HIGHLIGHTS

Financial Incentives
and Retirement Savings

Tax incentives have long been the primary means used by
governments to promote savings for retirement. Given the cost
financial incentives represent, it is important to verify whether they are
still effective tools for encouraging citizens to save for retirement.
Financial Incentives and Retirement Savings reviews how countries design financial
incentives to promote savings for retirement and examines whether there is room
for improvement. The publication first describes how countries currently design
financial incentives. It then assesses the overall tax advantages that these
incentives provide to individuals, how these incentives affect the way individuals
save for retirement and the fiscal cost these
incentives represent to governments. The
publication
also
compares
different
approaches to designing financial incentives
based on their inherent characteristics and
within a common framework to assess the
different implications for individuals and
governments. Finally, it provides policy
guidelines to help countries improve the
design of their financial incentives with a view
to promoting savings for retirement.
This booklet reproduces the main findings
from the publication in the form of four policy
briefs:


The tax treatment of retirement savings
in private pension plans



The long-term fiscal cost of tax
incentives for private pension plans



Alternative approaches to designing financial incentives



Policy guidelines for improving the design of financial incentives to promote
savings for retirement

POLICY BRIEF 1

The tax treatment of retirement savings in
private pension plans
Countries encourage saving for retirement by taxing
retirement savings in private pension plans
differently than savings in alternative vehicles or
offering other financial incentives.
Figure 1. Tax treatment of retirement savings in
private pension plans, 2018
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Half of OECD countries apply a variant of the
“Exempt-Exempt-Taxed”
(“EET”)
regime to
retirement savings, where both contributions and
returns on investment are exempted from taxation
while benefits are treated as taxable income upon
withdrawal. Other tax regimes can also be found,
from the “Exempt-Exempt-Exempt” (“EEE”) regime
where contributions, returns on investment and
pension income are all tax-exempt, to regimes
where two out of three flows of income are taxed
(Figure 1). By contrast, the “TTE” tax regime usually
applies to savings in other vehicles.
Figure 1 hides the heterogeneity that exist within
countries regarding the tax treatment of
contributions, returns on investment and
withdrawals. Indeed, the tax treatment of
contributions to private pension plans may change
according to the source of the contribution (the
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employee or the employer), their mandatory or
voluntary nature, and the type of plan in which they
are paid (personal or occupational plans). In many
countries, people not paying income taxes do not
get any relief on their contributions into private
pension plans.
Most countries exempt from taxation returns on
investment in private pension plans. When returns
are taxed, tax rates may vary according to the
duration of the investments (e.g. Australia), the type
of asset classes (e.g. Italy), or the income of the
plan member (e.g. New Zealand).
The tax treatment of pension income is usually
identical across different types of pay-out options
(life annuity, programmed withdrawal or lump sum).
Only the Czech Republic, Estonia and Turkey
incentivise people to annuitize their pension income
through a more favourable tax treatment for
annuities as compared to programmed withdrawals,
or through a government subsidy. Conversely, lump
sums are tax-free up to a certain amount or only
partially taxed in many countries in order to reach a
more neutral tax treatment across the different payout options.
The complexity of the tax system may have led
some countries to introduce more direct financial
incentives to encourage participation and
contributions to the private pension system,
especially for low-income people. These include
matching contributions from the government (e.g.
Australia) or from the employer (e.g. Iceland and the
United States) and government fixed nominal
subsidies (e.g. Germany). These non-tax financial
incentives are provided to eligible individuals who
actually participate or make voluntary contributions
to the private pension system.
The different tax treatment between private pension
plans and other savings vehicles translates into a
pecuniary advantage when people save for
retirement in private pensions. In most cases,
individuals save in taxes paid by contributing the
same pre-tax amount to a private pension plan
instead of to a benchmark savings vehicle. This tax
advantage derives from the fact that the preferential
tax treatment that contributions and returns on
investment usually enjoy in a private pension plan
outweighs the potential taxation of benefits.

Figure 2. Overall tax advantage provided to an
average earner
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Note: Calculations based on the 2018 tax treatment of the
main pension plan in each country.

Across the OECD, average earners can expect to
save in taxes paid over their lifetime by contributing
to a private pension plan rather than to a traditional
savings account (Figure 2). This amount varies from
8% of the present value of all contributions in
Sweden, to around 50% in Israel, Lithuania, the
Netherlands and Mexico. Countries with the largest
private pension markets, such as Australia, Canada,
Denmark, Switzerland, the United Kingdom and the
United States, provide tax advantages between 24%
and 29%, with the United States at the higher end of
the range and Denmark and the United Kingdom at
the lower end. The calculations assumes that the
average earner enters the labour market at age 20
in 2018 and contributes yearly until the country’s
official age of retirement at a rate equal to the
minimum or mandatory contribution rate fixed by
regulation in each country or 10% of wages in the
case of voluntary plans. The total amount of assets
accumulated at retirement is converted into an
annuity certain with fixed nominal payments. Inflation
is set at 2% annually, productivity growth at 1.5%,
the real rate of return on investment at 3% and the
real discount rate at 3%.
The differences observed across countries are due
not only to the characteristics of the tax regimes
applied to pension plans and savings vehicles, but
also to the characteristics of the personal income tax
system in each country (i.e. the tax brackets and the
tax rates). In Greece and Canada for example, the
lifetime tax advantage of contributing to a private
pension plan is different (26% and 12% of the
present value of contributions respectively), even
though an “EET” tax regime applies to pension plans
in both countries. However, an average earner in
Canada has a marginal tax rate of about 30%, while
an average earner in Greece has a 22% marginal tax
rate. A lower marginal income tax rate results in a
lower value of the tax relief.
The overall tax advantage is also sensitive to the
assumed contribution rate for voluntary systems.
Everything else equal, a lower contribution rate
translates into lower assets accumulated at
retirement and lower pension benefits. In systems
where pension benefits are taxed, these lower
benefits may be taxed at a lower rate because they
may drive total taxable pension income into a lower
tax bracket or because the share of total taxable
pension income in the last tax bracket is smaller.
This would lead to an increase in the overall tax
advantage. For example, assuming a 5%
contribution rate in the United States, instead of
10%, increases the overall tax advantage from 29%
to 41%.
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POLICY BRIEF 2

The long-term fiscal cost of tax incentives for private
pension plans

To compare the cost related to tax incentives for
private pension plans across countries and assess
its evolution over time, taking into account
demographic trends, the OECD has calculated a net
tax expenditure indicator using a homogenous
approach. This indicator sums up how much
personal income tax is collected or forgone each
year over the total population on contributions,
returns on investment and withdrawals, as compared
to a “TTE” benchmark.
Introducing a pension system with an “EET” tax
treatment for retirement savings creates a larger
upfront net tax expenditure. It is only several
decades later that the new pension system and its
tax expenditure reach a steady state. Figure 3
illustrates an “EET” pension system introduced in
year t, with contributions starting in that same year.
The system matures over time as it takes time for
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Similarly, a change in contribution rules can also make a
pension system to enter a maturing phase.
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Figure 3. Net tax expenditure for a maturing “EET”
pension system
As a percentage of GDP
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Several OECD countries produce their own tax
expenditure reports. These national reports provide
an assessment of the cost of granting tax incentives
to promote private pensions. Unfortunately, they do
not allow for cross-country comparisons as the items
reported as tax expenditures vary by country. For
example, some countries include the tax collected on
pension withdrawals and consider it as a negative
tax expenditure, while other countries only report
revenues forgone.

retirees to draw their pension based on a full career.1
The net tax expenditure first rises before declining
and reaching its steady-state level. During the
maturing phase, aggregated asset and benefit levels
increase over time until they reach a stable level. The
lag in the growth of benefits behind that of assets and
investment income is what creates the temporary
increase in the net tax expenditure above its steadystate level.

t+5

Promoting private pension provision via tax
incentives represents a cost for the Treasury, or tax
expenditure, in terms of revenues forgone from
personal income tax. In many countries, retirement
savings in private pension plans are subject to the
“Exempt-Exempt-Taxed” (“EET”) regime, where both
contributions and returns on investment are
exempted from taxation while benefits are treated as
taxable income upon withdrawal. This deviates from
the tax treatment that usually applies to savings in
other vehicles (“TTE”) and produces a tax
expenditure stemming from the tax deferral and the
exemption of returns on investment.

Number of years since introduction

The net tax expenditure is also impacted by
demographic trends. illustrates how the net tax
expenditure varies when the size of the cohorts
entering the labour market between t+5 and t+24 is
larger. Larger cohorts entering the labour market
translates into higher contributions and higher
assets, bringing the net tax expenditure above the
steady state for a while. When the larger cohorts
retire, the net tax expenditure declines and reaches
a minimum (below the steady state) the year in which
all of the retired population is composed of
individuals in the larger cohorts. The steady state is
reached again when all the individuals in the larger
cohorts have passed away.

Figure 4. Net tax expenditure for an “EET” pension
system with a population bulge
As a percentage of GDP
0.85%
0.80%
0.75%
0.70%
0.65%
0.60%
0.55%
0.50%

t+85

t+80

t+75

t+70

t+65

t+60

t+55

t+50

t+45

t+40

t+35

t+30

t+25

t+20

t+15

t+10

t

0.40%

t+5

0.45%

Time in years

The net tax expenditure indicator calculated using an
homogenous approach with country specific
parameters shows different time profiles. These time
profiles depend on the maturing status of the pension
system and the countries’ population ageing (Figure
5). Most of the private pension systems reported in
Figure 5 are still maturing, due to the recent
introduction of the system (Latvia), changes in
contribution rates (Australia, Iceland) or past
changes in coverage and contribution rates
(Denmark). Depending on how far back these
changes have taken place, the net tax expenditure
may be in an increasing trend (Australia, Iceland,
Latvia) or a decreasing trend (Denmark).
Figure 5. Projected net tax expenditure related to
the tax treatment of private pension plans in
selected OECD countries, 2015-2060
As a percentage of GDP
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The ageing of baby-boom cohorts is the main factor
driving the decline in the net tax expenditure
between 2015 and 2030-35 in Canada and the
United States. As baby-boomers start retiring and
withdrawing their benefits, revenues collected on
pensions will increase, thus reducing the net tax
expenditure. In both countries, the maturity of the
private pension system is such that tax revenues
collected on withdrawals is projected to exceed tax
revenues forgone on contributions for the whole
analysed period 2015-2060.
Taking into account corporate income tax revenues
and the potential effects of new savings would
reduce the cost of tax incentives. Indeed, when
savings are invested in domestic equities or
corporate bonds, they help companies improve their
productive capacity, thereby raising the overall level
of profits that are subject to corporate income tax,
and thus increasing corporate income tax revenues.
In addition, should tax incentives for private pension
plans lead to new savings, this would impact tax
revenues too. New savings are financed by a
reduction in consumption and imply higher
investment than otherwise. Therefore, new savings
affect consumption tax revenues as well as personal
and corporate income tax revenues through higher
accrued income. As long as private pension plans
invest part of the savings in domestic equities or
corporate bonds, and/or some of the savings would
not have been done in the absence of tax incentives,
the fiscal cost of those tax incentives would be
reduced as compared to that shown in Figure 5. The
exact reduction is however difficult to estimate as it
depends on assumptions on how several
parameters may evolve over time.
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Note: Calculations using the revenue forgone method and the
cash flow approach.
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POLICY BRIEF 3

Alternative approaches to designing financial incentives
The most common type of financial incentive used
by governments to promote savings for retirement,
is to defer taxation by taxing individuals only on their
pension benefits (“EET”). Governments are
alternatively using other approaches to providing
financial incentives, either through the tax system
(e.g. upfront taxation or tax credits) or outside the
tax system (e.g. matching contributions and fixed
nominal subsidies).
Taxing retirement savings upfront or upon
withdrawal
Taxing retirement savings upfront (i.e. taxing only
contributions, “TEE”) is often seen as an equivalent
approach to taxing retirement savings upon
withdrawal (“EET”). Both tax regimes do indeed
provide the same overall tax advantage to
individuals when their income is subject to the same
marginal tax rate throughout working and retirement
years (Figure 6).

during retirement will be greater than when they are
working.
In the long run, upfront taxation may translate into a
higher fiscal cost than taxation upon withdrawal.
Figure 7 compares the yearly fiscal effects of the
two tax regimes. It shows that, in the short term,
upfront taxation leads to a lower fiscal cost than
taxation upon withdrawal. Taxing only withdrawals
and thus deferring tax collection, brings the full cost
of tax revenues forgone on contributions upfront.
With upfront taxation, the fiscal cost is just equal to
tax revenues forgone on returns. In the long term,
once the two systems reach maturity, the fiscal
impact is reversed with taxation upon withdrawal
leading to a lower annual fiscal cost than upfront
taxation. This is because the tax revenues collected
on withdrawals more than compensate for tax
revenues forgone on contributions as the size of
withdrawals in a given year exceeds the size of
contributions in a mature pension system.

Figure 6. Overall tax advantage for the “EET” and
“TEE” tax regimes

Figure 7. Net tax expenditure for maturing “EET”
and “TEE” tax regimes
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In reality, however, individuals rarely face the same
tax rate over their entire life, so taxing retirement
savings upfront or upon withdrawal is seldom
equivalent. As individuals usually experience a fall
in their income upon retirement, their retirement
income is likely to be taxed at a lower overall rate
than their work income. In that case, individuals
would be better-off if their savings are taxed upon
withdrawal. In contrast, individuals would be betteroff paying taxes upfront when they expect tax rates
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Using tax credits or tax deductions
For individuals, there is no difference between a tax
credit and a tax deduction in terms of taxes saved
when the credit rate is equal to their marginal
income tax rate.
Tax credits lead to lower differences in the overall
tax advantage across different income groups than
tax deductions at the marginal rate. This stems from
tax credits providing the same tax relief on after-tax
contributions to all individuals independently of their

income level and marginal income tax rate. Tax
deductions can lead to the same outcome across
income groups when the deduction is provided at a
single fixed rate. Non-refundable tax credits and tax
deductions are of no value to individuals with low or
no income tax liability, while refundable tax credits
do. Individuals whose tax liability is lower than the
value of the tax credit, will not receive the full credit
when it is not refundable. For individuals not paying
income tax, deducting contributions paid into a
pension plan has no effect on their income tax, as
none is due. To restore the attractiveness of tax
credits for low-income earners, the treasury could
pay individuals the difference between the value of
the tax credit and an individual’s tax liability when
positive, therefore making the tax credit refundable.
Using tax incentives or non-tax incentives
Non-tax incentives are attractive to all individuals as
they are not linked to an individual’s tax status.
Matching contributions are calculated as a
proportion of after-tax contributions. With fixed
nominal subsidies, all eligible individuals receive
the same amount in their pension accounts. As the
value of non-tax incentives is not limited by the tax
liability, all individuals can fully benefit from them,
as long as they fulfil the entitlement requirements.

tax advantage to low-income earners in progressive
tax systems. This is despite the fact that the match
rate is equal for everyone. When the matching
contribution is associated with a “TTE” tax regime,
the match rate applies to after-tax contributions,
implying that individuals with higher marginal tax
rates receive a lower tax advantage on their
contributions. Moreover, returns on investment are
taxable. Taxes paid on returns are higher compared
to a traditional savings vehicle because matching
contributions increase the level of total contributions
and generate additional investment income.
Therefore, the overall tax advantage provided by
matching contributions declines with the individual’s
income level.
Most OECD countries already have tax incentives
in place. Removing them may be politically delicate
and cumbersome in practice. Adding non-tax
incentives to existing tax incentives is an option.
Introducing matching contributions for a pension
plan that is already subject to the “EET” tax regime
increases the overall tax advantage provided to
individuals and the fiscal cost to the treasury, but
achieves a smoother overall tax advantage across
income groups. Any additional fiscal cost is limited
in the long term by the extra tax collected on larger
withdrawals.

Non-tax incentives are always paid directly into
pension accounts, which may not always be the
case with tax incentives. Individuals eligible for a tax
credit or a tax deduction may not save the value of
the incentive in their pension accounts. When
contributions are first taxed at an individual’s
marginal rate and the tax refund is provided later in
the year or the following year, individuals need to
anticipate that they will eventually get a tax refund
and increase their after-tax contribution to save the
whole tax relief in the pension account.
Matching contributions may also have a larger
impact on retirement savings than economically
equivalent tax credits. A credit rate of t is
economically equivalent to a match rate on the
contribution of t/(1-t). For example, a 33%
refundable tax credit is economically equivalent to
a matching contribution of 50%. However,
individuals may not perceive the two designs as
economically identical. Some individuals may
perceive a 33% credit rate as equivalent to a 33%
match rate, thereby reducing the incentive of the tax
credit.
Matching contributions alone, when not associated
with other tax incentives, provide a higher overall
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POLICY BRIEF 4

Policy guidelines for improving the design of financial
incentives to promote savings for retirement
All countries provide financial incentives to promote
savings for retirement in the form of tax incentives
or non-tax incentives (matching contributions or
fixed nominal subsidies). These incentives provide
an overall tax advantage to individuals by reducing
the amount of personal income tax they have to pay
when saving in private pension arrangements as
opposed to other savings vehicles. This tax
advantage entails a fiscal cost. Governments
therefore need to make sure those incentives are
an effective tool for promoting savings for
retirement. Financial Incentives and Retirement
Savings provides guidelines to improve the design
of financial incentives.
Financial incentives are a useful tool for
promoting savings for retirement
Financial incentives are effective at increasing
retirement savings and help individuals to diversify
their sources of retirement income financing. While
they usually result in lower participation levels than
compulsory and automatic enrolment schemes,
they enable individuals to choose and take
responsibility for their own retirement planning.
Tax rules should be straightforward, stable and
common to all retirement savings plans in the
country
Complex tax incentive structures may reduce the
impact of tax incentives on retirement savings.
Frequent changes to tax rules risk reducing trust in
the pension system and prevent individuals from
adequately planning ahead.
The design of tax and non-tax incentives for
retirement savings should at least make all
income groups neutral between consuming and
saving
Tax neutrality means that individuals experience no
difference between consuming and saving. At the
very least, the tax treatment of retirement savings
should not discourage savings. It may even be
justified to introduce greater incentives for savings
amongst certain groups of individuals, in breach of
tax neutrality. Interactions with the public pension
system and the general tax system should also be
carefully analysed. People will refrain from saving
for retirement if doing so reduces their entitlement
to a public pension or another form of tax relief.
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Countries with “EET” tax regimes already in
place should maintain the structure of deferred
taxation
The upfront costs of introducing a pension system
with deferred taxation have already been incurred
in most countries. The reward, in the form of
collecting increased taxes on pension income, will
come in the future as these systems mature. The
short-term and long-term impacts on fiscal costs
should be considered before modifying an “EET”
tax regime.
Countries should consider the fiscal space and
demographic trends before introducing a new
retirement savings system with financial
incentives
The maturity of pension systems and demographics
influence the fiscal cost of financial incentives. The
fiscal cost also develops differently depending on
the tax regime chosen, with, for example, a larger
upfront cost in the case of the “EET” tax regime.
Identifying the retirement savings needs and
capabilities of different population groups
could help to improve the design of financial
incentives
Individuals may differ on how much they need to
save into complementary funded pension
arrangements, particularly when a public pension
system delivers different replacement rates to
different income groups. Financial incentives may
need to be higher for those with higher savings
needs.
Specific financial incentives for individuals whose
income is below or around the poverty line may not
be necessary as they cannot afford to save in
voluntary supplementary pension schemes and will
rely on the safety net at retirement age.

Tax credits, fixed-rate tax deductions or
matching contributions may be used when an
equivalent tax advantage across income groups
is desirable

Countries where
pension
benefits
and
withdrawals are tax exempt may consider
restricting the choice of the post-retirement
product when granting financial incentives

In some countries, policy makers may consider that
a majority of individuals should get an equivalent
overall tax advantage because savings needs are
similar across the population. Financial incentives
that equalise the tax relief provided on contributions
for all individuals, independent of their income level
and marginal income tax rate, achieve a smoother
distribution of the overall tax advantage across the
income distribution. They include tax credits and
fixed-rate deductions (as opposed to deductions at
the marginal tax rate of an individual), as well as
matching contributions. These approaches increase
the attractiveness of saving for retirement for middle
to low-income groups, while reducing it for highincome earners, compared to the widespread “EET”
tax regime. The decreased tax advantage for highincome earners may reduce, however, their
incentive to save.

Early withdrawals and lump sum payments may be
inconsistent with granting financial incentives to
promote savings for retirement. Taxing pension
benefits discourages early withdrawals and lump
sum payments when the amounts received are
added to the individuals’ earnings and taxed at a
marginal rate. If however withdrawals are tax exempt
there is no financial disincentive for withdrawing
early or taking a lump sum. Financial incentives may
lose, therefore, their purpose if the policy objective
when granting them was to encourage people to
complement their public pension. To counter this,
policy makers could restrict the choice of when and
how to withdraw the money; take back part or all of
the financial incentives when individuals take a lump
sum or withdraw early; or promote selected postretirement products that are more in line with the
objective of people having a retirement income.

Non-tax incentives and fixed nominal subsidies
in particular may be used when low-income
earners save too little

Tax-deductibility ceilings and the value of nontax incentives need to be regularly updated to
maintain the attractiveness of saving for
retirement

Non-tax incentives are a better tool for encouraging
retirement savings among low-income earners who
are typically less sensitive to tax incentives. Fixed
nominal subsidies, in particular, are likely to be more
attractive because they are easier to understand
than tax incentives and their value is not limited by
the tax liability of an individual. Non-tax incentives
can also target specific groups, such as young
workers or women.
Tax credits could be made refundable and
converted into non-tax incentives
Individuals with a low tax liability can still achieve the
full benefit from tax credits when they are refundable,
increasing the attractiveness of saving for retirement
for low-income earners. The value of the credit is
strengthened when it is paid directly into a pension
account (converting the tax credit into a non-tax
incentive), in order to help individuals to build larger
pots to finance retirement.

Tax-deductibility ceilings for contributions tend to be
updated each year in line with price inflation, if at all.
When wages grow faster than inflation, more
individuals are likely to reach the contribution ceiling
and reduce their contributions to retirement plans.
Over time, this will weaken the capacity of savings
programmes to replace income. Similarly, keeping
the same value of non-tax incentives (maximum
matching contribution, subsidy) over time may
reduce the attractiveness of saving for retirement
and lower the positive impact on participation.

The OECD publication Financial Incentives and Retirement Savings
reviews how countries design financial incentives to promote savings for
retirement and examines whether there is room for improvement. This
booklet reproduces the main findings from the publication in the form of
four policy briefs.

www.oecd.org/pensions/oecd-pensions-outlook.htm
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