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CROSS-BORDER PORTABILITY OF PENSION RIGHTS:
AN IMPORTANT CONDITION FOR AN INTEGRATED MARKET
FOR PENSION PROVISION

REPORT OF A CEPS TASK FORCE

EXECUTIVE SUMMARY

General assessment

Thelack of pension portability is a source of additional costs for European enterprises,
both directly and indirectly, through loss of competitiveness and inefficient allocation of
resources:

Many multinationals are obliged to invent internal mechanisms to compensate
employees previously benefiting from occupational (employment-related) pension
schemes but who have lost their pension rights due to cross-frontier movements
within the firm.

Individuals moving to another EU country before full vesting of pension rightsin an
occupationa pension scheme or “backloading” of vesting (see glossary) frequently
are obliged to choose between two evils: leave the pension scheme in their country
of origin or maintain this membership without being allowed to deduct the
premiums from their taxable income in the country of residence.

Lack of pension portability may induce multinational firms to abstain from moving
employees to another EU member state or individuals to abstain from taking up
residence in another country (and to change job within the country).

In most EU member states, tax deductibility of premiums paid to pension schemes
(including individual savings schemes) is allowed only if those premiums are paid to
a pension scheme or insurance company located in the country. This segmentation
of the pension markets (coming in addition to restrictions on the investment policy
of pension funds) results in considerable hidden economic costs due to inefficient
alocation of resources and fragmentation of the pension market.

With the specific am of analysing and making recommendations with respect to
pension portability, CEPS took the initiative in 2001 to convene a “Task Force”,
inviting participation from all the magor players in the pension field: pension funds,
PAYG (pay as you go) pension institutions, fund managers, benefits consultants,
financial institutions and multinational corporations with a particular interest in pension
portability.

Whereas the issue of pension portability has several dimensions, the Task Force decided
to focus in particular on the cost of and the scope for eliminating obstacles to cross-
frontier mobility and to formulate recommendations in this respect.

We see severa benefits accruing from increasing the portability of pensions and
minimising portability losses in general:
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Increased portability will facilitate labour mobility both within and between member
states. The free movement of workers within the single market is a fundamental
right and we encourage the Commission to continue to press for the elimination of
all measures of discrimination between sedentary and mobile workers within the
various pension regimes.

Increased portability and, ultimately, the possibility of creating a pan-European
pension fund for all staff members will lead to a reduction of administrative costs of
the increasing number of firms undertaking cross-frontier production and
distribution in an integrated approach.

Revenues from occupational pension schemes are likely to improve as a result of
increased competition and product development among scheme providers. With a
better performance of second-pillar schemes, the pressure on first-pillar schemes
will be dleviated. Thisis particularly welcome in view of the increasing pressure on
first-pillar schemes as a result of the ageing of the European population over the
coming decades.

Minimising portability losses for employees without necessarily interfering with the
basic nature of the pensions schemes (which for many firms remain an essentia
feature of the management of human resources) will also contribute to a reduction of
costs and an increase in the scope for enhancing flexibility in the labour market.*

Recommendations

In the course of its four meetings, the Task Force discussed a number of issues in the
field of pension portability, including general portability issues, the role of taxation,
methods of calculation of the actuarial value of pension claims and the relationship
between pension portability and labour mobility.

We see a number of ways to improve cross-border portability of pension rights within
the EU’ s internal market:

Improvement of the scope for transferring the capitalised value of pension rights
between pension schemes;

Coordination of, and increasing transparency in, actuarial calculation of the pension
liability (claim);

Mutual recognition of prudential surveillance of pension funds;

Elimination of national restrictions on the cross-border membership of pension
schemes;

Elimination of restrictions on deductibility of premiums paid to pension schemes in
other EU member states; and

Genera shift to the EET (Exemption of contributions, Exemption of pension fund
income and Taxation of retirements) principle of taxation of pension provision.

! Increasing pension portability for example by reducing vesting periods may of course result in some
increase in labour costsin the short term.
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Best practice

We recommend that EU member states, preferably within a procedure of “open
consultation” (see below), seek to agree on guidelines for “best practice” with respect
to:

vesting of pension rights;
degree of backloading;
procedures for adjusting vested pension claims for general inflation; and

approach to adjusting open-ended pension schemes for changes in life expectancy
(as aready introduced at least in one member state) and genera approach to the
actuarial standards for calculating the liability of pension schemes vis-&vis their
members.

The following section highlights those cross-border issues that we take as being of
specia importance for the approach to pension portability at the European level.

Regulatory issues

The framework for prudential regulation outlined in the draft Directive for a European
Institution for Occupational Retirement Provision (IORP) is, as should be expected,
exclusively based on the principle of home country rule coupled with bilateral
cooperation between member states to sort out cross-border issues. This may be
appropriate during the first period of “running in” of the framework but it will be
insufficient in the longer run. In the long term the EU should, in our view, envisage the
creation of a formalised institutionalised framework for cooperation between national
supervisory authorities.? In the intermediate phase, consideration should be given to
creating a Conference of Pension Fund Supervisors along the lines of the framework for
cooperation existing in the field of insurance. An alternative would be to create a specia
working group under the Conference of Supervisors of Life Insurance. The agenda of
this Conference/Working Group should include the following items:

Vesting of pensionsrights;
Methods of adjustment of vested pension claims;

Methods of assessment of bio-metric risks, including the assessment of life
expectancy during the coming decades,

Exchange of information on procedures for providing information to members,
Exchange of information on methods of surveillance of pension fund investment;
Guidelines for funding of technical provisions and own funds;

Actuarial standards for calculating the capitalised value of pension claims;

Rules for transferring vested pension rights from one pension scheme to another
(within and between member states);

2 For ageneral presentation of the current issuesin the supervision of financial serviceswithin the EU, we
refer to Karel Lannoo, Supervising the European Financial System, CEPS Policy Brief No. 21, Centre for
European Policy Studies, Brussels, May 2002.
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Rules for prudential surveillance of a European Institution for Occupational
Retirement Provision (EIORP); and

Agreement of the definition of “best practice’” towards which member states (old
and new) should aim to converge.

Cross-border tax issues

The Task Force fully supports the view of the Commission concerning the need to
eliminate all tax-induced obstacles to the cross-border provision of pension services and
welcomes the recent judgement of the European Court of Justice on the Danner case.
The Commission should make full use of its competence and responsibilities in relation
to the effective implementation of single market principles in this area and step up
pressure on member states to formulate a viable solution to the remaining issues in this
field.

The Task Force recommends the general adoption of the EET principle as the basis for
the taxation of pension schemes within the EU.

A pan-European pension fund

The Task Force considers that the creation of a European Institution for Occupational
Retirement Provision (EIORP) as proposed by the European Federation for Retirement
Provision (EFRP) and endorsed by the Commission would constitute an important step
towards the integration of the internal market in the field of pension provision.

We regret that this idea, so far, does not seem to have retained the attention of the
Council but invite member states to take steps to explore further the scope for
undertaking a pilot scheme, as initially suggested by the EFRP.

The consultation of the social partners

The Task Force is not concerned by the procedure for consultation of the social partners
initiated in June 2002, according to Art. 138 of the Treaty.

Nevertheless, we take the opportunity to volunteer a response to the questions put
forward by the Commission, as follows.

As indicated above, the Task Force recommends an early creation of a “Conference of
Pension Fund Supervisors’ within the framework of the implementation of the Directive
on IORPs. Whereas in general the cooperative arrangements within financial services
cover only elementary rules of prudential surveillance, this Conference should aso, in
its agenda, include the rules for acquisition, preservation and transferability of
supplementary pensions. We would advise against creating a parallel advisory body or
“open cooperation” specifically addressing these aspects of pension schemes. We think
it is preferable to cover al aspects of the portability of pensions and sustainability of
pension schemes within the same framework.

In the opinion of the Task Force, the issue of pension portability should be extensively
discussed with the socia partners. However, we doubt whether action at the European
level could and should be taken in the form of collective agreement. Furthermore, we
doubt whether the adoption of a Directive concerning all aspects of the acquisition,
preservation and transferability of pension rights would be possible and desirable in the

v
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present context. We therefore prefer the elaboration of codes of best practice and
guidelines. The latter could, as indicated above, be elaborated within the framework of a
“Conference of Pension Fund Supervisors’. We would nevertheless invite the
Commission to issue a general recommendation concerning the shortening of vesting
periods in al defined-benefit schemes.

As implicit in the answer to the preceding question, we consider that the portability of
pensions and the prudential surveillance of pension schemes are matters still largely
subject to the principle of “subsidiarity”. We would, however, recommend that the
social partners would be associated (possibly in specia working groups) with the work
of the Conferenceif it were to be created as proposed above.

We would recommend taking whatever action is envisaged at a global (cross-sectoral)
level.

We would have a preference for extending the procedures to all occupational pension
schemes covered by the IORP Directive. This would include both schemes sponsored
by an individual employer and those sponsored by a branch of industry. Whether or not
a distinction should be made between pension entitlements based on individua
employment contracts and those based on collective agreement is a matter on which the
Task Force cannot judge. We would stress, nevertheless, that in the longer run we
would expect an increase in the scope for the individua worker to select a pension
provider in accordance with his lifestyle and career prospects.

Increasing flexibility and individual choice

We would therefore, more generaly, recommend increasing the flexibility in the
provision of pension services, including (as is aready the case in certain member states)
opting out of a genera pension scheme for a firm or a branch in favour of individua
savings or pension schemes. This would imply offering better possibilities than is now
the case of passing from second-to-third pillar schemes.

Future action in the field of pension portability should therefore also examine ways of
increasing the scope for enhancing individual choice of retirement provision, as
accompanied by adequate and extended rules of deductibility of contributions to all
such schemes. This is clearly not in the field of competence of the European
Community but as a common issue it should be considered through a procedure of open
coordination.
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1 The background

Incompatibility of, and indeed conflicts between, pension schemes in the different EU
member states is a major headache for human resource managers of the corporations
operating in Europe. Employees who work in one EU country are not allowed to deduct
from their taxable income contributions made to a pension scheme in another country.
Furthermore, the basic rules for the deduction of contributions and the taxation of
pension fund income and of retirement income are not the same in all countries.® Highly
mobile employees may, therefore, face a bewildering complex of acquired (or pending)
pension rights or, worse, the loss of pension rights due to a move before the end of the
vesting period, etc. Many multinationals, consequently, have invented interna
mechanisms for compensating the welfare loss due to the complexity of the pension
schemes for highly mobile employees. The same complexity is found, but in less visible
manner, in the case of mobile professionals and independents.

Thelack of pension portability’ is a source of additional costs for European enterprises,
both directly and indirectly through loss of competitiveness and inefficient alocation of
resources.

Many multinationals are, as indicated, obliged to invent internal mechanisms to
compensate employees previously benefiting from occupational (employment-
related) pension schemes but who have lost their pension rights due to cross-frontier
movements within the firm.

Individuals moving to another EU country before full vesting of pension rightsin an
occupationa pension scheme or “backloading” of vesting (see glossary) frequently
are obliged to choose between two evils: leave the pension scheme in their country
of origin or maintain this membership without being allowed to deduct the
premiums from their taxable income in the country of residence.

Lack of pension portability may induce multinational firms to abstain from moving
employees to another EU member state or individuals to abstain from taking up
residence in another country (and to change job within the country).

In most EU member states, tax deductibility of premiums paid to pension schemes
(including individual savings schemes) is allowed only if those premiums are paid to
a pension scheme or insurance company located in the country. This segmentation
of the pension markets (coming in addition to restrictions on the investment policy

3 Not all countries apply the EET rule (Exemption of contributions, Exemption of pension fund income,
Taxation of retirement benefits).

* For a precise definition of pension portability (and transferability), see the Glossary at the end of this
report.
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of pension funds) results in considerable hidden economic costs due to inefficient
allocation of resources and fragmentation of the pension market.

With the specific am of analysing and making recommendations with respect to
pension portability, CEPS took the initiative in 2001 to convene a“Task Force” inviting
participation from all the major players in the pension field: pension funds, PAYG
pension ingtitutions, fund managers, benefits consultants, financial ingtitutions and
multinational corporations with a particular interest in pension portability.

Whereas the issue of pension portability has several dimensions, the Task Force decided
to focus in particular on the cost of and the scope for eliminating obstacles to cross-
frontier mobility and to formulate recommendations in this respect.

2 Pension portability and the Single Market “freedoms”

From the point of view of EU law and regulation, the application of the Treaty's
provisions on free provision of services, free movement of workers and free movement
of capital is of great importance for the future of pension portability.

The 1992 programme of completion of the Community’s internal market identified a
large number of obstacles to be removed in the field of financial services. Indeed, a
study of the potential benefits of the 1992 programme suggested that the benefits of
moving towards full integration of financial services would constitute a significant part
of the overall economic benefits of this venture. Since 1985, when implementation of
the 1992 programme commenced, the EU’s financial sector has, indeed, undergone an
almost continuous wave of de- or re-regulation.

The 1992 programme, based on the principle of minimal harmonisation and mutual
recognition of home-country control, has encouraged integration in the banking,
insurance and securities markets. Nevertheless, notably as seen against the background
of the parallel implementation of the Economic and Monetary Union, the creation of the
European Central Bank and the shift to the euro, further steps were considered needed
to create a fully integrated financial market. A Financial Services Action Plan (FSAP)
was released by the Commission in 1999° with the purpose of providing a basis for a
future work programme building on agreed aims as developed in discussions within a
working group consisting of personal representatives of ECOFIN Ministers and the
European Centra Bank (the FSPG) and in the European Parliament. The action plan
envisaged the preparation of measures in a number of fields in wholesade and retall
financial markets within a framework extending until 2005. One of the stated objectives
was to create a single market framework for supplementary pension funds.

As stated in this Action Plan (pp. 7-8):

It is the competence of the member states to organise pension provision in
the light of national circumstances and requirements. However, where they
exist, supplementary pension funds (employment related) should be able to
operate in a coherent single market framework. The establishment of such a
framework was regarded as such a priority by FSPG members that it

° European Commission, Financial Services: Implementing the Framework for Financial Markets: Action
Plan, COM(1999) 232, 11 May 1999.
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warranted a specific debate. This debate centred on the extent to which an
appropriate prudential framework for such financial services can enable
fund managers to improve fund performance without in any way
compromising the protection of fund members. With the introduction of the
euro, the use of currency-matching rules and stringent asset-category rules
can increasingly — though not exclusively — be replaced by qualitative
prudentia rules. In this way pension funds can be permitted to select assets
that better match the real, long-term nature of their liabilities and thus
reduce risk. In order to facilitate the development of funded schemes, a
rigorous prudential framework is needed in order to ensure the security of
pension fund beneficiaries.

As will be shown below, a draft directive on the prudential surveillance of pension
schemes was put forward in 2000 and, not without difficulty, a common position was
reached by the Council in November 2002. Furthermore, in the spring of 2002, there
were signs that one of the most important obstacles to the free provision of pension
services within the single market — the deductibility from taxable income of
contributions to pension schemes in other EU member countries — might be closer to
removal than at any time since the inception of the 1992 programme.

The Treaty provisons concerning free movement of workers are, however, also of
increasing relevance for the portability of pension rights. Indeed, the lack of portability
of pensions is considered to be one of the greatest obstacles to the full application of the
Treaty articlesin thisfield.

As stated in the Final Report from the High Level Task Force on Skills and Mobility
published in December 2001

The freedom of movement for persons is one of the founding principles of
the European Union, going hand in hand with the promotion of economic
and social progress, a high level of employment and achieving balanced and
sustainable development. It is indissociable from the creation of an area
without internal frontiers, and the strengthening of economic and social
cohesion and active citizenship.®

The High-Level Task Force Report underlined that greater labour force mobility, both
between jobs (occupational mobility) and within and between countries (geographical
mobility), will contribute to meeting al of these objectives, by enabling the European
economy, employment and labour force to adapt to changing circumstances more
smoothly and efficiently, and to drive change in a competitive global economy.

It stressed that a greater degree of mobility between member states will also foster
closer political integration in the EU. However, it also underlined that occupational and
geographical mobility are not a panacea and that they do not come about by themselves.
This is a two-way process. while mobility enhances labour market functioning and
thereby contributes to growth and wesalth creation, more and better jobs must be created
and be available in order to make occupational and geographical mobility a reality.

6 High-Level Task Force on Skills and Mobility, Final Report, 14 December 2001, p. 6.

3
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It is also important to keep in mind that migration may be motivated by a search for a
better climate, lower cost of living or, as is frequently the case, may constitute a return
to the region or country of origin after shorter or longer spells of employment in other
regions or countries. Thus an increasing number of retired citizens from northern or
central Europe settle in the sun belt in Spain, Portugal, Italy, Greece or the south of
France.

Migration may aso, again increasingly, be a temporary movement in order to
accomplish a spell of education in another EU member state or, not least, the United
States. Thus within the EU a rising number of students take advantage of the different
programmes for exchange and mobility of students (Socrates, Erasmus, Leonardo da
Vinci, Marie Curie fellowships, etc.).

3 Obstacles to and costs and benefits of pension portability

As indicated above, the Task Force has concentrated in its discussons and
recommendations mainly on cross-frontier portability of pension rights. However,
cross-frontier portability is one aspect of the genera portability of pension rights
whether within or across frontiers. Furthermore, the provisions of the EC Treaty more
generally prohibit any discrimination between nationals and non-nationals in domestic
policy measures concerning both firms and individuals. Consequently, it is appropriate
to examine all obstacles to pension portability with a view to assessing also whether
they involve any discrimination of this kind. In fact, as will be shown below, such
discrimination is in particular found in the field of taxation and provision of pension
services.

The following section briefly examines the main general obstacles to portability while
the specific obstacles to cross-frontier portability are considered under a particular
heading further below.

3.1 General portability issues

In terms of introductory remarks, it should be stressed that enhancement of the freedom
of movement of labour and the free provision of services are not necessarily without
costs to society. If it were possible to achieve portability just through an administrative
act, it would not be a concern to workers, employers and governments. Furthermore
pension portability should not be considered as a target in its own right, but as a means
to achieve a more efficient alocation of resources through increased mobility of the
labour force and an integrated market for pension provisions. The costs of enhanced
pension portability may be a lowering of the incentives of firms to invest in
occupational training and other aspects of human capital formation.

Enhancement of pension portability implies adjustment of pension formulas that were
initially designed to lock in the workers through incentives to stay. In particular, this
means an interpretation of the second pillar more in terms of a less costly vehicle to
promote savings for retirement (with respect to individual savings, unrelated to the job)
than of an implicit insurance contract, which also partially insures the human capital of
the worker.

It must also be recognised, however, that in the modern economy, marked by structural
changes and the emergence of the “knowledge society”, human resources are no longer

4
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attached to the same extent as they were in the past to one single firm. In most
developed economies in a single year, 10% or more of jobs change occupant.
Employees therefore increasingly view pensions as deferred pay which even short-
tenure workers have a right to accrue, accumulate and bring along during their active
life. The trade-off between stability and flexibility may therefore gradually have shifted
in favour of the latter aspect of market performance.

Vesting of pension rights

Only few pension schemes offer an immediate and direct right to a pension immediately
after joining the scheme. In most cases the pension right is vested (acquired by the
employee) only after a certain vesting period. In certain older-generation and even
existing pension schemes, vesting might actually only take place when the person
reached the effective pension age. Nowadays, however, vesting is normally acquired
after a maximum of 5-10 years and in an increasing number of (defined-contribution)
schemes, after only a short or no vesting period.

Employer-sponsored pension schemes became part and parcel of many employment
contracts in the 19™ century used by manufacturing firms to charitably retire older
workers whose productivity was waning. In most cases employment was considered a
lifetime engagement and firms frequently did not, for obvious reasons, provide pensions
to workers leaving before retirement.’

Delayed vesting and backloading (on backloading, see the following section) of pension
rights were no doubt initially designed in order to enhance labour productivity and/or
reduce labour costs and provide incentives for in-house training by encouraging a long-
term relationship between workers and employers.

Under this perspective, the pension promise contained insurance features (particularly in
the DB formula) not easily accessible to the single worker in the market. It is a
widespread opinion, and possibly an empirical fact, that in the modern economy, where
flexibility of the labour market is privileged and where the insurance markets are more
complete and less imperfect than in the past, this imposes undue costs to the firms,
particularly to multinational companies, or to the mobile workers.

Nevertheless, until recently, vesting of pension rights in supplementary pension
schemes has not been a mgjor concern in the EU. In fact, in the vast mgjority of EU
countries, retirement benefits have been ensured mainly through general public or quasi-

public (statutory) pension pay-as-you-go (PAYG) schemes. In many of these schemes,
vesting takes place only after a certain number of years of membership. In these
schemes, however, pension rights are not normally associated with employment in a
specific firm. Even highly mobile employees may consequently accumulate pension
rights during the whole active life. Moreover, even if the individual loses contributions,

(s)he may participate in the general welfare schemes provided by the state.

Given the prospects of a substantial increase in the old-age dependency ratio (the ratio
of retired persons to the number of persons in the active age groups) during the coming
decades, the public PAYG schemes are expected to become subject to increasing

" John Turner, Pension Portability in the United States, Public Policy Institute, American Association of
Retired Persons (AARP), June 2002, p. 3.
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problems of sustainability. One of the consequences of this development may therefore
be a gradual lowering of the level of replacement income provided by these schemes. In
order to ensure an “appropriate” overal level of income after retirement, many
countries therefore envisage the introduction of (or expansion of) supplementary
employment-related pension schemes or, aternatively, of private annuity schemes
providing supplementary income after retirement.

In view of the prospective increase in the relative importance of these supplementary
schemes, the mechanisms for vesting of pension rights in such schemes in many EU
member states are therefore likely to become a more topica policy issue than was the
case in the past.

According to a survey undertaken by the “Advisory Group”,® only four European

countries with occupational pension schemes have a statutory requirement of immediate
vesting and in certain countries, vesting may be provided on a discretionary basis. In
other countries vesting takes place only after a certain period. Furthermore, between
1998 (the year of the last Survey by the Group) and 2001, a number of countries,
including Italy, Norway and Sweden, have reduced the number of years of service to be
completed in order to qualify for vesting rights. In Germany, where vesting normally
was only granted after ten years, areduction to five years has been approved in 2001.

Defined-benefit schemes still constitute a magjority of supplementary pension schemes
in most EU member states. During the last two decades, however, an increasing share of
the pensions market has been taken by schemes providing a pension determined only by
the contributions paid into the fund and by expected longevity, independently of the
level of compensation and/or the duration of contributions and membership. In the
United States such plans (defined-contribution schemes) now cover more than two-
thirds of workers participating in pension schemes as against less than one-half some 20
years ago. Defined-contribution schemes are common among small employers in the
UK, and there are a number of quasi-DC plans in Sweden. In Ireland and France, many
(voluntary) second pillar plans are a'so on a defined-contribution basis and such plans
are gaining importance in other EU member states such as Belgium, Denmark and Italy
(new pension system). They are still rare or non-existent in other member states such as,
notably, Germany and the Netherlands.

Backloading of pension benefits

In many employer-sponsored defined-benefit plans (but also in a number of first-pillar
PAY G schemes), the pension benefits for a person having worked the number of years
required to acquire full pension rights are determined in proportion to the worker’s
average earnings during a certain period before retirement. In certain schemes the
pension benefit may be a proportion of the earnings during the last year of activity, a
certain number of years before retirement or, aternatively, the “best” years during
active life. These aspects of the pension schemes (backloading) may result in lower
pension benefits for mobile than for sedentary workers.

8 Groupe Consultatif des Associations o Actuaires des Pays des Communautés Européennes, Actuarial
Standards for Transfers between Pension Schemes in the Countries of the EC and other European
Countries, Survey, June 2001.
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If aworker quits the firm even after having attained the minimum conditions for vesting
in a defined-benefit scheme, the accrued pension benefits will be determined by:

rules for calculation of the benefits,
existence of premiums for long tenure and
rules for indexation of the benefits.

Regarding the rules for calculation of the benefits, certain schemes may in the past have
offered a stepwise increase in benefits in proportion to the earned income (backloading).
As an illustration, benefits may accrue at the rate of, say, 1.5% of compensation per
year for the first five years of employment, 1.75% of compensation for the next five
years and 2% for all additional years. Such progressive calculation of benefits is now
much less common than in the past.

An additional source of backloading may exist as a result of premiums for long tenure,
such as, for example, a particular accumulation of pension rights after the attainment of
the age of 60. Even the rules for taking early retirement may actualy involve a certain
degree of backloading since early retirement will frequently be granted only to workers
with a certain minimum tenure in the same firm. This may be one of the most important
costs of changing jobs and thus to pension portability.

Although most DB schemes thus involve a certain degree of backloading, there are also
examples where defined-benefit schemes actually entail a degressive accrua of benefits
(front-loading). Front-loading may, for example, occur in schemes involving a
maximum number of years to count for benefits. Front-loaded schemes may thus
contain incentives to early retirement or shifting to another job before statutory
retirement age.

The most important source of backloading of pension rights may, however, in many
schemes, be the rules for adjustment of the accrued pension benefits in response to the
rise in prices and/or wages. In most defined-benefit schemes, the benefits for a full
tenure are calculated as a proportion to the final salary or some other reference salary. In
the case of mobile workers, schemes may offer some degree of indexation of accrued
benefits to the subsequent increase in prices, but the indexation may be only partial and
the final replacement income may consequently be considerably lower than for an
employee who stayed with the same employer for the full active life.

A key issue in pension theory and pension analysis is therefore whether mobile workers
tend to be compensated for this loss of pension rights through a higher level of current
wages. Comparative studies of the wages of stable versus mobile workers, however,
have shown the former to have higher current earnings in addition to have a higher level
of pensions. Consequently, pension schemes may actualy still be one of the ways to
compensate (and retain) workers with a high productivity.

Obstacles due to conflicts of tax systems

Long vesting of pension rights and backloading of pension benefits are important
obstacles to portability and consequently a source of certain rigidities in the functioning
of labour markets. However, these sources of labour market rigidity normally (that is,
with a few exceptions, notably concerning the transfer of lump sum payments) do not
involve discrimination between nationals and non-nationals or between residents and
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non-residents. Vesting of pension rights and backloading of pension benefits,
consequently, do not in general cause restrictions on cross-border mobility of labour and
are therefore not in the area of competence for EU legidation.

The functioning of tax systems, on the contrary, frequently results in discrimination
between residents and non-residents and/or between domestic and foreign pension
providers. Consequently, the functioning of tax systems may create obstacles to cross-
border movements and therefore become a matter of EU competence. The functioning
of tax regimes, the direction of EU jurisprudence and various initiatives to eliminate
tax-induced obstacles to cross-border mobility are therefore dealt with in more detail
below in a special section on cross-border portability.

3.2 Means of ensuring portability

Transferring cash balances

In most countries, employment-related pension schemes provide a right to a nominal
benefit, determined as a proportion of the compensation earned by the employee during
areference period (defined-benefit scheme). In such schemes, a part of the contributions
are frequently paid by the employer and the remainder by the employee. If the employee
leaves before full vesting, hisher contributions may in some cases be capitalised and
used for purchasing rights in another scheme or paid out as a cash benefit. Even after
full vesting, certain defined-benefit schemes may actually offer the option of conversion
(capitalisation) of the pension right allowing the employee to transfer the capital to
(purchasing pension rights in) another employer-sponsored pension scheme. However,
the specific rules of taxation concerning these transactions and the method of
determining the value to transfer and the credit granted in the new scheme (see below)
will be decisive for determining the costs and benefits of changing pension scheme.
Furthermore, the cash balance may be adjusted by applying an interest rate to the
“capitalised” contributions. As this balance is only a bookkeeping entry, the value of the
cash balance will have no relation with earnings of underlying assets. Depending upon
the rate of adjustment of the balance, the mobile employee may suffer portability losses
or actually accrue a higher amount than would be the case had he/she stayed in the job.

The final outcome of such a cash balance transfer will depend upon the way in which
this amount is utilised to acquire pension rights in another plan or, aternatively, is
deposited into an individual savings account. Any transfer of a cash balance or an
estimated value of the vested pension right will thus be fully dependent upon the
actuarial rules for determining the present (discounted) value of these rights. As will be
discussed in the following section, however, rules for estimating the actuarial fair value
of pension entitlements are not necessarily consistent between pension schemes and
show wide differences from one EU member state to another.

In addition, in certain countries (as illustrated by Denmark and the Netherlands),
defined-benefit schemes may actually cover a branch or sector of the economy
allowing, thus, changing of employer without leaving the pension scheme.®

° A comprehensive discussion of these technical aspects of these issuesin the United States can be found
in John Turner, Pension Portability in the United States, Public Policy Institute, AARP, June 2002.
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Rules for calculating the value of pension claims

In certain conceptual work on actuarial standards based on the “implicit contract
model”, estimates of the real value of a worker’'s pension claim include an estimated
current value not only of already accrued pension benefits but also of future benefits
accrued until retirement of the worker. In an influential paper published already 20
years ago, Jeremy Bulow argued that corporate pension liabilities in a defined-benefit
scheme ought to be estimated taking account only of the already accrued benefits and
whatever the worker would receive if the contract were immediately terminated.'©

The concluson of Bulow’s anaysis was, therefore, that the value of pension claims
(and the corresponding pension liabilities for the firm) at any point in time should be
estimated not on the basis of “projected benefits’, but only as the maximum liability the
firm would incur in case the plan was terminated — either through dismissal of the
worker, closure of the firm or, for example, a decision of the firm to replace a defined-
benefit scheme by a defined-contribution scheme.

Thus, accrued benefits, roughly equal to vested benefits, would be the most appropriate
measure of the firm's pension liabilities. Vested benefits are not dependent upon
subjective actuarial assumptions concerning projected benefits, except for a nominal
interest assumption adjusting past contributions to the pension schemes. Following
Bulow, pension claims in a defined-benefit scheme can thus (despite the fact that there
is not a direct link between contributions paid and vested benefits) be measured in a
way that frequently would provide results not far from the accrued value of an
individual’s pension claims in a defined-contribution scheme.

In fact, the accounting profession, as expressed in the different guidelines for
calculating pension liabilities, tends to measure the exposure of a company on the basis
of projected benefits, including thus not only accrued but also estimated future pension
rights of the employees.

In practice, certain EU countries actually seem to follow rather closely the
recommendations put forward by Bulow on the basis of theoretical considerations for
the rules for calculating the capitalised value (transfer value) of pension claims. In other
countries the actuarial value may be calculated as the mathematical reserve with respect
to vested benefits using mortality tables. In most cases the two approaches should give
relatively similar results if the contributions to the pension scheme are calculated so as
to provide the surrender value for an insurance reserve covering the accrued (vested)
pension claim.*!

Thus, according to the Survey undertaken by the “Groupe Consultatif” (see above), in
Austria, Belgium, Denmark, Ireland, Luxembourg, the Netherlands, Portugal, Spain and
the United Kingdom, the calculation of the transfer value of pension claims is based on
an adjusted value of premiums paid or the actuaria value of vested benefits. In the

10 Jeremy 1. Bulow, “What are corporate pension liabilities?’, The Quarterly Journal of Economics,
August 1982.

11 Since a DB plan is financed typically by determining a contribution for the plan as a whole, such a
scheme may involve a certain degree of cross-substitution or sharing of risk. Consequently the value that
one individual may obtain from the scheme may be very different from that of another person with the
same contribution history but with, for example, adifferent life expectancy.
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Netherlands where occupational defined-benefit schemes are widely in use and have
been so for along time, the calculation of the transfer value is based on prescribed rules.
In this country, the present value of vested benefits is calculated using a discount rate of
4% per annum. In the other countries in this group, the value is calculated by the actuary
of the pension scheme using “standard” assumptions. In Ireland and the United
Kingdom, the actuary is required to follow professional guidance notes. In Italy transfer
from the DC schemes is possible. In Germany there is no legal obligation to allow
transfer but transfer can take place with an agreement of al parties, with the transfer
value being subject to agreement between the old and new employer. In Finland
transfers from DB plans are not possible, while in France benefits from the DB plans
are not vested until retirement and are therefore not subject to any transfer
arrangements.

Following the Groupe Consultatif, the treatment of the transfer payment in the receiving
plan shows considerable variations. For transfers to a defined-contribution plan, the
amount received is treated as a special contribution to the plan and this approach is also
used in some countries even where the main benefits provided under the receiving plan
are on a defined-benefit basis. Where defined benefits are provided for a transfer
payment received (added years of service), these are usually calculated as the actuarial
equivalent of the amount received.

4 Cross-frontier portability of pension rights

Within EU member states the portability of occupational pension schemes has rarely
been perceived as a policy issue. In fact, as aready indicated above, occupational
pension schemes still account on average in the EU for only about 10% of pension
benefits. Only in the United Kingdom, Sweden, Ireland and the Netherlands are such
pension schemes an important feature of the pension systems. In these countries, the
determination of vesting periods, indexation of pension rights and pension portability
have already in the past been subject to debate. In the Netherlands, participation in
occupational pension schemes is, after negotiation among the socia partners, made
mandatory. In Denmark participation is aso mandatory for a number of professions.
The same applies in Sweden and also Belgium, with a recent draft bill, is following this
direction. In other countries the provisions of those schemes are in general considered to
be a matter to be decided at the level of the firm or the profession and the authorities
have on the whole only intervened to ensure appropriate prudential supervision so as to
guarantee that the assets of the pension scheme are sufficient to cover the liabilities vis-
avis the members. With a few exceptions, EU member states have therefore not taken
policy measures to shorten vesting periods or reduce other obstacles to portability.

However, results from the national strategy reports submitted by member states in the
framework of the open method of coordination in the field of pensions, have, or are
about to do so, reduced vesting conditions and obstacles to portability of supplementary
pension rights, whenever it was deemed necessary (e.g. Germany, Spain, Portugal, etc).
However, it must once again be stressed that the rules and regulations governing the
occupational pension schemes are wholly in the realm of nationa competence and
therefore not a concern for the EU.

Nevertheless, the EU Treaty, as indicated above, prohibits any kind of discrimination
between EC nationals due to citizenship and provides for the “four freedoms’. Workers
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moving from one EU member state to another may in various ways be prevented from
fully benefiting from these four freedoms. Consequently the EU will be entitled to
intervene in order to ensure that national rules and regulation are applied in such a way
as not to discriminate against such mobile workers. In addition, the Treaty directly
provides for free provision of services, and the EU will be entitled to intervene in order
to ensure that firms in one country are allowed to provide services in another country as
long as the common (minimum) prudential rules are respected.

Since the (national) application of rules and regulation and taxation of pension schemes
may involve various kinds of discrimination against mobile workers or include
obstacles to the free provision of services, all these aspects may be examined in order to
assess Whether their (national) application actually involves any such discrimination.
Whereas the application of vesting or backloading in genera will not involve
discrimination, the provisions for cross-frontier transfer of the capitalised value of
pension rights and the deductibility of premiums to pension schemes in another member
state may frequently result in discriminations. A long-standing issue in EU
jurisprudence has therefore been whether such discrimination can nevertheless be
justified by other provisions or general interpretation of the Treaty.

4.1 Cross-border transfer of the capitalised value of pension rights

In a number of EU member states, cross-border transfer between pension schemes®? is
theoretically possible, although there may be major difficulties in actually implementing
the acquisition of pension rights in a new foreign plan. In Austria, Belgium, Germany,
Ireland, Luxembourg, the Netherlands, Portugal and the United Kingdom, transfer is
possible but may be subject to certain prudential criteria and to rules concerning the
settlement of tax liability. In the Netherlands, however, transfer must be approved by
the insurance supervisors and will require their acceptance concerning the prudential
standards of the receiving pension plan. In Spain where transfer is possible to “qualified
pension schemes’, foreign plans would not be treated as “qualified” and cross-border
transfer consequently is excluded. In Finland, France and Sweden, the cross-border
transfer of pension capital is not alowed and in Denmark, only with a very high
(prohibitive?) tax liability on the transfer.

4.2 Cross-border membership of pension schemes

As shown in the preceding section, cross-border transfers of pension rights even in the
rare cases where it is theoretically possible will frequently run into a number of
obstacles such as, notably, settlement of tax liabilities or restrictions due to lack of
mutual recognition of prudential rules concerning pension schemes. Workers moving
from one EU member state to another may therefore frequently — in order to safeguard
the future pension benefits — opt for continuation in the pension scheme of the country

12 By cross-border transfer of pension rights is here understood the purchasing into a foreign pension
schemes and an associated acquisition of pension rights. A number of pension schemes offer the
possihility of offering alump sum payment to a member upon leaving the pension scheme. The transfer to
another member state is an ordinary capital transaction covered by the freedom of capital movement. The
beneficiary would of course be totally free to purchase, for example, a life insurance or an annuity in
another country. Such a transaction is clearly outside the scope of the present Report and does not lie
within the realm of pension portability issues.
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of origin or, aternatively, purchase pension rights in, and pursue contributions into,
another scheme in the latter country.

Whereas this solution will normally be feasible, most EU member states will, however,
not allow the worker to deduct contributions to a pension scheme in another member
state from the taxable income in the country of residence. In practice, therefore, the
costs of taking up or continuing a pension scheme outside the country of residence have
up to now been so high that this solution is normally only applied in multinational firms
with highly mobile blue- or white-collar staff and only for short periods.

Recently, however, the scope for eliminating taxation-induced obstacles to cross-
frontier portability of pensions has been considerably enhanced through an important
evolution of the Community’s jurisprudence. The following section will therefore
examine in some detail the evolution of the EU jurisprudence in this respect.

5 Community legal issues and jurisprudence

5.1 The Bachmann case

The efforts to do away with tax-induced obstacles to free provision of services within
the single market received a major blow in 1992, due to a decision by the Court of
Justice of the European Communities in the famous case: Bachmann v Belgian tax
authorities.™ In fact, like a number of other member countries, Belgium allows its
taxpayers, within limits, to deduct certain sickness and invalidity contributions, and
certain life insurance contributions from their taxable income. This includes
contributions paid to an individual pension plan as well as contributions, by the
employer and the employee, to a group pension plan.

Deductibility of these contributions was, in 1975, (with some nuances) made subject to
the condition that they be paid to an insurance company established in Belgium (i.e. a
Belgian-incorporated insurance company or a Belgian branch of a foreign insurance
company). In the 1970s, Mr Bachmann, a German national, took up residence in
Belgium. Before moving to Belgium he had taken up an individual life insurance policy
and a sickness and invalidity policy with two German insurance companies. After
having moved to Belgium, Mr Bachmann continued payment of his contributions to the
two German insurance companies and deducted these premiums from his taxable
income in Belgium as he would have been allowed to do had he paid the premiums to
insurance companies located in Belgium. Despite the fact that such deductions were
allowed (on the basis of reciprocity) for French, Dutch or Luxembourg nationals
working in Belgium, the Belgian tax authorities rejected Mr Bachmann’s request.

The case eventually came before the Belgian Supreme Court which in turn asked the
Court of Justice of the EC whether the Belgian tax regulation at issue could be viewed
as being:

arestriction on the free movement of workers (Art. 48 of the Treaty); and/or

13 The following paragraphs draw extensively upon, Marc Dassesse, “The Bachmann Case: A Major
Setback for the Single Market in Financial Services’, Butterworths Journal of International Banking and
Finance Law, June 1992.
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arestriction on the free provision of services by foreign insurers in Belgium (Art. 59
of the Treaty); and/or

a restriction on the free movement of capital and payments in the Community (Arts.
67 and 106 of the Treaty).

The Court of Justice concluded that Articles 48 and 59 of the Treaty'? indeed precluded
the legislation of a member state from subjecting the deductibility of sickness and
invalidity insurance contributions or pension and life insurance contributions to the
condition that the contributions are paid in that state. However, the Court went beyond
the opinion of its Advocate General and concluded that such a condition is permissible
if it is necessary in order to ensure the cohesion of the relevant fiscal system.

The Court thus at that stage took the view that when Belgium allows the deduction of a
life insurance premium from taxable income, it must be able, at some later stage, to levy
the tax due on the sums paid by the insurer pursuant to the insurance policy.

The Court recognised that double-tax treaties between certain member states allowed
the deduction of insurance contributions paid to an insurer in another contracting state
and gave to one contracting state the sole right to tax the sums paid by the insurers
pursuant to their contracts. According to the Court, such aresult can only be reached by
the conclusion of such treaties or by adoption of the necessary coordination or
harmonisation measures.

5.2 The position of the European Commission

The European Commission already at the time of the Bachmann case and in parallel
brought an action for a declaration that “by making the deductibility from taxable
income of supplementary pension or life assurance contributions conditional on those
contributions being paid to an undertaking established in Belgium or to the Belgian
establishment of a foreign insurance undertaking, the Kingdom of Belgium has failed to
fulfil its obligations under Arts. 48 and 59 of the Treaty”.*® The Court, as could be
expected, dismissed this application. As in the Bachmann caseg, it also stated that (with
reference to an earlier judgement in case 205/84, Commission v Germany) the
conditions for tax deductibility were “indispensable to the achievement of the public
interest pursued’ and that consequently the contested provisions were not contrary to
Art. 59 of the Treaty.

In its 1997 Green Paper on Supplementary Pensions in the Single Market,*® the
Commission stressed that, following another ruling by the Court, fiscal cohesion could
not be invoked as a justification in circumstances where a member state had voluntarily
given up that coherence, for example in the provisions of a double taxation treaty with
another member state. However, it aso stressed that when it comes to the taxation of
occupational pensions, existing agreements tended almost exclusively to concentrate on
eliminating the double taxation of pensions when they are paid. In fact, in this respect,
most bilateral treaties follow Art. 18 of the OECD Mode Treaty giving the country in

14 Between the Bachmann and the Danner case the numbering of the Treaty articles has been modified!
15 Judgment of the Court of 28 January 1992, Case C-300/90.

18 European Commission, Green Paper on Supplementary Pensions in the Single Market, COM(97)283,
1997.
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which the taxpayer resides the exclusive right to tax pension income from a private
employment. Thisis in contrast to pensions for public services which, according to Art.
19, are generdly taxed in the country in which they originate.

Furthermore the Green Paper recalls that a few bilateral agreements between member
states, such as the ones between France and the UK and between Denmark and the UK,
provide for a form of mutual recognition of tax-approved pension schemes and alow
the migrating worker to continue to get tax relief on pension contributions to his former
pension scheme in his or her new country of residence.

Referring to an earlier Commission report on the development of tax systems (22/10
1996), the Green Paper stressed the extreme complexity of bilateral double tax treaties,
notably in view of a further enlargement. It therefore argued that it might prove most
useful to explore ways of improving the coordination and scope at Community level of
tax rules relating to pension provision, while recognising that such rules would be
subject to unanimous decisions in the Council.

In the wake of the Green Paper, the Commission has taken a number of initiatives
addressing the specific cross-border issues in occupationa pension schemes. Following
a proposal by the Commission, the Council thus in 1998 adopted a Directive on the
safeguarding of supplementary pensions, allowing in particular posted workers to
remain in their home country supplementary pension scheme. The aim of this Directive
was to protect the rights of members of supplementary pension schemes who move
temporarily from one member state to another, thereby contributing to the removal of
obstacles to the free movement of employed and self-employed persons within the
Community (Art. 1).

The measures provided for include:

0] equality of treatment as regards preservation of vested pension rights for
members of a supplementary pension scheme of whom contributions are no
longer being made as a consequence of moving from one member state to
another;

@i freedom of cross-border payments of supplementary pension schemes;

(i) measures to allow workers posted in another member state to continue to pay
contributions to a supplementary pension scheme in the country of employment
and to exempt his employer from any obligation to make contributions to a
supplementary pension scheme in the country where he/she is posted; and

(v)  an obligation to ensure that employers, trustees or others responsible for the
management of supplementary pension schemes provide adequate information
to scheme members, when they move to another member state, as to their
pension rights and choices available under the scheme.

In accordance with this Directive, member states shall introduce laws, regulations and
administrative provisons necessary to comply with this Directive not later than 36
months following the date of its entry into force. Furthermore, member states should not
later than 25 January 2002 communicate to the Commission the text of the provisions of
national laws that they adopt in the field covered by the Directive.
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The Commission’'s assessment of the tax issues was expressed in detail in a
communication in April 2001.1" In this Communication, the Commission again argued
that national rules denying equal treatment to pension schemes operated by pension
ingtitutions established in other member states are in breach of the Treaty. The
Commission would in this respect monitor member states nationa rules and take the
necessary steps to bring effective compliance with the fundamental freedoms of the EC
Treaty, including bringing the matter before the European Court of Justice.

The Commission furthermore pointed out that an appropriate framework for exchange
of information concerning the income and status of residents existed in the form of the
1977 Mutual Assistance Directive. In the Commission’s view, a member state could not
refuse to provide information to another member state simply on the ground that this
information was not needed for domestic tax purposes. Consequently, an adequate
system of information exchange could be put in place in the area of taxation of
pensions.

The Commission also expressed support for the proposal for Pan-European Pension
Institutions put forward by the European Federation for Retirement Provision (see
below) and, finally, invited member states to explore the possibility of adopting the EET
principle®® as the broad basis for taxation of pension schemesin the EU.

The conclusions of this Communication state that:

The Commission considers that discriminatory tax treatment of pension and
life assurance policies concluded with pension institutions established in
other member states is contrary to the fundamental freedoms of the EC
Treaty. The Commission shall monitor the relevant nationa rules and take
the necessary steps to ensure effective compliance with the fundamental
freedoms of the EC Treaty, including bringing the matter before the Court of
Justice on the basis of Article 226 of the EC Treaty.

The Commission invites the Council, the European Parliament and the
Economic and Social Committee to:

examine the proposals made in this Communication on the exchange of
information with a view to safeguarding the proper application of
member states’ tax rules;

examine the proposal for pan-European pension institutions as reflected
in this Communication;

consider broader application of the EET principle within the European
Union;

and examine the measures necessary to eliminate unjustified obstacles to
the free movement of workers resulting from the diversity of member

7 Communication from the Commission to the Council, the European Parliament and the Economic and
Social Committee, The elimination of tax obstacles to the cross-border provision of occupational
pensions, COM(2001) 214 final.

18 Exemption of taxation of pension contributions, Exemption of taxation of investment income at the
level of the pension institutions and Taxation of pension benefits.
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states' occupational pension taxation systems, in particular from double
taxation.

The Council welcomed this Communication on 16 October 2001, and stressed the
importance it attached to improving the exchange of information on occupational
pensions as a means of safeguarding member states' tax revenue in a single market with
increased cross-border labour mobility. It also endorsed the Commission’s proposals to
hold consultations in the Committee provided for by the 1977 Directive. Finally it asked
the permanent representatives to ensure better coordination of the different co-existing
systems for the taxation of occupational pensions by developing arrangements for the
elimination of double taxation and double non-taxation in the area of occupational
pensions and report to it before the end of 2002.

The Council, on the other hand, remained silent concerning the proposal to explore the
scope for pan-European pension institutions, suggesting only weak or no support among
member states for this particular idea

The European Parliament and the Economic and Social Committee have both expressed
support for the recommendations put forward in the Commission’s communication.

5.3 The Danner case

Mr Rolf Dieter Danner, a doctor of German and Finnish nationality, lived and worked
in Germany until 1977 when he moved to Finland. After moving to Finland, Mr Danner
continued to pay pension contributions to two German schemes within the framework
of, respectively, a compulsory genera pension insurance scheme for al employees and
a supplementary pension insurance scheme (also compulsory) for al doctors working in
the geographical area where it applied (Berlin). According to Mr Danner, whilst he was
not legally required to continue these contributions, he had in fact to do so to benefit
from pension in case of invalidity.

For 1996 (the tax year at issue), Mr Danner claimed deductions from his taxable income
of these contributions plus the contributions to an additional Finnish pension insurance
policy contracted that same year. However, the Finnish tax authorities allowed him to
deduct only to the extent of 10% of his taxable income, or somewhat more than his
contribution to the Finnish scheme but less than haf the amount of his pension
contributions. Mr Danner’s request for a rectification was rejected by a decision of 17
February 1998, following which Mr Danner appeaded to the relevant administrative
court. On 22 March 2000, this court referred the case to the Court of Justice for a
preliminary ruling. As presented in the opinion of the Advocate Genera Jacobs
delivered on 21 March 2002,*° this appeal concerned (essentially) the application of:

Article 49 (freedom to provide services)

Article 56 (free movement of capital)

Article 12 (prohibition of discrimination on grounds of nationality); and
Article 87(state aid).

19 Opinion of Advocate General Jacobs, delivered on 21 March 2002 in Case C-136/00, Rolf Dieter
Danner.
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The Commission in its submission also suggested that the Court should examine the
application of:

Article 39 (freedom of movement of workers); and
Article 43 (freedom of establishment).

The Advocate General assumed that the referring court deliberately chose not to refer to
these latter provisions but nevertheless proposed to deal only with the provisions
expressly mentioned in the order for reference.

Concerning the need to preserve the coherence of the Finnish tax system, the Advocate
General expressed agreement with Mr Danner, the Commission (and the EFTA
Surveillance Authority, which had submitted observations as well) that in view of the
design of the Finnish income tax system the Finnish Government could not invoke the
need to preserve fiscal coherence. In particular, he underlined that there were no true
direct links between the deductibility of contributions and the taxation of the pension
benefits and that, in particular, Mr Danner would (in accordance with a double tax treaty
between Germany and Finland!) be liable to Finnish income tax on the pensions to be
received from the two German pension schemes.

Furthermore, the Advocate General expressed agreement with Mr Danner, the
Commission and the EFTA Surveillance Authority that the rules in issue infringe the
principle of proportionality.2° In his view it is possible to attain the legitimate objectives
of ensuring the effectiveness of fiscal controls and preventing tax evasion by means
considerably less restrictive than a general refusal of deductibility for al contributions
to foreign insurance ingtitutions. Indeed, the very fact of alowing deductibility of the
contributions to the German pension scheme would be a most valuable source of
information concerning the expected benefits to accrue after Mr Danner’ s retirement.

In sharp contrast to the judgement in the Bachmann case, the Advocate General
therefore concluded that:

Tax law provisons of a member states which restrict or preclude
deductibility for income tax purposes of voluntary pension contributions
paid to pension providers in other member states, whilst allowing the
deductibility of contributions to equivalent voluntary pension schemes
operated by pension providers in the first member states, are contrary to
Article 49 EC.

The Judgement of the Court largely followed the recommendations expressed in the
Opinion of the Advocate General.

The Court, first of al, agreed (like in the Bachman case!) that the Treaty provisions
relating to freedom to provide services clearly were applicable to the Danner case, in so
far as for purposes of application of the Treaty, the premiums paid to the German
pension schemes congtituted (advance) payments for the pension services provided by
those schemes.

20 The general principleis that the measuresin force to deal with a certain issue must be in just proportion
to theissuein question (“don’t shoot sparrows with a cannon”).
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Furthermore, the Court stated that although direct taxation as such falls within the
competence of the member states, they must nevertheless exercise that competence in
accordance with Community law. In particular, Article 59 of the Treaty precludes the
application of any national legislation that has the effect of making the provision of
services between member states more difficult than the provision of services within one
member state. In the case in point, the denial by the Finnish authorities of the right to
deduct premiums to voluntary pension insurance schemes in another member state
would be liable to dissuade such pension institutions from offering their services in the
Finnish market.

Adopting the same line as that taken by the Belgian authorities in the Bachman case, the
Finnish and Danish governments had submitted that the legidation in question could be
justified by the need to ensure the cohesion of the Finnish tax system. According to
those governments, that system is based on the existence of a direct link between the
deductibility of contributions to voluntary pension insurance schemes and the liability to
income tax of the pension payable by insurers. The loss of revenue resulting from the
deduction of insurance contributions is in principle offset by the taxation of pensions at
a later stage. Referring to the Communication from the Commission to the Council, the
European Parliament and the Economic and Social Committee on the elimination of tax
obstacles to the cross-border provision of occupational pensions (OJ 2001 C 165, p. 4),
the two governments maintained that the Finnish taxation system encourages savings
and the development of pension plans by providing a tax deferral on the contributions
paid, thus making it possible to cope with the ageing of the population by reducing
current tax revenues in exchange for higher revenues later.

The Finnish government added that it taxed not only the pensions paid by Finnish and
foreign ingtitutions to residents, but also those paid by Finnish institutions to non-
residents (taxation at source). Therefore, if contributions were paid to a Finnish
insurance company, the pension would be taxed in Finland even if the taxpayer has
moved abroad. That was not the case if the taxpayer who leaves the country has paid
contributions to a foreign insurance company. The need to preserve the cohesion of the
Finnish fiscal system thus, according to the Finnish submission, precluded the deduction
of the latter contributions.

The Court did not accept this argument. First of all, it stressed that in the Bachman case,
since Mr Bachmann's contributions had not been deducted, the pension benefits
received ultimately from the German pension scheme would not be subject to Belgian
income tax. In the present case, in contrast, Mr Danner’s pension benefits from the
German schemes would be subject to Finnish income tax, even if he would be denied
tax-deductibility of the contributions to these schemes. In addition, a double-taxation
convention in fact has been signed between Finland and Germany and according to the
Court, it is then up to the tax authorities to ensure “fiscal cohesion”.

Building further on this argument, the Court stressed that the 1977 Directive on
exchange of information between fiscal authorities could be relied upon to ensure that
the correct amount of income taxes would be paid by taxpayers according to the
legidation in force in the country of residence. Furthermore, by having applied for
deduction, in the taxable income, of contributions to a foreign pension scheme, the
taxpayer has provided the tax authorities with a “valuable source of information about
the pensions that will be paid to taxpayers at a later stage”.
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The Court thus concluded that Article 59 of the Treaty is to be interpreted as precluding
a member state's tax legidation from restricting or disallowing the deductibility for
income tax purposes of contributions to voluntary pension schemes paid to pension
providers in other member states while alowing such contributions to be deducted
when they are paid to ingtitutions in the first-mentioned member state, if that legislation
does not at the same time preclude taxation of the pensions paid by the above-
mentioned pension providers.

The Court in fact stressed that by denying deductibility of premiums to the German
scheme, the Belgian tax authorities had also abstained from taxing his benefits, while
the Finnish tax system would actually result in double taxation. The Court has thus not
totally discarded the “cohesion argument” advanced by the Finnish (and Danish)
government. It cannot be excluded that national tax authorities might try to imitate the
Belgian rules by exempting pension benefits from a foreign scheme from taxation in
cases where they have denied tax deductibility of the contributions to that scheme. Such
measures would however introduce new elements of complication in the tax schemes
and in fact would constitute a new source of discrimination between different categories
of taxpayers and a setback for the completion of the single market for pension
provision.

The judgement nevertheless constitutes an important additional element in case law
(jurisprudence) concerning the interpretation of the Treaty provisions on the free
provision of services within the EU’s internal market. It can be seen as paving the way
towards the setting up of a more efficient system of exchange of information and
coordination between tax authorities in the different EU member states. It thus helps to
remove one important obstacle to the free provision of pension services within the
single market. It must be hoped that member states would rather follow this route and
collaborate by enhancing the systems of exchange of information and coordination of
tax systems offered within the framework of the 1977 Directive. It is in this respect
encouraging that the EcoFin Council on 27 January agreed on an EU-wide savings
income tax regime based on a system of automatic exchange of information.

In February 2003, the European Commission initiated action against Denmark,
requesting this member state to amend the legislation according to which contributions
paid to non-national funds are not tax-deductible in the same way as contributions paid
to domestic funds. The European Commission also started the first phase of the
infringement procedure against Belgium, Spain, France, Italy and Portugal with a view
to eliminating any tax obstacles to the cross-border provision of occupational pension
schemes that are contrary to European Community law.

6 Other initiatives in favour of integration of the pension market

6.1 A pan-European pension fund?

As indicated above, the Commission, in its April 2001 Communication on the
elimination of tax obstacles to the cross-border provision of occupational pensions,
endorsed the proposal put forward in July 2000 by the European Federation for
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Retirement Provision (EFRP) concerning the creation of a Pan-European Pension
Scheme.?!

The report prepared by the EFRP argued as follows:

Pension funds are needed both to ensure an appropriate level of benefits to future
pensioners and to contribute to the development of European capital markets.

European employers want increasingly to look at Europe as a single operating
territory and operate on a pan-European basis within the single market.

Sponsoring employers need increasingly to provide consistent benefits across
Europe in line with their reward objectives and business strategy.

Sponsoring employers are increasingly seeking opportunities for cost reductions by
combining their pension liabilities within a single instrument and managing the risk
in the pension area most efficiently.

Consequently, the EFRP proposed that an IORP established and regulated in one
member state be allowed to establish separate sections that are tax-approved in other
member states and that comply with the local social and labour laws.

As the most important obstacles to be overcome, the EFRP cited the following:
Solvency requirements and other regulatory issues;
Settlement of tax ligbilities;
Compliance with employment and social law; and
Governance.

As far as regulation and solvency rules are concerned, there is, as stated in the report, a
need for “regulators to understand each other’s approach and above all to avoid the
imposition of conditions that would hinder the operation of a single market”.

With respect to the taxation, the EFRP argues that the main difficulty is how to
determine what proportion of the assets of an IORP belong to which section and
therefore are subject to the taxation policy of the appropriate member state. It proposes
that the assets are divided between each section (country) in accordance with the
corresponding liabilities at the last actuarial evaluation and taxed accordingly.

On employment and social law, the EFRP proposes that the employment and socia law
applicable in each member state would apply to each section. Concerning plan
governance, the EFRP finally proposes to apply the national rules of governance with
the exception that the selection of employee representation be determined at the
European level.

Finally, the EFRP suggested exploring the proposed approach further by undertaking a
multilateral voluntary pilot scheme, including essentially the UK, the Netherlands and
Ireland.

2L 4 European Institution for Occupational Retirement Provision (EIORP), European Federation for
Retirement Provision, July 2000.
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6.2 The Pensions Forum and consultation of the social partners

As aready shown above, the pension portability issue concerns both the free provision
of services, the free movement of workers and necessarily aso the free movement of
capital. In this respect, the incompatibility of tax systems appears to clearly constitute
the principal obstacle to both the free provision of services and the free movement of
workers. Consequently the issue of pension portability is of importance for severd
Commission services: tax issues are of direct interest for the Taxation and Customs
Union DG, the free provision of services is the responsibility of the Internal Market DG
while the free movement of persons is one of the fields of responshbility of the
Employment and Social Affairs DG.

With a view to further exploring the issue of free movement of persons in relation to
supplementary pensions, the Employment and Social Affairs DG created in 2000 a
consultative committee, called the “Pensions Forum”, composed of representatives of
member states governments, the European social partners and representatives of pension
funds and the associations of elderly people at European level. %

The Pensions Forum first met in 2000 and was officidly established by the
Commission’s Decision of 9 July 2001.2 Its role is to assist the Commission in finding
solutions to the problems and obstacles associated with cross-border mobility of
workersin the area of supplementary pensions.?*

In order to identify the most serious obstacles to mobility arising from supplementary
pension schemes and to explore solutions already applied within member states that
could be promoted at European level, the Pensions Forum set up three working groups
in December 2000, concerning, respectively, the acquisition and preservation of
supplementary pension rights, the transferability of supplementary pension rights and
cross-border membership in supplementary pension schemes. Their reports were
presented to the Pensions Forum plenary meeting of 23 February 2001.

Many of the obstacles identified by the three working groups affect workers moving
between jobs within a given member state as well as workers moving from one member
state to another. Consequently the three working groups have underlined that an action
removing these obstacles should not be limited to cross-border mobility.

On the acquisition and preservation of supplementary pension rights, the first working
group noted that many employers traditionally regarded supplementary pensions as a
device for rewarding staff loyalty. This view has to be considered as out-dated,
however. Supplementary pensions should be regarded as deferred income and as an
essential component of social protection.

Long vesting and waiting periods and high minimum ages for scheme membership
imply reduced supplementary pension rights for mobile staff. Such practices are no
longer compatible with the increased mobility needs in today's labour markets and their

22 Commission Decision of 9 July 2001, OJEC L 196, p. 26.

23 Commission Decision of 9 July 2001 on the setting-up of a Committee in the area of supplementary
pensions (OJ L 196 of 20 July 2001, p. 26).

24 The following presentation of the work of the Pensions Forum is an extract of the Communication of
the consultation of the social partners (see below).
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socia implications are, according to the working group's report, no longer acceptable.
Moreover, high minimum ages and long vesting and waiting periods are discriminatory
against women because they are more likely to take career breaks for family reasons.

The group therefore pronounced itself in favour of action to reduce waiting periods,
vesting periods and minimum ages. It suggested that vesting should occur no later than
one year after starting employment.

The group was aware of the fact that employers are likely to be concerned with the cost
implications of shortened waiting and vesting periods. It therefore proposed to reduce
them gradually over a transition period that could be identical to the current length of
the vesting period. This would meet the concern that a sudden change in portability
rules could cause unforeseen costs to employers and discourage them from offering
supplementary pension schemes to their employees.

On the transferability of supplementary pension rights, the starting point of the second
working group was an acknowledgement that before there can be a transfer there must
be acquired rights. Once there are acquired rights, these can be handled in two ways:
one possibility is the preservation of acquired rights, the other one is the transfer of a
capital vaue.

Transferability should be an option for the employee, not an obligation. Nevertheless,
there could be a need for setting up the legal framework that offers employees the right
to opt for a transfer of acquired rights from one scheme to another — on a national as
well as on an EU-wide level. The group concluded that it might also be necessary to
define standards and principles for the calculation of transfer values and called for the
creation of a group of experts to solve the technical problems regarding international
transfers.

The Pensions Forum therefore convened a new working group in March 2002, in order
to identify common solutions to the technical obstacles affecting the transferability of
supplementary pensions in the European Union. The group has aready presented a first
set of proposals, but it also stressed that transferability presupposes the existence of a
vested pension right. In this regard progress towards greater transferability also depends
on improvement in the acquisition and preservation of supplementary pension rights and
thus on a successful outcome of this consultation.

The third working group focused on cross-border membership as a way of facilitating
workers mobility and allowing them to change the country of employment without
having to face the costs associated with an interruption in their pension scheme
membership (e.g. costs arising from not having met vesting requirements, insufficient
preservation and losses occurring in the case of transfers).

The group has stated that the main obstacle to cross-border membership is taxation.
However, compulsory membership in an occupational pension scheme of the host
country could also be a problem, since in that case cross-border membership would lead
to double coverage.

The discussions in the Pension Forum, which followed the presentation of the reports by
the three working groups, largely contributed to the focus of the first stage of
consultation with the European socia partners on the portability of supplementary
pension rights, launched by the European Commission (Employment and Social Affairs
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DG) in June 2002.2° The Commission invited the social partners to give their opinion on
the need for action in this field, and on the possible direction of a Community action on
the portability of supplementary pension rights. In particular, it invited the socia
partners to answer the following questions:

1. Do you consider it advisable to take an initiative in this area? Do you share the
Commission's view that the absence of a specific body of provisions concerning the
acquisition, the preservation and the transferability of supplementary pension rights
at European level has adverse impacts on workers and/or employers in the Internal
Market?

2. If so, what form do you think action at European level should take (collective
agreement, directive, recommendation, code of practice, guidelines, etc.)?

3. What should the main features of such a measure be?
Should action be taken at cross-sectoral and/or sectora level?

5. Should such a measure apply equally to all supplementary pension schemes or
should distinctions be made between supplementary pension schemes financed only
by an individual employer and those financed jointly by employers and employees,
between voluntary and mandatory schemes; between pension entitlements based on
individual employment contracts and those based on collective agreements?

6.3 A Community prudential framework

In October 2000, in accordance with its May 1999 Financial Actions Plan as endorsed
by the Cologne European Council in June of the same year, the Commission submitted
a proposal for a directive with the aim of establishing a Community framework for
prudential surveillance of occupational pension institutions.?® An essential part of the
Explanatory Memorandum provides a general overview of the situation with regard to
the implications of the absence of a Community framework and the negative
consequences of this gap:

The European Union now has detailed prudential rules for credit institutions, insurance
companies and undertakings for collective investment in transferable securities
(UCITS). These rules provide security for consumers and investors. A proposal for a
Directive relating to the freedom of management and investment of funds held by
institutions for retirement provision’’ had to be withdrawn by the Commission in 1994
since no satisfactory agreement could be found in the Council. To date, the activities of
IORPs have not been subject to any specific Community rules. This gap has several
negative consequences.

Investment. There is no agreement within the Community on how IORPs can use
the single market and the euro to optimise their investments in financial markets.

25 Communication from the Commission, First stage consultation of social partners on the portability of
supplementary pension rights. See also |P/02/846: Pensions. Commission decides to attack obstacles to
job mobility in pension schemes.

26 proposal for a Directive of the European Parliament and the Council on the activities of institutions for
occupational retirement provision, COM(2000) 507 Final (11.10.2000).

27 COM(93) 237.
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The rules to which they must adhere vary greatly from one member state to
another. The possibility cannot be ruled out that some of these rules go beyond
what is necessary to ensure the IORPs’ prudential soundness. If so, this could
hinder the application of the principle of the free movement of capital and
damage the IORPs’ returns. Between 1984 and 1998, average annual real
return on investments by IORPs was around 6% in the member states with strict
quantitative investment rules and more than 10% in member states with rules
that give managers more freedom. Lower returns mean lower pay-outs or higher
contributions. The indirect cost of labour rises, as does the cost of financing
retirement systems. Investment policy in the field of supplementary pensions
depends on the pension product and the contractual obligation of the pension
provider. By limiting opportunities for diversification of assets, rules that are
too restrictive might also complicate risk management and reduce the security of
investment portfolios. Excessive restrictions on shares, which are usually less
volatile than government bonds in the long term given their link to economic and
productivity growth, can have a negative impact in this regard. It is therefore
vital that an agreement be reached on investment rules that are suited to the
more extensive and more liquid capital market that is the result of economic and
monetary union.

Allocation of savings. IORPs have a key role to play in the integration,
efficiency and liquidity of these markets. As very long-term investors, they are
ideally placed to assist the financing of private initiatives. While the security and
profitability of investment portfolios is a priority objective, a Community
framework can also ensure that the IORPs participate in the efficient allocation
of savings in the Union.

Managing and custody of assets. IORPs may find themselves obliged to use only
the services of custodians or asset managers established in the same member
state as themselves. However, if IORPs are to be given the means of improving
their investment policy, they must be able to choose their managers freely.
Investment in a given sector or region may require the services or advice of a
specialised manager, who may not necessarily be based in the same member
state as the IORP. Furthermore, if competition between managers and between
custodians were increased, this might help to cut management costs and make
management more efficient. There ought to be specific community rules giving
IORPs the right to use the services of managers duly authorised under the
investment services Directive, the Directive on credit institutions and the third
life-assurance Directive.’® This right should be extended to management
companies in accordance with a proposal for a Directive on UCITS®® currently
being discussed by Council and Parliament.

Cross-border activities. In the absence of proper coordination at Community
level, IORPs are the only major financial institutions unable to provide their
services in a member state other than their own on the same conditions as
banks, insurance companies and investment firms. It has been calculated that,

28 Directives 93/22/EC, 2000/12/EC and 92/96/EEC.
29 COM(1998) 451.
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for a pan-European company, the cost of setting up separate occupational
systems in each member state is about EUR 40 million per year. Allowing
IORPs to manage schemes for companies established in another member state
would result in economies of scale of several types: more efficient investment
policies as a result of asset pooling, simplification of administration and
compliance with the prudential and reporting rules of a single supervisory
authority. Furthermore, labour mobility would become easier: workers could
more easily take up a job in another member state if they could remain members
of the same IORP, as is foreseen, for posted workers under the terms of Title 1]
of Regulation (EEC) No 1408/71, in Directive 98/49/EC on safeguarding the
supplementary pension rights of employed and self-employed persons moving
within the Community; multinationals would come up against fewer obstacles to
moving their employees from one member state to another.

Growth of the IORPs. Promoting occupational retirement savings can help to
balance the financing of pension systems and put state schemes on a sounder
financial footing. This decision is for the member states to take and requires in
particular that appropriate tax incentives be set in place. The existence of a
legal framework containing European prudential standards and allowing cross-
border management of occupational schemes would however be more conducive
to the growth of IORPs than are the partitioning of markets and the regulatory
patchwork that prevail today.

Whereas the proposal, as stated, took account of the absence of agreement between
member states concerning the liberalisation of pension fund asset management, the draft
Directive goes as far as it can in proposing further steps towards an integration of the
pension market while avoiding any interference in the organisation of pension systems
in the member state. It follows the general principles of Community financial services
legislation by proposing prudential rules differentiated according to type of pension
scheme. However, the Directive covers all IORPs that are operating on a funded basis
and are outside the social security system. In fact, any ingtitution that receives
contributions and invests them with the sole purpose of paying out retirement benefitsis
considered to be an IORP. It is underlined that the assets held by IORPs cannot be used
for any purpose other than the payment of capital or an annuity at retirement. In other
words, the rights acquired cannot be “surrendered” before the age of retirement.

The Directive will apply only to employment-related ingtitutions for pension provision
operating on a funded basis. The proposal, consequently, does not concern
supplementary statutory social security schemes (first-pillar schemes) or third-pillar
private, individual retirement schemes. Moreover, also certain second-pillar schemes
assmilated with life insurance schemes and schemes in which there is no lega
obligation to provide retirement benefits, such as the German Unterstiitzungskassen, are
equally out of the field of application of the directive. Also the German system of book
reserves are excluded from the field of application, since the firms sponsoring those
schemes are not subject to any specific rules of asset management and since their
obligations normally are covered by a guarantee or an insolvency insurance.

The few |ORPs that operate on a pay-as-you-go basis or pension schemes operating on
the basis of book reserves are also not covered by the directive. In fact, in the first
category there is no accumulation of assets covering (fully) the pension liabilities and in
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the second case there is no direct link between assets and liabilities of the scheme.
Therefore, guaranteeing freedom of investment and management is in this case not
applicable. Moreover, in the latter case, a guarantee or insolvency insurance fund
generally replaces any prudential rules.

The draft Directive contains mainly provisions concerning items that are (or in recent
years have been introduced as) “normal” features of pension fund operations in EU
member states:

Legal separation between the sponsoring undertaking and the IORP;

Basic rules of operation, such as technical provisions and the obligation to provide
information to members;

The drawing-up of annual accounts;
Disclosure of investment policy principles;

Information to be provided and powers of intervention of the competent supervisory
authority;

The setting up of regulatory own funds and rules of investment;
Free appointment of asset managers and custodians; and
Notification of cross-border activities.

After close to two years of gestation, the Council, in November 2002, arrived at a
common position. The text agreed by the Council maintained the core principles of the

Commission’s proposal. It established the principle of mutual recognition of
supervisory authorities of the home member state (where the pension fund is located)

and the host member state (where the sponsoring enterprise and the members are
located), facilitated cross-border management and established more liberal investment

rules. The major benefit of this directive will be to clarify the prudentia rules imposed

on pension funds in the various member states and hopefully to expand somewhat the

scope for cross-border management and custody and cross-border activities. As
indicated above, it is estimated that a large multinational company can save up to €40

million by pooling all its pension schemes in one fund instead of running different funds
in each member state.

In genera, the Directive can be considered to go as far as possible in the current
context. Whereas the adoption of this Directive would entail a considerable clarification
of market conditions and integration of the pension market, its provisions would provide
only one of the conditions for a genera rise in the portability of pension rights within
and, notably, between schemes within member states and across frontiers. There is,
consequently, still a need for examining and finding ways of increasing pension
portability through the introduction of supplementary measures and schemes for
removing as many of these remaining obstacles as possible to the free provision of
services within the Union.

6.4 Means of improving cross-border portability

As seen from the preceding discussion, there are potentially a number of ways to
improve cross-border portability of pension rights within the EU’ s internal market:
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Improvement of the scope for transferring the capitalised value of pension rights
from one scheme to another;

Coordination and increasing transparency in actuaria calculation of the pension
liability (claim);

Mutual recognition of prudential surveillance of pension funds;

Elimination of national restrictions on the cross-border membership of pension
schemes;

Elimination of restrictions on deductibility of premiums to pension schemes in other
EU member states; and a

Genera shift to the EET principle of taxation of pension provision.
7 Conclusions and recommendations of the Task Force

7.1 General assessment

The CEPS Task Force considers the segmentation and inconsistency of the market for
pension provision as one of the hurdles in the endeavours to complete the Single
Market.

The Task Force members consider that the segmentation of the market for pension
provision, including in particular restrictions on pension fund asset management and
restrictions on the provision of pension services throughout the Union, entails
considerable costs for all members of occupational pension schemes. In the end such
costs are carried by the pensioners through a lower level of pension benefits or by the
employers through higher labour and administrative costs with negative effects on both
employment and business competitiveness. The elimination of remaining obstacles to a
fully integrated market for pension provision is, therefore, also a social policy objective.
The importance of this target will increase during the coming years and decades as
occupational pension schemes are likely to carry a rising burden of overal pension
provision in the Community.

We recognise that this is a difficult area where the sharing of competences between the
Union and the member states is both complex and in several ways contradictory. We
recall that the Commission’s draft Directive on the liberalisation of pension fund asset
management was withdrawn from the table of the Council due to substantial resistance
by some member states to the Directive’'s provisions alowing asset managers to
diversify their investments according to criteria of economic and financial efficiency.
We stress, however, that this aspect of the freedom of capital movements remains an
essential target.

We welcome the submission by the Commission of the draft directive concerning the
prudential framework for IORPs and the recent formulation of a common position on
this proposal by the Council. The adoption of this Directive will certainly contribute to
remedying the present, divergent, national approaches to prudential surveillance of
pension funds, one of the necessary conditions for providing increased portability of
pension rights. Furthermore, portability should be enhanced by the Directive’'s
provisons for mutual recognition of prudentia surveillance and cross-border
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membership. This Directive will thus help to remove a significant obstacle to the free
provision of pensions throughout the EU.

We underline the particular benefits for the future member countries that will accrue
from the adoption of a Community framework for the surveillance of pension funds.

We consider that the failure of most occupational pension schemes to offer adequate
portability of pension rights is a serious obstacle to the free movement of persons within
the Single Market. This is the case whether it is due to long waiting periods or
backloading of pension benefits or, notably, due to tax-induced restrictions on (or
prohibitive costs of) cross-border membership of pension schemes.

More specifically we consider that the segmentation of the pension market is a
significant source of administrative and financial costs of all firms, but in particular of
the increasing number of firms operating in the context of the Single Market and with
an integrated European strategy for management of administration, production, sales
and human resources. With an increasing number of posted and expatriate employees,
these firms are frequently confronted with inextricable problems of provision of
adequate pensions for these staff categories. The result is increased costs and loss of
competitiveness.

We see severa benefits accruing from increasing the portability of pensions and
minimising portability losses in general:

Increased portability will facilitate labour mobility both within and between member
states. Whether a higher portability of pensions will actually result in an increase in
labour mobility is uncertain. However, the free movement of workers within the
single market is a fundamental right and we invite the Commission to continue to
press for the elimination of all measures of discrimination between sedentary and
mobile workers within the various pension regimes.

Increased portability and, ultimately, the possibility of creating a unique pension
fund for all staff members will lead to a reduction of administrative costs of the
increasing number of firms undertaking cross-frontier production and distribution in
an integrated approach.

Revenues from occupational pension schemes are likely to improve as a result of
increased competition and product development among scheme providers. With a
better performance of second-pillar schemes, the pressure on first-pillar schemes
will be dleviated. Thisis particularly welcome in view of the increasing pressure on
first-pillar schemes over the coming years as a result of the ageing of the European
population.

Minimising portability losses without necessarily interfering with the basic nature of
pensions schemes (which for many firms remain an essentia feature of the
management of human resources) will also contribute to a reduction of costs and an
increase in the scope for enhancing flexibility in the labour market.

7.2 Recommendations and suggestions

In the course of its four meetings, the Task Force has discussed a number of issues in
the field of pension portability, including general portability issues, the role of taxation,
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methods of calculation of the actuarial value of pension claims and the relationship
between pension portability and labour mobility.

As seen from the preceding discussion, there are potentially a number of ways to
improve cross-border portability of pension rights within the EU’ s internal market:

Improvement of the scope for transferring the capitalised value of pension rights,

Coordination and increasing transparency in actuaria calculation of the pension
liability (claim);

Mutual recognition of prudential surveillance of pension funds;

Elimination of national restrictions on the cross-border membership of pension
schemes;

Elimination of restrictions on deductibility of premiums to pension schemes in other
EU member states; and a

General shift to the EET principle of taxation of pension provision.

The recommendations and suggestions presented below focus mainly on these cross-
border issues, that is, on the portability of pensions for workers moving between EU
member states. In fact, as emphasised in a number of reports, portability of occupational
pensions is in general low even within member states. We expect the share of
occupational pension schemes in the total pension market to continue to rise in the
coming decades. This will increase the importance of ensuring a certain degree of
compatibility of pensions schemes in the member states (old and new!). We recommend
that member states, preferably within a procedure of “open consultation” (see below),
seek to agree on guidelines for “best practice” with respect to:

vesting of pension rights,
degree of backloading;
procedures for adjusting vested pension claims for general inflation; and

clarification of the approach to adjusting open-ended pension schemes for changes
in life expectancy (as aready introduced at least in one member state) and increased
transparency of the actuarial standards for calculating the liability of pension
schemes vis-a-vis their members.

The following sections focus on the cross-border issues we take as being of specia
importance for the approach to pension portability at the European level.

Regulatory issues

The common position agreed by the Council on 5 November on the draft Directive on
the activities of institutions for occupational retirement provision is, as indicated above,
a most welcome confirmation that member states are prepared to take steps in the
direction of creating a fully integrated market for retirement provision. The Task Force
invites the European Parliament to adopt without delay the draft directive in order to
ensure a quick implementation of its provisions. However, once this Directive has been
adopted and the necessary steps taken with respect to its implementation, further
measures will be needed before it is even possible to envisage full integration of this
market.
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First of al, the framework for prudential regulation outlined in the Directive is, as
should be expected, exclusively based on the principle of home country rule coupled
with bilateral cooperation between member states to sort out cross-border issues. This
may be appropriate during the first period of “running in” of the framework but will be
insufficient in the longer run. In the long term the EU should, in our view envisage the
creation of a formalised ingtitutionalised framework for cooperation between national
supervisory authorities.*® In the intermediate phase, consideration should be given to the
creation of a framework for cooperation between the supervisory authorities. This might
be obtained by creating a “Conference of Pension Fund Supervisors’ along the lines of
the framework for cooperation existing in the field of insurance. An alternative will be
to create a special working group under the Conference of Supervisors of Life
Insurance. The agenda of this Conference/Working Group should include the following
items:

Vesting of pensions schemes;
Methods of adjustment of vested pension claims;

Methods of assessment of bio-metric risks, including the assessment of life
expectancy during the coming decades,

Exchange of information on procedures for providing information to members,
Exchange of information on methods of surveillance of pension fund investment;
Guidelines for funding of technical provisions and own funds;

Actuarial standards for calculating the capitalised value of pension claims;

Rules for transferring vested pension rights from one pension scheme to another
(within and between member states);

Rules for prudential surveillance of a European Institution for Occupational
Retirement Provision; and

Agreement of the definition of “best practice’” towards which member states (old
and new) should aim to converge.

The Task Force in this context notes the implications of the paralel discussions
concerning the conditions for speeding up the legidlative process of integrating banking,
insurance and financial conglomerates (the Lamfalussy process). It noted in particular
the EFC report’s statement that the “modalities of the level 3 committees should closely
follow those of the existing Committee of European Securities Regulators, subject to
sectoral specificities’” and recommending that the Conference of Insurance Supervisors
be reformed into a new level 3 committee for insurance and pensions.

Cross-border tax issues

The Task Force fully supports the view of the Commission concerning the need to
eliminate all tax-induced obstacles to cross-border provision of pension services. The

30 For a general presentation of the current issues in the supervision of financial services within the EU,
we refer to Karel Lannoo, Supervising the European Financial System, CEPS Policy Brief No. 21, May
2002.
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Task Force therefore welcomes the Council’s support for the establishment of a single
market for occupational pension schemes by eliminating discriminatory tax-induced
obstacles to cross-border pension portability inter alia by an intensified recourse to the
exchange of information provided for in the 1977 mutual assistance Directive.
Furthermore, the judgement in the Danner case by the Court of Justice will potentially
contribute to paving the way towards the elimination of remaining tax-induced obstacles
to cross-frontier pension portability. In our view the Commission is now in a position to
step up pressure on member states to formulate a viable solution to the remaining issues
in this field. It should be emphasised in this respect that the problems encountered to a
large extent originate in the inconsistencies of the principles of income taxation in the
member states. It would be advisable for member states, following the Danner ruling, to
collaborate closely with the Commission in order to eliminate such inconsistencies and
avoid future additional complications of the cross-border arrangements. The Task Force
invites the Commission to carefully supervise tax measures taken by member states to
ensure that such measures do not run against this principle.

The Task Force, in particular, recommends the general adoption of the EET principle as
the basis for the taxation of pension schemes within the EU.

A pan-European pension fund

The Task Force considers that the creation of a European Institution for Occupational
Retirement Provision (EIORP), as proposed by the European Federation for Retirement
Provision and endorsed by the Commission, would constitute an important step towards
the integration of the internal market in the field of pension provision.

We regret that this idea, so far, does not seem to have retained the attention of the
Council but invite the member states, possibly within the framework of open
coordination, to take steps to explore further the scope for undertaking a pilot scheme as
initially suggested by the EFRP.

The consultation of the social partners

The procedure for consultation of the social partners initiated in June 2002 involves
only a pre-selected number of representative organisations. Nevertheless, the Task
Force takes the opportunity to volunteer our reply to the questions put forward by the
Commission:

v Do you consider it advisable to take an initiative in this area? Do you share the
Commission's view that the absence of a specific body of provisions concerning
the acquisition, the preservation and the transferability of supplementary
pension rights at European level has adverse impacts on workers and/or
employers in the Internal Market?

As indicated above, the Task Force recommends an early creation of a “Conference of
Pension Fund Supervisors’ within the framework of the implementation of the Directive
on IORPs. Whereas in general the cooperative arrangements within financial services
cover only elementary rules of prudential surveillance, this Conference should aso, in
its agenda, include the rules for acquisition, preservation and transferability of
supplementary pensions. We would advise against creating a paralel advisory body or
“open cooperation” specifically addressing these aspects of pension schemes. We think
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it is preferable to cover al aspects of the portability of pensions and sustainability of
pension schemes within the same framework.

v If so, what form do you think action at European level should take (collective
agreement, directive, recommendation, code of practice, guidelines, etc.)?

In the opinion of the Task Force this issue should be extensively discussed with the
social partners. However, we doubt whether action at the European level could and
should be taken in the form of collective agreement. Furthermore, we doubt whether the
adoption of a Directive or even a recommendation concerning all aspects of the
acquisition, preservation and transferability of pension rights would be possible and
desirable in the present context. We therefore prefer the elaboration of codes of best
practice and guidelines. The latter could, as indicated above, be elaborated within the
framework of a “Conference of Pension Fund Supervisors’. We would nevertheless
invite the Commission to issue a general recommendation concerning the shortening of
vesting periods in al defined-benefit schemes.

v’ What should the main features of such a measure be?

As implied in the answer to the preceding question, we consider that the portability of
pensions and the prudential surveillance of pension schemes are matters still largely
subject to the principle of “subsidiarity”. We would, however, recommend that the
social partners would be associated (possibly in special working groups) with the work
of the Conferenceif it were to be created as proposed above.

v' Should action be taken at cross-sectoral and/or sectoral level?

We would recommend taking whatever action is envisaged at a global (cross-sectoral)
level.

v’ Should such a measure apply equally to all supplementary pension schemes or
should distinctions be made between supplementary pension schemes financed
only by an individual employer and those financed jointly by employers and
employees; between voluntary and mandatory schemes; between pension
entitlements based on individual employment contracts and those based on
collective agreements?

We would have a preference for extending the procedures to al occupational pension
schemes covered by the IORP Directive. This would include both schemes sponsored
by an individual employer and those sponsored by a branch of industry. Whether or not
a distinction should be made between pension entitlements based on individua
employment contracts and those based on collective agreement is a matter on which the
Task Force cannot judge. We would stress, nevertheless, that in the longer run we
would expect an increase in the scope for the individua worker to select a pension
provider in accordance with her/his lifestyle and career prospects.

Increasing flexibility and individual choice

We would, therefore, more generdly, invite the Commission to consider the scope for
increasing the flexibility in the provision of pension services, including (as is already
the case in certain member states) opting out of a general pension scheme for afirm or a
branch in favour of individual savings or pension schemes. This would imply offering
better possibilities than is now the case of passing from second to third pillar schemes.
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Future action in the field of pension portability should therefore also examine ways of
increasing the scope for enhancing individual choice of retirement provision, as
accompanied by adequate and extended rules of deductibility of contributions to all

such schemes.
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GLOSSARY

Accrual of pension: The amount of pension benefit to which the individual will be
entitled upon leaving a given job. This will depend upon the rules of vesting of pension
rights and the degree of backloading of defined-benefit schemes (See below). In defined-
contribution schemes, the accrual will normally be determined simply as the annuity to
be obtained from the capital accumulated in the fund.

Actuarial fairness: The degree of (actuarial) connection between the contribution to a
pension scheme and the benefit received from the scheme.

Annuity scheme: An individual (voluntary) pension scheme contracted normally with
an insurance company and involving the payment of an annual (monthly) allowance. In
most cases an annuity income will be subject to norma income taxation (on the
assumption that the contributions to the scheme have been exempt of taxation). The
opposite of an annuity scheme is acapital payments scheme (see below).

Backloading: A formulafor determining the amount of pension benefits that involves a
significant increase of benefits during the final years before the specified retirement age.
Consequently, if employees leave the firm before qualifying for retirement they suffer a
capital loss by giving up the opportunity for a substantial (over-proportional) increase in
pension benefits. A forma model for pension loss due to backloading can be found in
Alan L. Gustman and Thomas L. Steinmeier, Pension Incentives and Job Mobility,
W.E. Upjohn Institute for Employment Research, Kalamazoo, Michigan,1995.

Book reserves: A pension scheme in which the employer guarantees certain retirement
benefits, in return for which he sets up provisions on the liability side of the company's
balance sheet. The company may use the corresponding asset at its discretion. In order
to guarantee the solvency of the pension commitments, the “book reserves’ are
frequently covered by an insurance bond. Within the European Union, the system is
notably found in Germany and Luxembourg and outside the EU, in Japan. At the end of
1989, the “book reserves’ of German companies represented more than 400 billion DM
or about 20% of German GDP.

Capital payments scheme: A retirement scheme normally contracted with an insurance
company and involving the lump-sum payment upon retirement, premature disability or
death. The capital may be subject to taxation as a function of the tax treatment of the
contributions to the scheme (see annuity scheme above).

CIliff vesting: Under this provision, an employee achieves full vesting of hisher
pension rights after a specified number of years. See also graded vesting.

Currency-matching requirements: Legally enforceable rules requiring a pension fund
to maintain a currency structure of its assets corresponding to the currency
denomination of its pension commitments. In the draft Directive on liberalisation of
pension fund asset management and investment, the Commission has proposed that
national currency-matching requirements should be satisfied also by investment in euro-
denominated assets.
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Defined benefit scheme: An occupational pension scheme in which the benefits are
calculated by reference to the member's pensionable salary at or for a period before the
norma pension date or date of leaving service and length of pensionable service.
Defined-benefit schemes are also commonly referred to as “final salary schemes”.

Defined-contribution scheme: An occupational pension scheme in which the member's
contributions are used to purchase a pension by way of an annuity; the contributions
may or may not be targeted to provide a particular amount of pension.

Early leavers’ benefits: Benefits provided by occupational pension schemes for
employees who, having completed a certain vesting period, leave pensionable service.
As an dternative to leaving preserved benefits in his occupational scheme, an early
leaver may ask for the value of his benefits to be transferred to another pension scheme
or to receive a lump-sum payment representing the (capitalised!) value of his
contributions.

Equity: A term that is regularly used as a synonym for own capital (total assets less
borrowed funds). The equity of a company may thus typically cover the share capital
plus various reserves attributable to the shareholders in the case of liquidation of the
company. Book reserves being a counterpart of pension commitments towards
employees thus would normally not be a part of the equity of a company.

401k pension plans: Defined-contribution pension schemes introduced by legislation in
1978 and effective as from 1981. Like traditional defined-contribution schemes, the
401k plans allow tax exemption of employer contributions, normally up to a certain
limit of pay or profits, to al employees of a firm. In addition, however, 401 plans allow
employees to make additional voluntary pre-tax contributions and allow firms to match
these contributions. 401k plans now constitute the principal retirement scheme for
small- and medium-sized firms in the US. Large firms, however, till, rely manly on
traditional defined-benefit schemes.

Funded scheme (in French capitalisation): A pension scheme in which the pension
commitments (liabilities) towards the members are covered (in principle) by rea or
financia assets. The more precise commitment will depend upon the small print of the
contracts, rules of indexation and such unknown factors as the mortality of the
members. The degree to which the present-day value of commitments is covered by the
assets can be assessed only by an actuarial calculation of the liabilities and a “ prudent-
man assessment” of the value of the assets. The rules for such assessments may be fixed
by the prudential supervisors who may also fix procedures for dealing with
discrepancies between the estimated value of assets and the actuarial calculation of
present-day value of commitments.

Geographical mobility: Movement of persons (workers or inactive) between regions
within countries or between countries (cross-border mobility).

Graded vesting: A method of calculating pension rights in which the percentage of
rights in a defined-benefit schemes acquired increases during a certain “waiting time”
until full vesting is achieved.
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Indexation of pensions: A practice that includes many different kinds of automatic,
semi-automatic or ad-hoc adjustment of benefits with the aim of maintaining parity with
either a price index or with certain categories of income from active employment.
Indexation may be implicit to the extent that a pension is calculated as a proportion of a
certain category of active income.

Investment restrictions (obligation): Rules requiring pension funds and/or life
insurance companies to invest a certain proportion of their assets in instruments of a
certain kind. In practice, such investment rules will normally oblige the companies
concerned to invest a certain proportion of their resources in government bonds or other
domestic instruments (see also currency-matching and localisation requirements).

Labour mobility: A ssimple term covering in reality a number of different and complex
phenomena. A distinction should be made between geographical mobility and
occupational mobility. Occupational mobility may be seen from the point of view of the
firm (job reallocation) or from the point of view of the worker (worker reallocation).

Life-cycle hypothesis: The theory formulated by Milton Friedman, according to which
consumers take decisions concerning saving and spending not only on the basis of
current income but with a view to distributing their spending through their lifetime in
such away as to obtain the highest overall satisfaction.

Localisation requirements: Rules requiring pension funds and/or life insurance
companies to invest their resources in instruments of a certain origin. These
requirements may overlap with currency-matching requirements and investment
restrictions (See those entries).

Lump-sum distribution: A number of retirement schemes provide for conversion of
the pension rights into a lump sum distributed before actual retirement. The actuarial
value of defined-contribution schemes being more easily calculated, many of those
plans offer scope for lump-sum distribution. According to data for the US, cashing-in of
alump sum is frequent among younger workers changing job.

Occupational labour mobility: Movement of workers between jobs (job reallocation),
between employment and unemployment or in and out of the labour market.

Occupational scheme: A scheme that is organised a the level of the firm or the
profession and in which the contributions are directly related to the wage bill of the
employer. Occupational schemes may be either “defined-benefit schemes’ or “defined-
contribution schemes’.

(Old-age) dependency ratio: A “dependency ratio” is a statistic providing an
indication of the “burden” carried by the active population. The most commonly used
dependency ratio is the old-age dependency ratio, which is defined as the ratio of people
in the age group 65 and above to people in the active age group (15 to 64). Another
dependency ratio is the overall dependency ratio, which is defined as the ratio of people
in the age group 14 years and below plus 65 years and above to the number of peoplein
the age group 15 to 64. Neither of these ratios takes account of the level of employment
of the active population and may therefore give a biased picture of the real dependency
in the economy.
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PAYG (in French, répartition): The “authorised” trandation of the French term
répartition. The original French systemes de répartition were frequently confined to a
profession, say dentists, and involved the “sharing out” to pensioners in this profession
of the contributions paid in by the active members of the profession. As long as the
overall demographic structure of a certain profession was stable, the system could be
kept in balance. However, if the demographic structure of the profession showed
significant changes (such as for example in agriculture, with few entries and a rising
number of pensioners), the resources of the regimes would not be sufficient to ensure a
“decent” pension to its members and the pressure was rising on the authorities to step in
to cover the deficit (in which case the scheme is no longer one of répartition but similar
to an ordinary national pension scheme). In practice, therefore, the terms PAYG and
répartition cover a wide variety of un-funded schemes more or less equivalent, from a
practical point of view, to a national, tax-financed pension scheme.

Personal-sector assets: The expression “persona sector” is normally synonymous with
the “household sector” in the standardised national accounts terminology. Personal-
sector assets will include al financial and real assets of the household sector except
durable consumer goods. In some nationa accounts, the assets of the personal sector
will aso include the real productive capital of the non-corporate sector.

Portability of pension rights: The term used to indicate the degree to which a certain
pension right can be transferred from one firm and/or country to another during the
course of active life. The portability of pension rights is (together with the practical
scope for moving from one dwelling to another) an important factor of “labour
mobility” within and between member states. The vesting period (see below) is one
important aspect of the portability of pension rights, but the rules for obtaining and
keeping pension rights within the national PAYG systems may also significantly
influence the cost to labour of changing employment and/or country. The draft Directive
on the liberalisation of pension fund asset management and investment does not cover
the portability of pension rights, but the Commission has announced its intention to
present a draft Directive on the latter issue in due course.

“Prudent man” rule: The requirement that trustees or other administrators of pension
fund assets are expected to observe the same kind of prudent behaviour as they would
do when making investments on their own account (in Latin, bonus pater familias).

Replacement income: A term used to indicate the income attributed, in general, from
socia security to somebody losing his norma income either due to unemployment or
retirement.

Rollover: The transfer of funds from one pension plan or one individual pension
account to another pension plan or individual account without current income taxation
of the capitalised value. The specific rules for rollover may be different from one
country and tax system to another and may also be subject to regulation by prudential
supervisory authorities.

Survivors’ benefits: Lump-sum or annuity benefits provided by occupational pension
schemes for survivors of a member who dies prior to retirement.
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“Three pillars” of retirement provision: The classical distinction between i) national,
PAY G-based pension schemes (“first pillar”), ii) statutory, occupationa (funded)
pension schemes (“second pillar”) and iii) individual, voluntary schemes (“third pillar”).
In practice, the distinction is difficult to make and some experts prefer to distinguish
between four rather than three pillars.

Transferability of pensions: Defined by the European Commission in its
Communication on “First stage consultation of social partners on the portability of
supplementary pension rights” as “one specific way of achieving portability, namely by
transferring a capital representing the acquired pension entitlements from one scheme to
another”. It is to be distinguished from the portability of pension rights (See above),
which is far from being achieved either within or between member states.

Vesting period: The period during which the employee is requested to contribute to an
occupationa pension scheme before obtaining (portable or non-portable) pension rights.
A long vesting period will, other things being equal, increase the cost of changing jobs
and thus significantly reduce labour mobility. See aso cliff vesting and graded vesting.
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