
employment profiles. These prototypes are usedkxémnee the joint effects of tax
benefits for pensions and the public Old Age Alloa@s program's contributions and
disbursements on the lifetime income distributiogt replacement rates at retirement
and lifetime consumption smoothing. We find that flystem is neutral in terms of its
effect on lifetime income distribution, except fibile top income decile which gains
somewhat less than the others. We also find thagipe savings result in a net loss
for many low-income households, unsmooth their congion and lead to "too high”
post-retirement net replacement rates. Furthernanelence from a unique dataset
point to rational and active behavior of most htwsds with respect to these
incentives. These findings suggest that the paemnetf the retirement-age benefits
system should be adjusted following the introductid mandatory pensions.

MOINN MPHNNN HY HNIYI 0190190 DIITDNN NYIYN

51392 51

9801

oy NNYOVNA MITPNRNN TIN ORIV DY DN NODIND MIALNN NIIWN NX IMA NIT NI
10 OMANND NN NVWINT MNOM NPIDYNN ,ID0VUN DY DN NNYL .MDIdNN NPIN
SV 75V NPIDYNN IRNN DDA DY HNIWI MPDIDIIND NN DNXMNN N2 YPYN DY DIDIDV
NINANPN NIIYN DY) 1PDIY NODINY DHN MIALN HY NANMVNN NYIWNN NN NIN DIDINV
932 NOIINN NN DY ,VI9N 1N TNNRD MDIONN MPONNN DY MIMNON MVIAN DY Y19 DND
.DMNN TYNI NN NPONN DY (NMDNNN DN NTIAYN NNPN NDIY NY ON* Y9
MDIdNN MPYNNN DY NNYOIVYN NN TPINIV NN NI DY )1ODINN NN 7D RNNI
V) MIAVND OINY IVYN PNPYYNNI POM) POV NPWYD VT, 0NN TIRD N2 OPYN Pa
PO (YY) NPDIVH DI TION NI MDIIN OHY ¥D KNI TIY .DINNNN NYPHNI MM
M2 NMONN DN DNIY IXMN) DN N HY NIINNN NPONNA DX GONA YN ,INPDID
PN M DY MOONNN NP 2D THYN YTINY DMIN) DIV NITYI MND .AYIIN DA TN
LDXINNN HAN AN NHNIM ,TPDOPNY NPT N7 NN NI PN DINNA NN
M YN MIALVNN NOIWYN DY DMIVNIIN NN DINNND TNSN DY DOWIANND NYN DINNIN

12NN MO NOYIN MIAPYA DNV



1. Introduction

Israel's pension and social-security Old-Age-Allosa (OAA) systems have
undergone substantial reforms since 1995 dealiadgminantly with their solvency.
The reforms, resembling those in many OECD coun($alomaki, 2006; Dang et al.,
2001), included a rapid increase of the legal eetent age, substantial cuts in the
terms offered by the defined-benefits occupatiqmatsion-funds for their existing
members and closing these funds for new membeiditidwally, newly hired public-
sector employees were moved from employer-fullydteosh arrangements to defined

contribution — unsubsidized — private pension funds

After the solvency risks were alleviated, policykess' focus shifted to poverty
among the elderly. The high and rising overall ptveates in Israel drew attention to
the large proportion (about 22 percent) of old pediging below the poverty line - in
contrast to most OECD countribédditionally, the government was concerned about
the fiscal costs of Social Security's means-testedme-Supplement program and
wanted to ensure that retirees will be able to jpi@¥or themselves instead of relying
on public funds; there also was a concern thateegitake advantage of the means-
tested suppoft.The main factor pointed-out as responsible forlithéted availability

of retirees' own-resources was too-little penserirggs among those in the lower part
of the income distribution (Table 1). Consequenthg structure of tax incentives for
long-term savings was altered to support almostuskely pension savings (defined
as savings towards the payment of a retirementagaity). Furthermore, in light of
pending legislative intervention, employers and titaele-unions agreed to adopt a
national pension accord from 2008, which was exdnidy government decree to

cover all the employees.

Pensions offer two key advantages for individud)sconsumption smoothing over a
life-time-span, including insurance for longevit?) potential financial gains due to
directgovernmensubsidiesandtax breakqfinancedby generataxation).With respect

to the first advantageit was arguedthat peoplemay not saveenoughfor retirement

! Forster and Mira D'ercole (2005) find that only7Zi®ECD countries poverty rates among the elderly
are higher than for the whole population.

2 Part of this concern is that non-pension savingsat effectively accounted for in the calculatifn

the means-tested support, due to misreporting plicamts.

% Insurance for longevity and its pricing is a majeterminant of pension-benefits' value and a source
for potential failures in the annuities market (&tstein and Poterba, 2002, 2004).



Table 1: Pension and Employment when Reaching the R etirement Age

Work and pension status in 2005 Status in 2007
Does not work~  Works and does
Income Quintile in and has no not collect a Collects a Does not work and
2000 * pension pension pension 2 has no pension 3

(Percent of the employees in each quintile)
Working Men aged

Working Men aged 60-65 in 2000 64-66 in 2005
1 44.8 29.8 255 37.0
2 313 38.0 30.7 249
3 24.1 39.3 36.6 18.3
4 19.9 30.3 49.9 14.4
5 15.5 26.5 58.0 15.8
Total 25.8 31.2 43.0 22.1

Working Women

Working Women aged 55-65 in 2000 * aged 59-65 in 2005 °
1 48.0 42.0 10.0 36.9
2 27.5 48.0 24.4 21.7
3 16.2 38.6 45.2 12.1
4 14.1 35.7 50.2 9.4
5 14.1 37.0 48.9 9.8
Total 27.3 40.3 324 19.0

Source: calculations based on the tax records panel dataset for 2000, 2005 and 2007.

! The income quintiles are calculated for the entire population and not for each group separately.

2 Either work or not.

% Based on the income quintiles in 2005.

* Excluding those over 60 who already received a pension in 2000.

° Excluding those over 60 who already received a pension in 2005.

due to myopia about their needs at that age (Kadtlik987). This myopia can reflect
either "wrong" discount rates or ignorance/passgsnregarding future neeti©n
the other hand, mandatory savings can result i fitach” savings for various types
of workers and in sub-optimal distribution of dispble income through life (e.g, as
related to balancing pension savings and the awfstsising children and paying
mortgages), especially if individuals are rationahd informed (Martin and
Whitehouse, 2008). Rational individuals are alspeeted to respond to the net
financial benefits from pension savings reflectitige various tax and subsidy
incentives. These incentives, however, may alsoemgg@ "too much" savings.
Furthermore, savings incentives might significaragtffect the cross-section life-time
income distributior. While the desired level of income redistributienprimarily a
matter of social and political preferences it iportant that decision-makers be aware
of the consequences of various decisions, becaueicase of pensions the results

may not be fully visible.

“ Beschears et al. (2006) and Choi et al. (2004udisthe inertia and passiveness of individuals with
respect to their pension savings.
®> Diamond (2009) points-out the need to accounttferinteractions between tax and pension systems.



This paper examines the distributive effects ofdés pension system from several
angles associated with the individual's point-adwi as related to the potential effects
of "Mandatory Pensions". First, we estimate thetrithgtive effect of the pre-
legislation pension system by calculating the nédtilne financial gains from
participating in the compulsory social-security OA&gstem and from choosing to join
a pension-fund (accounting for the interactionsMeen them). To make the analysis
as realistic as possible we focus on typical lifieet employment and income profiles
depicted for prototypes derived from labor marked alemographic data. This
approach differs from various previous studieBhen we point-out the potential
effects of pension-savings on these net gains. @npson smoothing is examined by
analyzing pension replacement rates for variougsypf workers and the ratio of
disposable income per "standardized' person imdlsehold during the families' life.
A unique dataset — containing a panel of randoralgcted 300,000 Israeli tax-payers
(10 percent of the population) in 2000, 2005 an@726 is used to examine the
individual and household characteristics associatéti the decision to save for
retirement and the degree to which individuals &oediseholds responded to the
changes in pension regulations in recent year<ifgaly, one of the implications of
moving to a fully-funded defined contribution systés that low-income individuals
(those below the income-tax threshold) no longerehdirect financial gain from
participating in the systefmTheir response to this change can provide sonighitss

as to whether individuals are indeed passive vesipect to their pension savings.

The paper is organized in the following way. Setoprovides a short description of
Israel's pension system and of the changes implemesince 1996. Section 3
provides information on characteristics of the ééirdabor force that were used to
generate wage profiles and behavior patterns fodifierent household types used in
the analysis. In Section 4 we calculate the netrnfomal benefits from participating in

Social-Security's OAA and saving for pension. Wentlcalculate the programs' joint
impact on the size and spread of life-time incorheanious household types. Section

5 evaluates the arguments in favor of mandatingsipansavings and Section 6

®See e.g., Martin and Whitehouse (2008), OECD (22087) and Bank of Israel (2008).

" The pension funds are still eligible to receivefprred government bonds paying 4.8 percent real
annual return to cover 30 percent of their as$ets;- accounting for management costs — this ygeld
not higher than long-term yields in the financiankets.



concludes by discussing the potential impact of*Mandatory Pension" decree and

highlighting issues and options for policy adjustme

2. Characteristics of the Israeli pension system

Israel's retirement income system is based on a&ersal social-security pillar,
augmented by a means-tested income-supplementaonpg@nd on individual savings
in pension funds. Until 2008 pension-fund savinggevoptional, but a government
decree has now made such savings mandatory faomexap to the average wage (an
income level exceeded by roughly one third of aflipoyees). This legislation
complements an overhaul of Israel's pension syskahbegan in 1995. To set the
ground for the analysis this section briefly ddsesi these changes and the current
characteristics of the systém.

Until 1995 Israelis' retirement savings were com@dad in occupational pension-
funds which offered generous defined-benefit sclser®eiblic-sector employees, as
well as those in large organizations such as tingédand the utility companies, were
offered similar benefits in employer-funded progsamwith no direct employee
contribution. Individuals could also enjoy tax btsefor depositing a portion of their
uncovered salaries into private savings accoupi®wided that the amounts were not
withdrawn for at least 15 years from the date tt@ant was opened.

Government support for pension-saving took two fartax allowances at the times
of deposit and withdrawal and preferential yields the deposited amounts. The
pension funds received special non-tradable govenhimonds at above market yields
(5.57 percent plus indexation to the CPI) to c@&percent of their deposits. Still, by
the early 1990s it became clear that the benggtsérosity made the funds operations
unsustainable — in line with developments in ott@reloped countries (World Bank,
1994; Martin and Whitehouse, 2008). Therefore, srdh 1995 the funds were closed
to new members and the rights of their existing iners were somewhat reduced.
New pension funds were launched which were requioede actuarially balanced.
These funds still received preferential governnimartds to cover 70 percent of their
deposits, although the yield was reduced to 5.0fcegmé. The government also

8 This section relies to a large extent on Achdut &pivak (2009).



guaranteed a real return of 3.5 percent for theaneimg 30 percent of their assets and

assumed the risk of changes in longevity.

The 1995 reform was only a first step in the pemsgstem'’s restructuring. Between
1995 and 2002 the government stepped away frongubeantee to the new pension
funds' yields and for the risks associated withnges in life-expectancyAfter 2001
new public-sector employees were no long eligiloleparticipate in the employer-
funded pension scheme and were placed in the nemsigre funds. These

modifications were, however, only a prelude for 2003 reform.

In 2003, as part of the fiscal consolidation prograhe government significantly
reduced the benefits for pension savings at aklgewFirst, the retirement age was
raised from 65 to 67 for men (phased-in until 20&8) from 60 to 64 for women (to
be completed in 2017). At the same time tax bendbt early retirement were
reduced and the preconditions for receiving eadpsmons toughened. The "old"
pension funds were nationalized, the benefits fogirt existing members were
substantially reduced and their contributions iasegl. The share of special
government bonds issued for these funds was lower&® percent of their assets,
and instead the government offered a substantedofinsubsidy to cover the existing
estimated actuarial deficits of the furfdsS.he government also removed its guarantee

for the rights of the existing members.

The terms of pension savers in the "new" pensiowisuvere also downgraded. The
coverage of special government bonds was reduc8@ fmercent of the funds' assets
and the yield was lowered. Combined with raising@ titmanagement fees the
preferential return in the funds was essentiallynielated. The funds were also
transformed to a pure defined-contribution settimgich implied that the only
financial benefit for investing in the funds is duetax incentives.

Another policy change implemented gradually sin6@3was the removal of tax
benefits for long-term savings not directly desmjh@wvards retirement-age annuities.
Since 2008 individuals are required to save inrarudy-oriented account a sufficient

° The costs associated with this move for saversliamissed in Yosef and Spivak (2008).
“The actual payment will be phased-in over 35 years.



amount to ensure a pension equal at least to thignmmn wage in order to qualify for

tax benefits for additional savings towards a lusopa payment upon retirement.

Finally (so far) in 2008 the trade-unions and th&yers' organizations agreed on
"mandatory pensions”. This agreement was extengegbbernment decree to all the
employees. It mandates that each employee workingtf least 6 months with the
same employer will be insured in a pension-fund.pByees that already have an
account with a pension-fund will be insured aftez 8 month. Coverage under this
decree applies to amounts up to the average nhtiage, and the legislation does
not pertain to employees that were in a betterraehkefore the decree was issued.
The contributions are set to rise gradually anahels percent (10 percent by the

employer and 5 by the employee) by 2013.

Following the various reforms the current benefiiis pension savings by the young

cohorts in Israel are composed of four tax incessiv

1. Employer deposits into a pension fund or an eggtfunded program up to 7.5
percent of the insured salary are non-taxable ler émployee and exempt from
social-security contributions. This provision cavealaries up to 4 times the average

wage.

2. Employee contributions on the portion of theilasy for which the employer also
deposited are eligible for a 35 percent tax crékhis credit is provided for deposits
of up to 7 percent of the insured income, for inesrap to the average wage. A credit
of 5 percent is granted for the portion of inconeéween the average wage and twice
the average wage. Similar provisions exist for eyees whose employers do not

contribute to their pension savings.
3. The return on amounts deposited in pension fisdgempt from taxatioh

4. The annuity payments are taxed as regular incaintbe time they are disbursed
with an additional exemption of 35 percent of timmwty, up to a level of about 30

1 The general tax rate on interest and capital gainsdividuals is 15 percent on indexed assets (0
the real yield) and 20 percent on non-indexed agsetthe nominal yield).



percent of the average wage. Additionally, pensi®aee eligible for a supplementary

credit point (197 NIS monthly) if their spouse daoes work and has no pension.

In addition to pension savings individuals areiblgfor OAA from Social-Security.

The monthly contribution for these benefits is 0f@&cent of incomes below 60
percent of the average wage and 3.85 percent éopdintion of income above this
threshold (capped at 5 times the average wage).ldyens also contribute 1.45
percent on wages up to 60 percent of the average wad 2.04 percent on higher

incomes. The benefits offered by the system incthdse components:

1. A monthly lump-sum amount of about 16 percenthefaverage national wage for
a single person and 24 percent for a couple. Thauata are indexed to the CPI.

2. An addition of 2 percent for each year of cimttion — beyond the first 10. This
addition is limited to 50 percent of the basic amtowWouples of two workers are
eligible for the benefit based on the sum of thadividual rights.

3. A means-tested income-guarantee scheme provaingnimum income of 30
percent of the average wage for individuals angé®ent for couples. The eligibility
Is not affected by pensions of up to 13 percerthefaverage wage for individuals and

20 percent for couplés.

3. Typical income and employment profiles

An analysis of the life-time effects of retiremesdavings and benefits on income
distribution requires information on the income amethployment patterns of
individuals, on the persistence of their rank ia thcome distribution, on the typical
household characteristics and on the incomes dratiembers of the household —
particularly the spouse. To identify the most comnpoototypes we combine three

datasets, each with a unique contribution:

1) The annual national Incomes Surveys which all@eing changes in the wages of
varioustypes of individuals over time. Although the surveys dot follow a fixed

2The latest increase in the means-tested benefitsefaple over the age of 80, implemented since late
2008, is not accounted for in the calculations.



panel they do facilitate a comparison of the wagésndividuals with similar
characteristics over long periods. The surveys atsttain data on education, and

additional household and demographic charactesistic

2) The Social Survey of 2002, which focused on merssand life-time employment,
provides information about the number of years wdrky individuals with various

characteristics during their adulthood.

3) A dataset including a random sample of 10 peroeall the tax-payers in Israel in
2000, 2005 and 2007. This unique dataset was cmbstf to include the tax records
of the same individuals in these years (provideat thhey worked or received a
pension in at least one of them), as well as thedaords of their spouses. The data
are augmented by additional variables from theciaiffistate registry such as the
locality of residence, date of immigration, and thenber and dates-of-birth of the
families' children, including those who passed dlge of 18. This facilitates tracing
the pattern of births over the individual's lifeparticularly important data for
identifying potential breaking points in female ears as well as per-capita income of
the household.

The key characteristics identified with the varialasasets are the following:

1. Working people are typically married. More ththnee quarters of all the working
individuals in the tax dataset were married; tlhiare is quite stable across age groups
(Table A-1). Therefore, meaningful analysis of pgdrement income patterns and

post-retirement standard of living has to centecauples.

2. More than 90 percent of working adults betweles ages of 40 and 65 have
children (including those over the age of 18). Mitven 50 percent have at least three
offsprings (Table A-1). The larger number of pasezampared to married individuals

is mostly accounted for by divorced parents (T#bld).

3. More than three quarters of the working men alntbst nine out of ten working
women have a working spouse. There is a positiveeladion between own-income

and the probability that the wife is working (Taldle3).



4. The average age difference between male wodksistheir wives is about three
years among couples in which both spouses workerGihe existing and planned
official retirement ages this implies that marrealiples typically reach the retirement
age at about the same time (Table A-4).

5. From the Social Survey we find that men typicalorked with few interruptions
throughout their adulthood. However, those with lo@omes experience somewhat
longer breaks (Table A-5-1). A specific and quaattitely important sub-group is
Arab (mostly manual) workers that tend to retirkatreely early; this tendency is
reflected to some extent in the persistently loarstof work-years among Arabs over
the age of 40 (Table A-5-11). However, on averagalbAmen are likely to meet the
35-years minimum requirement for full-tenure atiabsecurity because they can start

working at age 18.

6. Working women tend to have much longer inteiors of their working life. This
is correlated with having a large number of chifd({@able A-5-11) and with their
income: those who reach monthly salaries of ov@0®,NIS work a proportion of
their adult life that is only moderately lower themat of parallel meri — but they are
less than a half of the working women (Table A-5\MYe also find the reverse
phenomenon — the more experience women accumudataty their working lives —
the higher their average income (Table A-5-1V). Addally a positive correlation
exists between working years and education, butegai few women with high
education work part-time or quit the labor force $mnificant periods. Only a small

fraction of Arab women works.

7. Using the Incomes Survey we simulate the lifieetiwage patterns of various
individuals. We do that by examining the changehi@ prototypes' wages between
1988 and 2007 (looking at a 20 years older agepnoi2007) as well as by looking
at a cross-section of individuals in 2007. We froidar and consistent patterns for
men, which differ between education levels. Thogé wigh education move up the
wage-ladder early in their careers and enjoy lavgge increases for about 30 years
before their wages stabilize. The pattern is simddhough more moderate, for those

13 Since the purpose of this examination is to idgredmmon patterns the question of causality is not
discussed here.

10



with post-secondary education up to — and includiagphachelor's degree. In contrast,
those with lower education have an initial low waggch is rising by less than the
national average wage over the course of their eynpént (that is, they have no

premium for tenure).

8. Women's wages rise more moderately than mespecally at the ages 30-45. This
reflects the interruptions in their career and sroworking hours, especially in the

periods of raising children (Brender and Gallo, @0(Even at the high-education

level a significant share of women work part-tinialjle A-6). The wages of women

with low-education tend to rise at a similar, oemvhigher, rate than men in these
ages — but this may be due to a statistical attifcce a large share of the women in
this group does not work.

9. Consistent with the wage profiles identified adahe tax dataset shows significant
persistence of individuals' rank in the income ribsttion within the main working
age (30-55). While these data only cover a 5 ypar®d they have the advantage of
being based on a panel (Table A-7-I). We also fivat the dropout rate among those
at the bottom deciles is double that of those atdip. The same type of persistence is
observed between 2005 and 2007 (Table A-7-II).

10. There is a strong correlation between workecgmes and those of their spouses.
It is also much more common to find non-working @svof men with low incomes
(Table A-8).

Based on these observations we set up severalypesoof individuals which share
the most common characteristics of the Israeli faimn in order to analyze the
pension system. These are described in Table 2tlzeid detailed characteristics
appear in Table A-9 in the appendix. Rough estimatgygest that the characteristics
of some 15-20 percent of the working householdssarelar to those of Type 1,
another 15 percent match Type 2 and about 25 peatenreasonably represented by
Types 9 and 10.

11



Table 2: Description of the Household Types Used in the Pension Analysis

Net
Lifetime
Type Income *

1 |Manual worker, married to a non-working wife, 4 kids, retires at age 60. 1.3
2 |Secondary education, married to a non-working wife, 3 kids. 1.6
3 |Secondary education, wife working part-time when the children are in pre-

school age: 0.7 of full-time when the first child is born and 0.5 when the

second is born. Three kids. 2.4

Bachelor, post-secondary education. 21

Post secondary education for both husband and wife, 2 kids. 3.7

Single (divorced mother) with post-secondary education, two kids. Working

part-time until the kids reach age 18. Housing costs are covered by alimony

until the children reach age 18. 1.2
7 JAcademic degree for both husband and wife, 3 kids. Wife works 50 percent

of a full-time job all her adult life. 3.9
8 |Post secondary education, wife has secondary education and works 20

years. Three Kids. 27
9 [JAcademic degree for both husband and wife, 3 kids. 48
10 |"Fast-track" successful couple, both with tertiary education and working full-

time. Two kids. 6.9

! Millions of NIS (constant 2008 prices) capitalized to age 25. Including child allowances.

4. Loss/Benefit from Social Security and Pension 8mgs

The analysis of the net gains or losses from ppdimg in the social-security OAA
program and from contributing to a pension plan wased on the simulated wage
profiles of the various types described in TablgV2. first calculated the contributions
and potential benefits in the — compulsory — OAAgram and then the marginal
benefit from choosing to save in a pension fundpanting for potential offsets with
the OAA. We focus on three parameters: 1) nettirfee financial gain or loss from
participating in a program, 2) the net replacemats offered by the program relative
to the last income earned by the employee, 3) #th pf the ratio of disposable

income to the "poverty-line" over the course of ithaividual's life.

4.1 Old-Age Allowances
The OAA program's three main components are theewsal basic amount, the
tenure-based supplement and the means-tested irsgopéement. For two-worker
couples with tenure of at least 35 years for egubuse (regardless of the hours
worked or income during these years) the meansdgsbgram is irrelevant because

the sum of their regular benefits slightly excetusse of the means-tested income-

12



supplement. This latter program has disregard bauesl for labor income and
pensions that differ between individuals and cosipl@nce the disregard level is
exceeded the phase-out rate of the allowance pe6fent, until it reaches the basic —
universal — amount (which includes the tenure seppht). Contributions to the OAA
are based on a two-level schedule with a cap amnéstthe average wage. Direct
contributions are not expected to cover the fuitcof the program for most

individuals and the balance is covered by pre-$igelcgovernment contributions.

To calculate the net benefits from the program edtipe's” OAA annual
contributions were simulated and accumulated usingeal interest rate of 3.5
percent: The accumulated contributions were compared tovéthee of the benefits
the individual (or couple) are eligible for if thelo not have a pension. For two-
worker couples this typically means that they woukteive the sum of their
individual benefits (except if one of them did mabrk at least 35 years). For other
couples and for singles the potential benefitsudel the means-tested supplement.
The calculated potential benefit is then capitaliby using pension-fund conversion

coefficients for the equivalent amount and condgit

Columns 1 and 2 of Table 3 report the life-timetabations and potential benefits of
the OAA. It is evident that the program is very gnessive and provides a large
subsidy for low-income households. For higher-inednouseholds it offers a much
smaller subsidy, but they still enjoy a net-benfbin participating. Only at the very
top of the income distribution — about 15 percehtath households which are
represented by "type 10" (and those on the rangeelea types 9 and 10) — do the

program contributions exceed the benéfits.

 This is an assumed long-term net return accourfingnmanagement fees of pension funds. As
discussed in Whitehouse (2000, 2001) differenceadiministrative fees may have significant impact
on the real return. Such differences seem to henexrged between funds in Israel but we abstract from
this issue here.

5 gpecifically, we use the coefficients applied tlividuals who are currently 25 years old.
Notwithstanding the uncertainty of these numbessdiscussed by Whitehouse (2007), the current
coefficients do not vary significantly between cdbaand the results are not qualitatively sensitive
changes in the magnitudes of those prevailing batveehorts.

® The comparison between income groups abstracts fhenpossibility, discussed in Cutler et al.
(2006) and Breyer and Hupfeld (2007) that life-eotpacy is positively correlated with income.

13



Table 3: Life-Time Benefits from Social Security's O  Id-Age Allowance Program and
from Pension Savings

Social-Security OAA Net gains from
Program pension savings 2
Life-time Total net
Value of |tax benefits benefit
Life-time potential | for pension Only from OAA
contribution benefits *| savings husband Household | + pension 8
(1) (2) () (4) (©) (6)
(NIS 1,000s, at 2009 prices)
Type
1 94 1,148 29 -143 - 1,054
2 138 1,148 190 -82 1,010
3 187 1,161 198 190 198 1,172
4 336 643 463 308 . 615
5 447 1,161 500 463 500 1,214
6 95 685 32 -165 591
7 703 1,161 729 719 729 1,187
8 371 1,161 468 463 468 1,258
9 845 1,161 850 719 850 1,166
10 1,711 1,161 1,443 1,196 1,443 893

! The capitalized benefit using pension fund conversion coefficients. Including the means-
tested program's benefits if the individual's/household's post-retirement income is below the
relevant threshold.

2 Accounting for offsets with means-tested old-age allowances.
# Assuming that households losing from pension savings do not contribute to a pension fund.

Table 4 shows that the OAA provides quite an adequeplacement rate for low-
income households: the replacement rate is closd®@opercent for "type 1" which
represents about one fifth of the working populatibType 2" also enjoys quite
adequate replacement when accounting for job-ikledsts during their employment
years. In contrast, the replacement rates appehe tasufficient for higher-income
households. This is hardly surprising as the progrgurpose is to protect the elderly
from poverty, rather than provide a standard ofiniv consistent with their
employment income — especially when compared tadpef their earnings which is

typically reached prior to retirement.
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Table 4: Net Replacement Rate at Retirement

No Pension With Pension
(1) (2)
Type (Percent of pre-retirement income)
1 94.2 1711
2 74.8 141.4
3 54.4 145.1
4 33.8 116.5
5 31.1 113.2
6 49.8 112.9
7 29.4 1121
8 35.7 100.6
9 24.4 108.7
10 15.5 87.9

" The ratio of post-retirement income to the last
net income before retirement (calculated net of
pension contributions).

4.2 Pensions
The placement of all new pension savers in Israepure defined contribution
programs implies that the only net financial betsefiom such savings are due to tax
incentives. These benefits are granted in Israddtimat the contribution stage but
also at the time the annuities are disbursed. Hewda enjoy these tax-benefits one
has to reach the income-tax threshold — an incawel Iwhich 45 percent of all
employees (30 percent of working men) fall befdwpon retirement, the annuity
payments are taxed at the regular brackets withdalitional discount on pensions up
to about a third of the average wage. An additiemalbenefit is granted to pensioners
whose spouses have no pension, and Social sesUD¥A are tax-exempt. This
implies that many of those who enjoyed tax advaeday the contribution stage enjoy

a substantial — or full — exemption at the withdahstage as well.

To calculate the net benefits from pension savingssimulated the contributions of
the employees (or households) through their (asdprastire working life® The

hypothesized contribution rate for those who cbate was the maximum allowed by
the tax-authorities, regardless of whether the viddial's income is above the
threshold for affecting tax benefits. This assumpis in the spirit of the "mandatory

pension” decree and consistent with the currerdtioeg it will be revisited below.

7 Only 3 percent of all employees reach the incomvellat which the cap on tax-exemptions for
employer contributions - 4 times the average waggeeffective.

8 The hypothesized alternative to pension saving®issaving at all. In this way we abstract from the
tax exemption on the pension accumulation return.
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Column 3 of Table 3 shows the capitalized valu¢heflifetime pension tax benefits
granted to the household. These amounts includecaipgalized sum of the tax
benefits during the contribution period reducedtly taxes paid on the annuity — in
line with the tax benefits at that stage. The biémafe quite small for the low-income
types, reflecting their low income-tax rates —hey pay at all — throughout their
working lives® This is particularly true with respect to womenoamnjoy extra tax

credits for their childre”? In contrast, the tax benefits for high-income tetdds

are large and may even exceed the value of the OAA.

While all households may gain from the pension lb@xefits, these gains can be
offset, or even reversed, by a phase-out of thenmyssted component of the OAA.
As discussed above this offset is relevant onlyctarples in which at least one spouse
did not work 35 years and for singles. In such sase magnitude of the offset
depends on the joint annuities amount. Columnsd45ashow that this offset can be
guite substantial. Household types 1, 2 and 6 whith there is only a single worker
with low income — actually lose from saving for angion. These types represent a
substantial share of households in Israel, espgdmthe populations targeted by the
"mandatory pension" decréeThe mid-high income bachelor (type 4) loses akout
third of the pension tax benefits but retains aitp@sincentive for savings. All the
household types that represent two fully workinguses are not affected by the
offset and retain their tax benefits (althoughhia tase of the relatively low-income

type 3 these are quite small).

Column 6 reports the net combined benefits from @#A program and joining a
pension fund (if yielding a net-gain). We find thtaere are only small differences
between the various household types: low income en@y a large net surplus in the
OAA while the others replace these benefits with tacentives?> The only,

somewhat different household type is 10, which ¥hj@ smaller benefit due to high

1 The benefit is always positive due to the exenmptbemployer contributions from social-security.

% The Israeli tax unit is the individual. Women reeean additional 0.5 tax credit (2.75 compared to
2.25 for men) and one more for each child. As altesnly a relatively small fraction of working
women — especially of working mothers — actualgctees the tax threshold (Brender, 2005, 2009).

2! Individuals with higher income at relatively oldemgwho lack the 35 years tenure and did not save
for a pension may also lose from the legislatiart,duch individuals are quite rare.

22 The benefits for non-working individuals and hdusids are of the same magnitude as those for
working ones.
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taxes on the annuities. Household types 4 and &hwhclude singles, have similar
benefits to the others - proportionally reducedhigir size. Therefore it appears that,
in their pre-mandatory-pension design, Israel'stj@AA and pension systems are

neutral in terms of life-time income distributih.

Column 2 of Table 4 shows the net replacement redeshe various types of
households if they contribute to a pension funadugh their entire working life.
These rates are calculated relative to the preereéint income, net of taxes, social-
security charges and pension contributions. It védent that for low-income
households full pension savings create too-highaocgment rates, especially given
that they also lose-out on a net basis from pensiavings. For higher-income
households the life-time savings produce a morearatd replacement rate, although
still substantially higher than 100 percent. Thigynsuggest that lifetime savings at
the maximum permitted rates are too high, at lahshe assumed real net return of
3.5 percent. It should be noted that the mandatonyribution rate from 2013 will be
slightly higher than those assumed here. Furthexmtbie tax-records data indicate
that in practice the pensions of the current resirthat do collect a pension typically
provide a replacement rate of about 40 percent t{fertop 4 quintiles, excluding
OAA). These rates are much lower than those maddayethe current law and
similar to the prevailing rates in most OECD coiastr

4.3 Pension contributions and income allocation tiough life
While the discussion of pensions is often focusedhe need to secure an adequate
standard of living for the elderly there is alse thpposite concern: does the pension
system produce "too much" savings? When decisiake place freely between
market-priced pension-alternatives such a resulhigely. However, the presence of

tax-subsidy incentives and mandatory savings may ie different outcomes.

The main reason why pensions can actually "unsmioodhsumption is that tax
benefits are typically granted with an annual capeal on gross income, attempting to

smooth contributions. This approach ignores th&idigion of other expenses during

2 Although the taxes used to cover the residual ocbshe OAA program are paid disproportionately
by those at the top life-time income levels. Albigh-income households have to actually save for
pension in order to enjoy the same benefits praiddow-income ones by the OAA.
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a families' life — most notably on raising childrand mortgages. Although a family
could ideally spread mortgage payments over itgeelife, typically they are paid
during a limited period — while the "residence" somption continues deep into
retirement. The costs of child-raising are particyl relevant in Israel where families
typically have 2 or 3 — and in many cases more ds,kichild allowances are
significantly lower than in most developed courdriand tax benefits for parents are

small and limited to women.

To estimate the household's "appropriate” consumpigvel its simulated income
(including child allowances) was divided by the menof "standard” persons, using
the scale employed in the calculation of the "ptydine". We also deducted the
simulated mortgage payments for those househokktiipat are expected to have one
— based on the national Expenditures Survey coadugy the Bureau of Statistics
(Table 5).

Table 5: Mortgage Payments by Age Group

Monthly
Age of head mortgage
of household _|Has mortgage *  payments *
2529 24.8 30.7
30-34 34.0 23.4
35-44 48.5 18.7
45-54 43.4 20.1
55-64 28.5 36.7

Source: Calculations based on the 2007
"Household Expenditure Survey".

! percent of all households in the age-group.
2 Among those paying a mortgage; In percent of
gross labor income.

Table 6 provides some evidence on the level ofimeame per "standard person”
relative to the poverty line (27 percent of therage wage per "standard person").
For each household type this ratio is calculatedeunthe alternative assumptions of
saving for pension and not saving. The results shwat for all family types full

pension savings tend to exacerbate the phenomehoelatively low disposable

income at the early stages of a family's life. Tpienomenon is most notable in the
low-income types where the already low disposatderme in younger ages is further
reduced in order to generate high post-retiremecdme. It therefore seems quite
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rational for low and median-income families to pmste pension savings, especially

if their salaries trend towards higher tax-brackéts

5. Myopia, Passivity and Irrationality of Savers

Some of the arguments for government interventiothe pension market relate to
households' myopia with respect to post-retirensawvings. It is argued that young
persons underestimate their pension needs andaseguently "stuck” with too little

resources when they retire. An observationally lsimargument is that even if
individuals are aware of these needs they tenas$tppne action with respect to their
pensions, so by the time they start saving it maydo late to accumulate sufficient

funds to pay for a decent annuity.

Table 6:
Disposable Income Per "Standard Person" Relative to the Poverty Line
Age
Type 30 40 50 60 Retirement
(Percent of the "poverty line" at that year)
1 With pension 71 65 84 101 152
No pension 81 74 97 118 98
2 With pension 82 71 92 115 160
No pension 92 80 105 133 98
3 With pension 103 79 126 161 207
No pension 121 92 145 185 99
4 With pension 241 261 280 288 295
No pension 271 294 315 325 104
5 With pension 171 147 292 294 294
No pension 199 172 333 335 99
6 With pension 126 71 84 186 203
No pension 145 82 97 216 104
7 With pension 169 135 208 317 316
No pension 196 157 235 359 99
8 With pension 142 72 162 258 235
No pension 167 83 184 293 99
9 With pension 196 154 254 384 373
No pension 231 182 288 433 99
10 With pension 268 290 400 616 490
No pension 310 336 447 683 99

4 The tax incentives in Israel are granted in thenfaf non-refundable tax credits; many employees
spend a significant share of their working livesleinthe tax threshold and cannot use these credits.
Moreover, the value of the exemption for the emptogontributions directly depends on the tax
bracket.
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While distinguishing between optimization based individual discount rates and
myopia is not a trivial analytical issue, this sewettries to examine the saving
behavior of Israeli workers in this light. The aysa$ above suggests that saving for
pension is a poor financial move for low-incomeiunials and for families with one
earner — both in the present and during the coofsedulthood. We also find that
consumption smoothing would suggest that youngenilies that pay mortgages
(which include a savings component) and those witifdren are likely to be less
inclined to save at that stage of their life.

Chart 1 shows that pension contributions are indpesitively correlated with
income® In the bottom deciles of the employment-incoméritistion less than one
fifth of working men and less than a third of weriiwomen save for pension while
at the top deciles pension contributions are alrnastersal. In the lower deciles the
larger share of women saving for pension compareddn is consistent with the fact
that nearly 90 percent of working women have a waylspouse (Table A-3) — so
they are less likely to fall into the position adtrdosers from savings due to an offset
of the means-tested component of the OAA. Women ase more commonly
employed in the public sector, banks and large aratpns where pensions are

almost universal.

“The chart is based on the 2007 tax-records dafBisetcharts for earlier years are similar.
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Chart 1: Pension Contribution by Income Deciles (20  07)
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Table 7 examines the savings decisions of housshold more detailed and formal
way. Equation 1 reports the results of a Probiiatign where the dependent variable
was whether the individual contributed to a pensiord or not. This analysis is based
on more the 125,000 tax files of males in 2007 (befficients are similar for the

2005 data) and the results are quite consistehttivit expectations discussed abdve.

%6 Equations estimated for women showed similar resdihe noticeable difference was that the
coefficient for young children was positive. Thismintuitive result is likely to reflect a seleatibias:
mothers for young children are more likely to quirk if their employers do not accommodate their
special needs. The employers that would typicadlytttht are large and established organizations, (e.g
the public sector and the banks) where pensionsraversal.
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Table 7: Probit Equations for Working Men's Probabi  lity to Contribute to a Pension-Plan in 2007

Equation 1 Equation 2
Marginal Marginal
effect z effect z

Age 0.00883 6.4 | * -0.00398 2.3 |
Age squared -0.00006 -36 | * 0.00005 25 | *
Married (binary var.) 0.01766 32 | * 0.03157 58 | *
Divorced/Widowed (binary var.) -0.01676 2.1 | *
Annual income (NIS thous.) 0.00250 88.6 | * 0.00205 76.8 | *
Squared annual income 0.00000 -62.8 | * 0.00000 555 *
Annual income <48,000 (binary var.) -0.32594 -679 | * -0.32470 -60.2 | *
Number of jobs during the year -0.01882 -10.3 | * -0.02713 -134 ] *
Months worked (up to 12) 0.00848 123 | * 0.00552 76 | *
Does the spouse work (binary var.) 0.18451 314 | * 0.14576 214 | *
Spouse contributing to pension (binary var.) 0.12102 239 | * 0.09849 204 | *
Annual income of Spouse (thous.) -0.00034 -86 | * -0.00022 531 *
Number of children -0.00501 2.3 | -0.00672 44 | *
Number of Children at ages 0-3 -0.01299 34 | * -0.00753 23 | ™
Number of Children at ages 4-8 -0.01263 -36 | * -0.01531 55 | *
number of Children at ages 9-18 -0.00880 31| -0.00462 -1.9 | T
Age of spouse -0.00340 -199| * -0.00271 -154 | *
Resides in Arab locality -0.08559 -169 | * -0.08701 -16.1 ] *
Immigrated since 1989 -0.06394 -38 | *
Immigrated since 1989 * potential work years ~ * 0.00237 56 | *
Contributed to pension in 2000 (binary var.) 0.25352 60.7 | *
Worked during 2000 (binary var.) -0.04357 -100 ] *
Annual income in 2000 (thous.) -0.00012 112 ) *
Change in spouse's annual income (thous.) -0.00019 36 | *
Got married after 2000 (binary var.) -0.05226 6.2 | *
Constant (coefficient) -1.05042 -138 | * -0.14340 -1.3
Number of observations 126,321 104,599
Pseudo R sqg. 0.3555 0.3865

Source; calculations based on the 2000 and 2007 tax records datasets.
Equation 1, for working men aged 23-65; Equation 2, working men aged 28-65.

! For immigrants, the difference between 67 and their immigration age with a maximum of 46.
(*) significant at the 1 percent level; (**) significant at the 5 percent level; (***) significant at the 10
percent level

- Income has a strong and positive effect that rieesughout the relevant incomes
rangé’. Consistent with expectations there is a strorg distinct negative effect
for individuals with salaries below the income-tareshold. Having a working wife
also has a strong positive effect — as it redusegotential loss from the phase-out
of the income supplement.

- Having a wife that contributes to a pension-fund ha additional strong effect on
the choice to save. Given the other variables & é¢huation this quantitatively
important variable (0.12) is likely to reflect twactors: 1) the lower probability to
be at the phase-out level of the OAA income supplanwhich is based on the joint

" The jointeffect of the coefficients of income and squared incoregits to decrease at extremely
high (hypothetical) incomes of more than 60 tintesaverage wage.
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pension income, 2) the wife's work experiencesitequired to reach 35 working
years to receive the full tenure supplement in@Aé\, and women who contribute

to pension have, on average, longer working spiedls those who do not.

The equation also points to the liquidity effette tpresence of children, especially

young ones, in the household reduces the tendersgve for retirement.

Single individuals (including divorced) tend to taloute less. This may reflect their
larger probability to be eligible to the meansaespart of the OAA compared to

married working couples.

Arabs (identified as residents of Arab localitiesle substantially less likely to
contribute to a pension fund. This is consisterth\the characterization of "Type 1"
as representing predominantly the Arab populatiotwithstanding the potential
role of cultural influences, this result is alsdleetive of the unstable lifetime
employment patterns of the Arab population andwey low probability that the

wife will have any meaningful work history.

The likelihood of savings for pension among immigsathat arrive in Israel since
1989 is strongly related to the age at which theive in Israel: the younger they
were the more likely they are to save for pensidre age at which their probability
to save becomes similar to that of the native patpant is 40°® This cut-off is

broadly consistent with their need to accumulatéh gufficient benefits in the
pension arrangement and a large enough tenureesuppt at the OAA to avoid a

substantial loss due to the phase-out of the mimted component.

- Age has a positive effect until retirement. Thifeef may be due to the phase-out of
mortgage payments (Table 5). It may also be adgswoCiwith the reduction of
pension benefits for those who started to workraf@95, but the continuing
increase of the probability to save at the nearement cohorts is more consistent

with the former explanation. This question is réeis$ below.

% A 40 years old immigrant has 27 potential workingass before retirement. The sum of the
coefficient of "immigrated since 1989" and the dm&Ent of its interaction with "potential work yest
multiplied by 27 is about zero; it becomes positigethe number of "potential work years" rises.
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The analysis so far has focused on the snapshotdofiduals’ behavior in 2007.

Equation 2 adds to it a dynamic dimension by examgirthe effect of the same

individuals' characteristics and behavior in thary2000. To do that the sample is
restricted to working men at ages 28-65 in 2008o(wiere at least 21 years old in
2000). We find that those who saved for pensio2000 are 25 percent more likely to
save in 2007 than those who did not work and 3@grermore than those who
worked and did not contribute to a pension accéuithe coefficients of the main

variables that appeared in Equation 1 are qualdhti similar. Nevertheless,

controlling for contributions in 2000 does allowaocount better for individuals who
have "old' pension arrangements. With this contwel find that the age effect

becomes negative until the mid-40s and is quaiviigt significant and positive only

after the age of 50, in line with the declining fdeoof mortgage payments depicted in
Table 5.

Table 8 demonstrates the correlation between tlvings decisions over time,
showing that those who already contributed in 26@@&inued to do so in 2005 while
those who did not have not started. Nevertheldssytahalf of the males and a third
of females in the lowest income quintile stoppedtgbuting (the comparison relates

only to individuals who continued working).

? This is the difference between the coefficientswbrked in 2000" and "contributed to pension in
2000".
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Table 8: Percent of Workers Contributing to Pension Savings in 2005, by
Gender, Age, Income and Whether they Contributed in 2000

Men Women Men Women
Age Contributed in 2000 Did not contribute in 2000
25-29 76.5 80.3 42.0 47.0
30-44 82.3 85.7 31.2 37.8
45-54 84.1 84.1 26.9 27.4
55-64 75.2 66.1 17.8 10.8
Total 80.7 81.7 29.3 29.5
Income
Quintile *
1 51.5 64.5 30.8 34.9
2 60.9 79.0 31.0 41.9
3 76.1 87.9 39.7 48.5
4 86.2 91.7 40.6 51.2
5 91.7 92.7 38.9 48.8
Total 81.7 84.1 33.6 38.7

Source: calculations based on the tax records panel dataset for 2000 and 2005.
' For men aged 25-60 and women aged 25-55 in 2000.

Table 9 adds to Equation 2 information about emgi®jze and employment history
with the employer. These data are based on emplaydile numbers and are subject
to several caveats: 1) some employers may usaehtféax-file numbers in different
locations; 2) in some cases tax-file changes betw2#)0 and 2007 reflect only
administrative adjustments by the employer rathantgenuine business changes; 3)
since our data are based on a sample of 10 peo€eghe population the estimated
employer size, which is calculated by counting thenber of employees reported
under each tax-file number, is inaccurate, espggonath respect to small employers.
Moreover, it is difficult to infer causality fromhése data because it may be that
either, 1) employees seeking pension arrangemeoiddvprefer — ceteris paribus —
large employers that may find it easier to offechsiwoverage; or 2) that pension
coverage decisions of large employers are exogetoomslividual employees as part
of a "package deal" of employment conditions. Nthadess, although not precise,
these data are indicative for the correlation betwemployer characteristics and

pension coverage.
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Table 9: Employer Effects on Working Men's Probabil ity to Contribute to a Pension-Plan

Marginal effect Z

Employee contributed to a pension in 2000 (binary v ar.) 0.42906 51.6 *
Number of employees of the same employer 0.00037 40.4 *
Squared number of employees of the same employer 0.00000 -20.8 *
Employer has one employee in the sample (binary var  .) -0.26889 -49.5 *
Employer has 2 employees in the sample (binary var. ) -0.02120 -2.4 *x
Employer has 3-5 employees in the sample (binary va  r.) -0.11565 -15.2 *
Largest employer in the sample (binary var.) 0.30448 14.7 *
Change of employer between 2000 and 2007 -0.03517 -2.3 *x
Change of employer * age 0.00080 2.6 *
Employer change * Contributed in 2000 (binary) -0.37611 -33.6 *
Change of employer * Annual income (thous.) 0.00097 21.8 *
Constant (coefficient) -0.49383 -3.9 *
Number of observations 104,599

Pseudo R sq. 0.4712

Source: calculations based on the 2007 tax records dataset, for working men aged 28-65

! The equation also included all the variables that appear in Equation 2 of Table 7.
(*) significant at the 1 percent level; (**) significant at the 5 percent level; (***) significant at the
10 percent level

Table 9 shows a strong correlation between emplsiger and pension coverage. On
average the probability that an employee in anrpnge with 50 employees will be
covered is 40 percentage points lower than thabherin a 1,000 employee firm. We
also find that the probability that employees wiontdbuted to pension in 2000 and
changed employer will contribute in 2007 is 9 patege points higher than for
employees who changed employer and did not have soverage. Finally we find
that workers who changed employers between 200@2@0d are more likely to save
for pension the older they are and the higher timeome is. Overall, the addition of
the employer related variables adds 9 percentamespi the explained variance of

pension coverage.

One of the proposed justifications for governmeenvention in the pension market
Is that individuals may be passive with respec¢h#r retirement. As discussed above,
the pension reforms between 2000 and 2005 elimdntte financial benefits from

pension savings for workers at the bottom 5 dedfethe income distribution (since

they do not reach the tax threshold and becauskitigs were converted to pure DC
schemes — with no subsidy). Table 10 examines ¢sponse of workers to the
changes that took place in the tax system betw866 and 2005. It shows a marked

decrease in the share of contributing individualtha bottom 5 deciles and a much
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milder decrease at the higher ofi®here was also quite a noticeable decrease in
employer contributions, suggesting that this congmbrof savings also responded
rapidly to the changes. Finally, the drop in cdnitions was much larger among the
young cohorts, while among the older ones — in Winany still belong to the pre-

1995 schemes or to employer-funded programs —abeedse was mild&r

Table 10: The Change in Contribution Between 2000 a  nd 2005.*

employee
Income Percent Only employer contributes with
Quintile in | Contributing ~ Change | contributes in Change | the employerin Change

2005 2 in 2005 from 2000 2005 from 2000 2005 from 2000
1 21.0 -14.9 12.5 5.1 7.2 -8.9
2 40.1 -18.6 15.8 -4.1 23.4 -14.1
3 67.6 -13.5 19.7 -2.1 47.6 -11.1
4 88.1 -4.5 19.5 0.9 68.4 -5.1
5 96.1 -1.1 11.8 -1.6 84.1 0.5

Total 62.6 -10.5 15.9 -2.4 46.2 -7.7

Age

21-24 16.0 -22.2

25-29 46.8 -18.0

30-44 64.5 -9.2

45-64 68.7 -85

65+ 45.5 -15.5
Total 51.9 -12.5

Source: calculations based on the tax records panel dataset for 2000 and 2005.
' The change is expressed in percentage points from the 2000 level.
2 Ages 25+

Table 11 shows that too-little pension savings may have necessarily been the
dominant problem. It reports the share of individuim post-retirement ages that
collected a pension in 2005, had no labor incom@& @ntinued to contribute to
pension-related schemes. We find that more thahdighe men and more than a
third of the women continued to save after retireméncluding individuals at all
(post-retirement) income levels. Moreover, thegeris reflect only pension-related
savings that require reporting to the tax authesijtiother savings, such as bank
deposits, bonds and stocks, are not recorded srdtitaset. Therefore, it appears that
many individuals reach their pension age with inesnbeyond their immediate
consumption needs. While this does not necesgaghn that the pre-retirement level
of savings was excessive from the individual poftiew — as it may reflect

precautionary savings for later-care needs anddstqureferences — it does put into

%0 Overall, the percent of contributing employeessraél — 62 percent — is quite similar to those in
Germany, Canada, Ireland the UK and the US (Anttid Whitehouse, 2008).

31 While the members of the old funds also sufferexlilastantial downgrading of their benefits, these
funds still offer much better terms than any avddaalternative.
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question the rationale for government interventidhis intervention, in addition for
compulsory savings, focused on shifting savingsffrograms allowing lump-sum
withdrawals to annuity-paying ones, evidently tairgge consumption-smoothing and
not just increasing the overall available postregtient resources.

Table 11: Post-Retirement * Pension Contributions by Type of Income and Income Level

Men Women

Percent percent of the Percent percent of
Contributing group Contributing the group

Source of income
Receives a pension on account of a

late spouse 21.1 1.7 44.2 21.1
Has labor income and no pension 30.6 22.4 47.5 24.2
Has pension and no labor income 56.6 64.7 36.4 47.7
Has both labor income and pension 74.3 11.2 63.5 7.0

Total 52.2 100.0 42.6 100.0

Income quintile in 2005 2

1 63.3 44.4
2 65.1 30.8
3 59.4 29.1
4 53.0 35.6
5 49.0 42.9
Total 56.6 36.4

Source: calculations based on the 2005 tax records dataset.
' Men over the age of 65 and women over 60.
2Among those that have only income from pension.

It should be noted that the current retirees actated their pension benefits in a
period where pension savings were optional. Theeefinese — perhaps — excessive
savings possibly reflect a response to the highuarsdistainable returns offered in the
old system. Nevertheless it is indicative that wdlials do respond to financial
incentives for pension savings. Another indicafionthis responsiveness is the sharp
decline in the share of post-retirement saverseimsipn programs between 2000 and

2005 (Table 10), as the incentives for such coutidins were erodetf.

Overall the behavior of workers with respect toirtlpension contributions seems to
be rational and active: employees seem to adjest $hving choices in a way that is
consistent with the financial incentives. It apetirat the low contribution rates of
low-income employees reflect the meager-finanangentives for pension savings,
and the undesired consumption path in which sueimgs result.

¥ Due to legislative changes the data after 2007cd@ifow to monitor post-retirement savings.
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6. Conclusion

Government intervention in the pension market terojustified by a need to protect
the public from miscalculating and underestimatthg advantages of saving for
retirement. A similar argument is that young coba@te too passive with respect to
their post-retirement needs and may therefore aot late to ensure sufficient
resources for that age. Another argument — to sexbent an analytical opposite of
the previous two — is that individuals optimize ithife-time income profiles by
taking (unfair) advantage of old-age income-suppodgrams. All these arguments

were used in the debate preceding the recent ahopti'mandatory pensions”.

The current paper studied the reality of the Isrpehsion system in its post-reform
pre-mandatory-pension structure. Using stylizedesgntative prototypes of the most
common Israeli household compositions and employnpeofiles it examined the

potential benefits of pension savings for each étyprhe findings suggest that
mandating pension savings imposes a net loss ofinlceyne households that breaks
the egalitarian feature of the current system: evhil present all family types (except
those at the top lifetime income decile) roughljyogrthe same subsidy/tax incentive,
compulsory contributions will make the benefits fow-income households smaller
than those of the others. This loss results fromdiag their entitlement for the means-
tested income supplement without offering offsettiffective tax incentive®. These

calculations make the argument that low-income &bokls take an excessive

advantage of the means-tested income support pnolgss convincing.

The disadvantage of mandatory savings for low-ine¢museholds is also evident in
its impact on their life-time income distributiothe post-retirement replacement
rates offered by the new system are over 140 pefoermquite a significant group.

These high incomes come at the expense of low shidpe income at younger ages,

when households have to care for children and paygages.

The analysis therefore shows that, given the exjstevel and structure of OAA,

saving for retirement is not beneficial for low-ome households while it is for

% The recently adopted plan to raise the means-tdséewfits for retirees at the oldest cohorts
increases the loss inflicted on low-income familigsmandatory pensions, but its magnitude does not
qualitatively change the analysis.
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higher-income ones. An examination of the housef\diéhavior suggests that they
indeed act in line with these calculations. Moregpu®useholds' response to the
restructuring of pension incentives between 200D 2005 suggests that they are not
indifferent to developments in this area — notwdhsling that the magnitude of

change in this period was quite extreme.

The disadvantages of "mandatory pensions” areimoted to lifetime low-income
households. Many middle-income households begiir teeers at income levels
below the tax threshold. For these families it roaypreferable to postpone savings
until their income grows due to consumption smaaihand to yield considerations
(losing the tax credit of 35 percent is equivalen® years of — assumed - net returns
in the pension fund). The current decree forcestih@ contribute in each month
regardless of their income. Moreover, there is mwigion for partial contributions
which would allow couples to optimize their contritons with respect to their
eligibility for tax credits — e.g., when women waqplart-time post-partum. This is a
substantial restriction in the decree because dfalhose who did not contribute to
pension before it was affected had a spouse thafltiese individuals are also highly

unlikely to need assistance from the OAA incomepdement.

The initial concerns that led policy-makers to adibyeg "mandatory-pension” had to
do with the income distribution and the low-stamdaf living of the elderly. It seems,
however, that the policy-action they adopted, sncitirrent setting, only harms further
the weakest segments among the working populaifibe. high income inequality
appears to be a reflection of labor market outcoamesnot a result of the restructured
pre-compulsory pension system. While the pensiaregemay reduce future fiscal
expenses of the OAA's income supplement, it wilsdaat the cost of increasing life-
time inequality and the effective tax-rate on thetime poor. A potential positive
outcome of that may be raising labor market pgéton of non-working spouses
from low-income households' to avoid the reductiotheir allowance. However, this
participation can be minimal as there is no floar the necessary monthly working
hours to meet the tenure requirement. Working asuphay actually reduce their
labor supply, due to the substitution effect; alitpo Brender and Strawczynski (2006)
and Brender and Gallo (2009) show that the elagtmi labor supply to wages is

quite low in Israel.
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Finally, if policy-makers are concerned with redwgcithe number of income-

supplement recipients, this target may be achiewveal way that is more consistent
with retaining the lifetime neutrality of the peasisystem. One way to achieve it is
by making the tax credits refundable while finagcthe additional cost by reducing
the size of the credit to about 30 percent. Susthame will split the cost of reducing

the income-supplement more evenly.
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Appendix A

Table A-1: Family Structure by Age Group and the Li  fetime
Number of Children - Working Individuals in 2005
With
With one With 2 With 3+  children
Age Married child children children  Under 18
(Percent of all working families)
25-29 53.7 16.7 10.7 6.2 33.6
30-39 75.6 17.3 27.9 29.6 74.2
40-49 79.9 9.9 23.7 57.7 78.7
50-59 79.5 10.6 22.7 58.1 32.3
60-64 78.7 9.7 19.6 58.9 6.5
65-69 74.2 12.7 14.8 a47.7 2.1

Source: calculations based on the tax records dataset for 2005.

Table A-2: Marital Status of Working Single Mothers

1

Age Single Divorced Widowed
(Percent of all working mothers)
25-29 3.5 4.7 0.1
30-34 2.6 7.4 0.3
35-39 3.2 12.2 0.9
40-44 3.2 14.3 14
45-49 2.2 16.3 2.6
50-54 2.1 16.4 4.1
55-59 2.1 15.9 6.6
60-64 1.7 15.5 11.7

Source: calculations based on the 2005 tax records dataset.

! The term single-mothers refers here to women that had
children during the course of their lives and were not
married in 2005.

Table A-3: Work Status Given the Spouse's Income

Wife Husband
Spouse’s
Income doesn't doesn't
Quintile works * work works * work
(Percent of spouses in the quintile)
1 68.2 31.8 86.2 13.8
2 67.9 32.1 89.2 10.8
3 73.6 26.4 89.6 10.4
4 80.0 20.0 88.2 11.8
5 84.3 15.7 91.5 8.6
Total 76.9 23.1 88.8 11.2

Source: calculations based on the 2005 tax records dataset.

! Either the observed individual reported that the spouse
works or the spouse appears in the dataset with positive

labor income.
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Table A-4: Age Differences Between

Spouses *
Age difference
(years)

Age Men Women
25-29 0.4 -3.3
30-34 1.6 -2.9
35-44 25 -3.2
45-54 3.0 -2.7
55-64 3.5 -2.9

Source: calculations based on the 2005
tax records dataset.

! Calculated as the individual's age less
the spouse's age.
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Table A-5: Accumulated Years of Experience ' Compared to Potential

2

(Percent of potential working years)

A-5-I: By Income and Gender

Income Male Female
experience/  percent of | experience/  percent of
potential the group potential the group
up to 1500 83.8 2.3 63.6 6.1
1501-3000 87.7 6.0 67.6 17.7
3001-5000 88.9 22.4 81.5 32.7
5001-7000 94.0 19.2 89.2 20.3
7001-9000 95.9 12.3 85.0 8.9
9001-12000 94.7 14.0 89.7 7.6
12000+ 92.1 23.9 87.4 6.6

A-5-11: By Gender, Religion and Age

Age Male, Jewish  Male, Arab Female
30-34 88.8 79.3 70.0
35-39 89.5 84.8 70.8
40-44 91.0 75.9 73.7
45-49 93.7 79.9 72.8
50-54 90.0 75.6 68.4
55-59 93.4 79.1 65.4

A-5-11: Females by Age and Number of Children

Age No Children 1 Child 2 Children 3+ Children
35-39 75.1 82.2 814 66.1
40-44 73.2 88.6 811 71.8
45-49 71.8 80.5 84.4 69.4

A-5-1V: Monthly Income by Share of Potential Years A ctually Worked and Age

The Ratio of Actual Years of Experience Accumulated to
Potential
Age up to 30% 30%-50% 50%-70% 70%-85% 86%+
35-49 2,245 3,381 4,816 5,208 6,179
50-59 2,427 3,382 4,565 4,931 6,383

Source: calculations based on the 2002 "Social Survey".

! Defined as the self-reported number of years worked by the individual. The

figures used here are based on averages of the reported categories.

2 Potential years are age less 21 for Jewish Men, age minus 18 for Arabs and age
minus 20 for Jewish women. The tables include individuals over the age of 25.
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Table A-6: Employment of Women, by Education

Years of Age
Schooling 25-29 30-39 40-49 50-59

Percent working from all the women in the

group
0-10 21.7 20.6 28.9 27.9
11-12 49.1 58.0 67.3 58.9
13-15 76.3 74.6 80.8 74.2
16+ 78.8 86.3 88.6 824

Percent working less than 30 hours per-

week’
0-10 35.2 35.2 32.9 32.4
11-12 37.7 36.4 35.9 34.8
13-15 36.3 37.3 37.8 35.9
16+ 35.4 37.7 36.8 36.2

Source: Calculations based on the 2007 "Incomes Survey".
! Among those working at least 5 hours.

Table A-7: Persistence of Income Distribution

A-7-1: Between 2000 and 2005 *

Income Quintile in 2005 * Not
quintile in working
2000 ° 1 2 3 4 5 in 20052
(Percent of all the workers in the quintile)

1 32.2 21.4 8.4 3.1 0.8 34.1

2 16.0 36.6 22.3 5.0 11 19.1

3 7.7 121 412 225 2.1 14.3

4 4.1 4.6 9.3 485 171 16.4

5 2.9 2.1 2.7 8.0 66.6 17.8

Total 12.4 153 168 175 17.7 20.3

A-7-11: Between 2005 and 2007 *

Income Quintile in 2007 3 Not
quintile in working
2005 ° 1 2 3 4 5 in20072

(Percent of all the workers in the quintile)

1 37.2 18.7 7.0 2.2 1.0 34.0

2 15.0 48.1 149 3.9 11 17.1

3 51 140 552 127 14 11.7

4 2.3 3.1 126 624 8.6 11.0

5 0.8 0.8 1.2 9.0 724 15.7

Total 12.0 16.8 18.2 181 17.0 17.8

Source: calculations based on the tax records panel dataset for
2000, 2005 and 2007.

! For the age group 35-50 in 2000 and 40-55 in 2005.

2 "Not working" is defined as not being reported in the dataset
for that year.

% Quintiles are defined across the relevant group (e.g.,
individuals aged 35-50 who worked in 2000).

* For the age group 35-55 in 2005 and 37-57 in 2007.
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Table A-8: Correlation Between Spouses' Income Quin  tiles in 2007

Husband's Doesnt Wife's Income Quintile
Income work 2 1 2 3 4 5
1 45.8 17.6 12.9 10.1 7.9 5.7
2 34.0 16.3 16.7 15.4 10.7 6.9
3 25.9 14.7 16.6 17.6 14.8 104
4 20.6 11.5 14.0 15.8 18.9 19.3
5 22.1 9.2 10.0 11.9 18.4 28.5
Total 29.6 13.9 14.0 14.2 14.2 14.2

Source: calculations based on the 2007 tax records dataset.

! based on data for married men aged 30-55 with minimum annual income of
12,000 NIS and women with a minimum income of 6,000 NIS.

2 The share of those who do not work includes women whose husband's state that
they work but they do not show-up in the tax authorities' records.
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Table A-9: Characteristics of the Various Household Types
Male Female Children Mortgage
Initial monthly
Type salary Wage profilel Employment Monthly salary
1 4,400 1% annual rise, quits work at No. 4, Born at ages No.
age 60. 25, 28,31, 34
2 5,200 0.9% annual rise No. 3, Born at ages No.
28, 30, 33
3 5,200 0.9% annual rise Full up to age 30, 70% 3,850, rising by 2% annually |3, Born at ages 15% in ages
up to age 33, 50% when working FT. rising with |30, 33, 35 28 to 47
thereafter the average wage thereafter
4 6,300 2.1% up to age 46, 1.8% up to
age 60, no increase thereafter
5 6,300 2.1% up to age 46, 1.8% up to | Full time until retirement 5,250, rising by 0.6% 2, Born at ages 15% in ages
age 60, no increase thereafter annually up to age 46 and 28, 32 27 to 46
by 1% thereafter
6 Full time until the first 5,250, rising by 0.6% 2, Born at ages
child is born and after the annually up to age 46, by 30, 33
youngest reaches 18. 1% up to age 52 and like the
75% of FT in between average wage thereafter
7 8,700 2.6% up to age 46, 2.1% up to 50% of a FT job 3,000, rising by 1.6% 3, Born at ages 15% in ages
age 56, no increase thereafter throughout her career  annually up to age 46 and 30, 33, 36 27 to 46
does not change thereafter
8 6,300 2.1% up to age 46, 1.8% upto | Works FT at ages 25-30 3,850, rising by 1.9% 3, Born at ages 20% in ages
age 60, no increase thereafter and 50-64 annually up to age 30. At 50 |30, 33, 36 27 to 46
starts with the same wage
she had at 30, rising like the
average wage thereafter
9 8,700 2.6% up to age 46, 2.1% up to | Full time until retirement 6,000, rising by 1.6% 3, Born at ages 20% in ages
age 56, no increase thereafter annually up to age 46 and 30, 33, 36 27 to 46
does not change thereafter
10 10,000 2.5% up to age 45, a 35% raise | Full time until retirement 7,050, rising by 1.6% 2, Born at ages 15% in ages

at 30 and another 50% at 35.
From 44 to 60 annual wage
increase of 2.3% and no
increase thereafter

annually up to age 46 and
does not change thereafter

30, 33

27 to 46

! The average wage in the economy is assumed to rise by 1.1 percent annually.




