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Ending of Public Servants Pension Scheme in Budget creates risks for economic growth

Speaking at the ILO Workshop on “Security after Retirement: Risks and Challenges Ahead” held at the Hilton Hotel on August 29, 2002, Dr. Ravi P. Rannan-Eliya discussed issues related to pensions reform and Public Servants Pensions Scheme (PSPS). Dr. Ravi Rannan-Eliya is Associate Fellow at the Institute of Policy Studies. His research unit has been working on ageing and pensions since 1996. 

Dr. Rannan-Eliya’s presentation focused on the criticism of the PSPS.  The PSPS had been abolished in the 2002 budget, following dialogue between the Government and the IMF. It was replaced by a contributory scheme, for which details are not currently known except that the employee will make a 20% of salary contribution. Dr Rannan-Eliya made the following points:

· The previous pension is worth a 75% contribution rate

· A 20% contribution rate means that future civil servants will have their pensions cut by two-thirds

· Sri Lankan civil servants are already badly-paid by international standards, and this will damage the public sector even more

· Sri Lanka does not have the highest ratio of civil servants to population in the world, as frequently claimed. The World Bank’s own data show that Sri Lanka’s civil service is average sized, and in fact smaller than that in most western countries

Dr. Rannan-Eliya explained that it was not well understood in Sri Lanka that the World Bank’s pension reforms strategy released in 1994 is not widely accepted (even within the World Bank), and that there is a broad consensus in Western countries that it is not supported by economic theory or evidence. The 1994 proposals have been refuted by the pensions experts of the IMF in Washington, DC, who have publicly disagreed with them, and have been criticized by the then World Bank’s own Chief Economist, Joseph Stiglitz, as being ideologically biased and based on bad economic analysis, and mainstream opinion in the Bank also rejecsts. The IMF has gone on record that pay-as-you-go (PAYG), defined-benefit pension systems, similar to that of Sri Lanka’s PSPS, should be the main pillar of any pension system in countries. But these criticisms are often not known to IMF field staff, who tend to follow World Bank recommendations when dealing with countries. 

The main element that was emphasized in the World Bank’s reforms is a shift to a funded system, where workers make payments into a personal account. Dr Rannan-Eliya explained that economists have known for a long time that this change will not reduce the burden on tax-payers. Under the current system, pensions must be paid by future taxes, but under a funded system, increased salaries must be paid now to workers to make the contributions affordable. This means that taxes must increase today. In the long-run there is no difference. Funding will also not give a higher return in the long-run. The only benefit of funding is to fund managers, but he asked whether pensions are to provide income security for workers or to provide income to fund managers.

He raised serious concerns that cutting civil servants compensation in this way will add to deterioration of the public services, and in the long run this will damage economic growth. He pointed out that successful Asian economies, such as Hong Kong SAR, Taiwan, Korea, Japan and Malaysia have depended on a well-paid civil service to ensure a good business environment. If the Government was better informed, it should have questioned the World Bank and IMF about their policy conditionalities, Dr Rannan-Eliya argued. A better and more necessary reform would have been to increase the retirement age gradually, as is being done in Western countries. If that was done, it would be possible to continue to guarantee civil servants their pensions without increasing future government expenditures. This demonstrated the need for the government to develop a better analysis of pensions policy.
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