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1. Introduction 

 

 Executive summary 

The Quarterly Labour Force Survey shows that more than 5 million 

South African workers do not save for their retirement. Although 

high-income workers do generally contribute to retirement funds, 

most low-income workers do not.  In some industries, such as 

construction, agriculture and domestic service, coverage is 

particularly poor.  Workers at smaller firms are also much less likely 

to have retirement funds than those who work for larger companies.   

There are many factors causing these patterns of low coverage: 

• Workers who earn low salaries may find making provision for 

the present difficult enough, let alone providing for the future.   

• Workers with a tenuous attachment to the labour force may 

have high liquidity needs, making short-term savings more 

important than long-term savings such as retirement funds. 

• The amounts low-income workers could save are quite small, 

making it difficult or expensive for them to save outside the 

retirement system. 

• The tax incentives currently provided for retirement savings 

are not valuable to workers who may pay little or no tax. 

• Small employers may find setting up a retirement fund too 

complex and too expensive.   

The effects of low rates of retirement saving are well known, and 

include high household vulnerability, both before and after 

retirement, low rates of saving, high rates of dependence on children 

or grandchildren in retirement (which affects their own ability to 

save), and high rates of poverty in retirement.   

Low participation, as well as low rates of preservation, also affect 

the retirement system as a whole.  Economies of scale are not as 

large as they could be, and, in a voluntary system, the direct and 

indirect distribution costs of funds are much higher than they could 

be.  Both of these lead to higher costs and so worse retirement 

outcomes for those who do contribute to retirement funds.  These 

issues have been explained in depth in the paper on costs and 

charges released on 13 July 2013.  

To improve the coverage of the retirement system, this paper makes 

a proposal that, with some State support, enables the 5 million 

uncovered South African workers to provide for their retirement in 

an efficient and sustainable way.   

 Objectives 

The proposal developed in this paper has been designed to achieve 

the following objectives: 

Few low income workers 

participate in retirement 

funds 

Causes of low coverage 

Consequences of low 

participation 
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• Coverage.  Should increase coverage of workers in the formal 

retirement system, focusing particularly on workers earning 

between R20 000 and R70 000 per year. 

 

• Adequacy.  Vulnerable workers who contribute to the system 

for long enough should receive an adequate income in 

retirement.  For instance, the International Labour 

Organisation suggests that after a 30 year career, workers 

should retire on no less than 40% of their pre-retirement 

income. 

 

• Simplicity.  Should be simple enough that it can be understood 

by workers to allow them to plan their retirement and other 

savings easily.   

 

• Sustainability and flexibility.  Should be affordable, now and 

over the long term.   Given the significant unknowns, any 

system should ensure that state commitments are flexible 

enough to be robust in a wide range of possible outcomes. 

This flexibility should be communicated to workers in a way 

that they can understand. 

 

• Easy implementation.  The more the system can use existing 

institutions, the easier and less risky its implementation will 

be.   

 

• Consistency with tax system.  Should fit with the existing tax 

treatment of retirement funds rather than require significant 

changes.  Should also provide support to the retirement 

contributions of low-income workers that is at least as great as 

the fiscal support given to high income workers. 

 

• Good incentives.  Should provide workers and their employers 

with strong incentives to participate in the system, rather than 

encouraging greater informalisation or casualization.  Should 

not impose large burdens on employers or their employees, or 

require expensive systems or financial advice.  

 

• Consistency with policy direction.  Should support the 

objectives of the retirement and social security reform 

process, including encouraging greater fund simplification and 

consolidation, reducing costs, increasing preservation and 

annuitisation in retirement.  Should also provide a foundation 

for later, more comprehensive, social security reform.  

 A summary of the proposal 

The following are the main elements of this proposal: 

• Default funds.  Highly standardised default funds, based on 

existing sectoral funds set up by the Department of Labour, 

will be set up to improve access.  These defaults will be 

administered by the private sector, and will be fully-funded 

defined contribution funds.   Employers will not be required to 

Main elements of proposal 
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use the defaults.  Private sector providers could also be 

allowed to set up approved funds, subject to meeting the same 

standards as the default funds.  Default and approved funds 

will be registered under the Pension Funds Act, and will be 

subject to its provisions, including rules on preservation and 

annuitisation. 

 

• Default contribution mechanism.  If they choose to, employers 

will be able to pay retirement contributions to the default 

funds or to the approved funds with their UIF contributions in 

a single payment.  The UIF or SARS will then direct these 

contributions to the approved fund of the employer’s choice, 

or to the appropriate default fund if the employer makes no 

choice.  Small employers will therefore be able to provide 

retirement benefits for their employees without incurring any 

additional administration costs or needing financial advice.   

 

• Contribution match.  For every rand that low-income workers 

contribute to any retirement fund, including existing 

retirement funds and the default and approved funds, the State 

will make an additional contribution, called a contribution 

match.  High-income workers will not receive the matching 

contribution. 

 

• NSSF.  The match will not be paid in cash, but rather in the 

form of retirement credits which can only be accessed when 

workers have died or after they reach a minimum retirement 

age.  Retirement credits will earn interest at a rate broadly 

equal to nominal GDP growth to protect workers from 

inflation and allow them to share in the growth of the 

economy.  Retirement credits for all workers will be held in a 

single national fund, called the National Social Security Fund 

(NSSF).  SARS will be the record-keeper of the fund. 

 

• Mandation of retirement provision.  Once the default funds, 

the default contribution mechanism and the contribution 

match are in place, retirement fund membership could be 

mandated for all formally-employed workers.  The mandate 

should be phased in gradually to reduce disruption. 

 

• Payment of benefits.  When workers retire, SASSA will 

convert their all or most of their retirement credits into a 

monthly income, which will be combined with their SOAG 

and paid in a single payment.  This income will be increased 

at the same rate as the SOAG every year, and will be paid for 

life.  Death benefits in respect of retirement credits could also 

be paid by SASSA, or could be paid by the UIF along with 

their existing death benefits in a single payment. 

 

Figure 1 illustrates the proposal in a diagram.  Solid arrows indicate 

payments; dashed arrows indicate data transfers or other types of 
relationships. 
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Figure 1:  The proposed structure of solution for vulnerable workers 
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2. The proposal in detail 

Each element of the proposal is discussed in more detail below. 

 Default funds and qualifying standard 

The Department of Labour has already set up sectoral funds based 

on the collective bargaining system.  These funds are privately 

administered, fully-funded defined contribution plans.  It is 

suggested that these funds be used as the basis for default funds, but 

that fund rules be standardised across all defaults to ensure that they 

are consistent and represent best practice.   

 

A limited number of private-sector qualifying funds could also be 

approved to receive contributions collected through the default 

contribution collection mechanism, described below.  Employers 

who do not wish to use a default fund but who do wish to use the 

default contribution collection mechanism could select one of the 

approved funds.   

 

Initially, default funds and approved funds would not pay risk 

benefits.  Different options for risk benefits are described below.   

 

All funds using the default contribution collection mechanism 

should be subject to a single set of qualifying standards.  These 

should include standards for fund rules as well as outcomes, such as 

value-for-money and quality of service provided to members.  

Compliance with these should be assessed on an on-going basis and 

regulators should be empowered to intervene – by closing or 

merging funds, or otherwise – if they are not.  

 A default contribution mechanism 

Currently, any employer who has registered at SARS for employees’ 

tax purposes – whether voluntarily or not – pays UIF contributions 

through SARS.  Other employers are required to pay UIF 

contributions directly to the UIF.  Employers could be given the 

option to pay retirement fund contributions alongside their UIF 
contributions in a single payment using the same definition of 

income and at a specified percentage of payroll.  SARS and the UIF 

could then direct these contributions to the appropriate default fund 
or to the employer’s selected approved fund.    

 

The obligation would be on SARS or the UIF as part of their existing 

processes to ensure that the contributions paid were correct.  Default 

funds and approved funds would therefore not be required to check 

whether the correct contributions were paid or not.  This will avoid 

duplication of administration and reduce each fund’s administration 

burden significantly.  

 

Collecting retirement fund contributions in this way would enable 

small employers to provide good value retirement fund benefits to 

Main elements of proposal 

Existing sectoral funds used 

as basis for defaults 

Approved funds 

Risk benefits to be 

incorporated later 

On-going outcomes-based 

standards for use of default 

collection system 

Employers already 

registered for UIF 

No additional admin for 

small employers 
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their employees and make contributions while incurring almost no 

additional administrative costs. 

 

SARS and the UIF should also manage transfers between default and 

approved funds by employers and members.  When employers 

change funds or members change jobs, SARS or the UIF should be 

informed and should arrange the transfer on behalf of the member.  

Employers or members could also be allowed to transfer balances 

from existing private funds into default funds or approved funds. 

 The contribution match 

For each rand contributed by a low-income individual or their 

employer into the retirement system, the State should make a 

matching contribution.   

 

This means that low-income workers or their employers will need to 

make smaller contributions in respect of income below the tax 

threshold to meet a reasonable contribution level.  The matching 

contribution is intended to support retirement provision for low-

income workers without reducing employment or increasing 

informalisation.  It balances out the substantial support given to the 

retirement fund contributions of high-income workers. 

 

Examples of how the matching contribution could work are shown 

in Table 3. 

 

Table 3:  Examples of how the matching contribution could work.   
Employer 
contribution     

Employee 
contribution     

State 
matching 
contribution     

Total 
contribution 

Income below R5 000 per month 7.5% 0% 7.5% 15% 

Income above R5 000 per month 7.5% 7.5% 0% 15% 
    

 

Income: R5 000 per month R375 per month R0 R375 p.m. R750 p.m. 

Income: R10 000 per month R750 per month R375 p.m. R375 p.m. R1 500 p.m. 

 Retirement credits 

Rather than being paid in cash, though, these matching contributions 

could be paid in the form of retirement credits, which could be kept, 

by SARS, in a special retirement credit account for each individual.  

Retirement credit account balances will increase every time 

individuals or their employer make contributions to any retirement 

fund, whether through the default contribution mechanism or not.  

Each year, interest will also be paid by the State on retirement credit 

account balances.  From the point of view of members, retirement 

credit accounts would look just like interest-paying bank accounts. 

  

Individuals will only be allowed to access their retirement credits 

after they reach a minimum retirement age.  If they die before then, 

their retirement credit accounts will be paid to their beneficiaries.  

When workers retire, all or most of their retirement credits will be 

SARS and UIF manage 

transfers between approved 

and default funds 

State matches retirement 

contributions of low-income 

workers 

Match creates incentives to 

participate and reduces 

informalisation 

Match paid in retirement 

fund credits, not in cash 

Credits can only be 

accessed when workers 

retire or die 
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used to provide an income to augment their State Old Age Grant, 

rather than paid as a cash lump sum.   These conditions are intended 

to ensure that the retirement credits are preserved when workers 

change jobs and used to increase incomes in retirement.  

 

Table 4:  How retirement credits would work  

Age Salary     Employer / 
employee 
contribution 

Matching 
retirement 
credit 
contribution 

Fund 
balance     

Retirement 
credit 
account 
balance     

Notes 

25 R30 000 
p.a. 

R2 250 p.a.  2 250 p.a.  R0 0 Starts work 

35 R40 000 
p.a. 

R3 000 p.a.  3 000 p.a. R30 000 30 000 Changes job and 
cashes out entire fund.  
Retirement credits 
remain. 

45 R0 p.a. R0 p.a. 0 p.a. R25 000 75 000 Unemployed for a few 
years and cashes out 
retirement fund.  
Retirement credits 
remain. 

55 R60 000 
p.a. 

R4 500 p.a.  4 500 p.a. R50 000 125 000 Starts work again and 
makes contributions to 
retirement fund, 

65 R70 000 
p.a. 

R6 000 p.a.  5 025 p.a. R100 000 200 000 Retires.  Annual 
income in respect of 
retirement credits 
equals R18 000.  
Income replacement 
rate including SOAG 
equals ~50%. 

 

Preservation rules on contributions made by the employer or 

employees to default or approved funds will be the same as the 

preservation requirements for all other retirement fund contributions.   

 

Either current pre-retirement preservation rules, or the proposed pre-

retirement preservation rules issued by the Minister of Finance in his 

2013 Budget, would allow low-income workers to use their 

retirement funds as short-to-medium term savings vehicles.  This 

would be consistent with the higher liquidity needs of vulnerable 

workers.   

 

Formally, the liabilities in respect of retirement credits could be held 

in a single fund, which could also be the legal owner of any assets 

held in respect of the liabilities.  SARS would be the administrator of 

the fund.  The fund, which could be called the National Social 

Security Fund (NSSF) would be subject to regular actuarial 

valuations to monitor and report on the level of assets and liabilities 

and the effectiveness of the administration. 

 When workers die or retire 

It is suggested that SASSA pay the retirement credit account benefits 

due to individuals when they retire.  The NSSF could make over 
payment to SASSA in respect of these benefits, if the retirement 

Retirement contributions 

function as savings scheme 

for vulnerable workers 

SASSA pays benefits  
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credits are funded, or otherwise annual appropriations could be 

arranged.   

 

SASSA could combine the retirement income from the retirement 

credits with the State Old Age Grant into a single monthly payment 

for each retirement member.  Retirement credits could be converted 

to life annuities using actuarially-fair annuity prices which are 

community-rated and smoothed to ensure that short-term 

fluctuations in interest rates do not cause sudden changes in benefits 

for different generations.  The conversion rate could depend on the 

age at which individuals choose to retire, with retirement permitted 

from a certain age, say 55, onwards. 

 

Benefits will also need to be paid out when individuals who have 

retirement fund credits die.  These could be paid out as a lump sum, 

or as a short-term annuity, depending on the amount of the benefit.  
SASSA could also be made responsible for making these payments, 

or the payments could be made by the UIF alongside the existing 

UIF death benefits.   The NSSF could make a payment to SASSA in 

respect of these benefits. 

 Mandation 

Once these requirements are in place, all formally-employed workers 

or their employers could be required to contribute at least a 

minimum percentage of payroll into a retirement fund.   To ease 

administration, the mandate could be based on the same definition of 

income used for the calculation of UIF contributions.  The mandate 

could be capped at a certain income level, which could be the UIF 

earnings ceiling (currently R178 464 per year), or higher.  

 

To ease the transition to a mandated system for low income workers 

and their employers, this requirement should be phased in gradually.  

It could start at, say 3% of payroll and rise in stages to 10% or 15% 

of payroll within ten or fifteen years.  This way, workers will not see 

a decrease in take-home pay as a result of the introduction of the 

mandate.   

 

Contributions by employers or employees to existing retirement 

funds, and the matching contributions paid by the State would all 

count towards the minimum.  This will allow those employers who 

already provide retirement funds to their workers to continue to do 

so largely unaffected by these changes.   

 Technical issues 

This section deals with important but technical aspects of the 

proposal which will operate behind the scenes.  They will determine 

when, and how much, taxes will have to rise to meet the cost of the 

system, and how risk is shared between the members of the system 

and taxpayers.  The less generous the system, the less important they 

are.      

Smoothed actuarially-fair 

annuity prices at retirement 

UIF or SASSA pays death 

benefits 

Mandated retirement 

contributions based on UIF 

definition of income 

Mandate phased in to ease 

transition 

Existing retirement 

arrangements unaffected 
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The retirement credit accounts are a type of defined benefit pension 

fund that is popular in the US, called a cash balance plan.  Readers 

may be aware of defined benefit plans such as the GEPF, which 

define the benefit in terms of an income in retirement.  Cash balance 

plans, on the other hand, define the benefit in terms of a cash balance 

instead.   For members, a cash balance plan looks a lot like a bank 

account with an interest rate that goes up and down over time.  

However, like the GEPF, the assets backing a cash balance plan are 

not always equal in value to the liabilities, and the investment risk is 

not borne by members but rather by the sponsor of the plan – in this 

case the State.     

Technical design features include: the rate at which interest is paid 

on retirement credit accounts, the extent to which the State funds its 

liability in respect of these benefits, and how any assets backing the 

liabilities are invested. 

• The interest rate.  The rate at which interest is paid on 

retirement credit accounts should be easily understood by 

system participants, should be as transparent as possible and 

should share risk between beneficiaries and taxpayers in a 

way that ensures that the long-run benefits of the system are 

linked to the wider economy’s ability to pay for them.  One 

possibility may be to link the interest rate to some short-term 

historical average of nominal GDP growth, with a floor of 

zero, to ensure that the value of retirement credit accounts 

never falls.  This would protect the holders of retirement 

credit accounts from inflation and allow them to benefit from 

real growth in the whole economy without the volatility in 

asset values that comes from holding financial assets directly.  

It would also link the level of benefits to the ability of the 

economy to pay for them, preventing the State from locking 

itself in to paying benefits which are unaffordable in the long 

term. 

 

• Funding policy.  Funding refers to the extent to which the 

system holds financial and other assets in respect of the 

liabilities that are promised to members.  Possible funding 

levels for the retirement credit accounts range from fully 

unfunded, to fully funded on a projected benefit obligation 

basis.  An intermediate funding level could be full funding 

based on an accumulated benefit obligation basis.1  The 

greater the funding level of the system, the fewer costs are 

passed on to subsequent generations and the more likely the 

budgeting process is to accurately reflect the trade-offs 

between current and future consumption in the design of the 

system and the level of increases granted to account holders. 

 

1   The difference between the projected benefit obligation (PBO) and the 

accumulated benefit obligation (ABO) is that the former incorporates an estimate of 

the cost of future increases in current retirement credit account balances due to 

interest, while the second does not.  The latter is a fair reflection of the liability 

should the system close at any particular point; the former measures the obligation 

in respect of current account balances should the system continue to operate as 

anticipated indefinitely.  Either would be an acceptable measure of funding 

provided it is understood.      

Retirement credits are a 

‘cash balance’ defined 

benefit plan 

Interest rate on retirement 

credit accounts equal to 

nominal GDP growth 

Various funding levels for 

retirement credit accounts  
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Both of these would make the system more sustainable.  

Whatever funding level is chosen, the cost of making the 

matching contributions could be met out of the National 

Revenue Fund.  However, tax increases would be required 

over time to meet the contributions paid into the system or the 

benefits paid to workers from the system.   

 

• Investment policy.  If the system is funded, then the assets 

held in respect of the liabilities would need to be invested.  

There are various possibilities.  One, followed by the US 

Social Security system, is to invest the assets in specially-

issued treasury bills.  It is arguable whether this option 

represents funding, since it is unclear that Government or 

private spending would be affected by the level of liabilities of 

the system.  Another option might be to invest the assets 

exclusively in tradable government bonds, but to give a 

private-sector manager a mandate to manage the portfolio.  

This option would fund the system only to the extent that 

government incorporated these liabilities when it assessed 

compliance with its overall borrowing constraint.  A third 

option would be to invest the assets of the system in a broader 

range of financial assets, including local and foreign equities.  

This would require tax increases today to purchase the assets 

other than government bonds, but would lower future taxes 

required.  It would also mean that taxpayers were directly 

bearing investment risk if asset returns do not arise as 

expected.  

 Further steps 

Once the proposal as described above is up and running, several 

further steps could be implemented as described below.  

 

• Risk benefits.  Besides the payment of retirement credits when 

workers die, and the death benefits already paid by the UIF, 

the current proposal does not allow for risk benefits.  These 

are especially important and will be implemented in a second 

phase.   

 
Two possible avenues will be explored.  The first would be to 

pay risk benefits from out of the NSSF.  The easiest way of 

doing this would be to give retirement credits a higher rand 
value if individuals die than if they retire.  This value could 

also be made age related.  For instance, if someone died 

before the age of 30, each retirement credit could be given a 

value of R5, if they died after age 30 each retirement credit 

could be valued at R2 and if they died after age 50 each 

retirement credit could be given a value of R1.  This would 

substantially increase the cost of making the matching 

contributions.  Members could bear some of the additional 

cost by making the NSSF contributory.  An alternative 

approach would be to include risk benefits in the default and 
approved funds, but have some form of central fund to pool 

risks across the whole population. 

Options for investing assets 

held against retirement 

credit accounts 

Options for risk benefits 
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• Data exchange.  SARS should also implement a national 

member-level database of retirement balances in all retirement 

funds.  This would allow the NSSF to communicate with 

members through their existing retirement funds, and would 

assist individuals in keeping track of and consolidating their 

retirement funds and reduce the amount of unclaimed benefits.  

It would also allow a better targeting of retirement credits than 

is possible at the moment. 

 

 Compliance with principles 

Table 2 outlines how the proposal complies with the principles and 

objectives that were laid out.   

 

Table 2:  Meeting retirement system principles and objectives 

Criterion Discussion of how this proposal meets this objective 

Adequacy Depends on a trade-off with sustainability, based on the matching percentage 
and the ceiling level of matching contributions, as well as the growth that is 
awarded to retirement credit accounts, and the annuity price at retirement.  The 
State Old Age Grant and any income workers receive from their own 
accumulated contributions when they retire should also be considered when 
assessing adequacy. 

Sustainability Depends on a trade-off with adequacy, based on the matching percentage and 
the ceiling level of matching contributions, as well as the growth that is 
awarded to retirement credit accounts.  Sustainability is enhanced by three 
types of flexibility: the generosity of the match, the rate of interest granted to 
balances, and the way in which balances are converted into income when 
members retire.  These ensure fiscal sustainability under a wide range of 
possible demographic and economic outcomes. 

Existing system The proposal leaves the existing retirement system unchanged, except that it 
provides incentives for low-income individuals to participate in the system and 
proposes the creation of a contribution collection mechanism for small 
employers to increase cost-effectiveness and competition.  Most small 
employers and low-income employees do not participate in the existing system 
anyway. 

Uses existing 
institutions 

Most aspects of the system could be implemented by extending the functions 
of existing institutions rather than by creating new institutions. 

Consistent with 
tax system 

Individual and employer contributions made in terms of the proposal will be 
treated in exactly the same way as existing contributions for tax purposes.   
The matching contributions could be designed to improve the extent to which 
the existing tax treatment of contributions is redistributive. 

Incentives for 
formalisation 

Although the requirement to contribute to the existing system may increase 
informalisation, the fact that low-income individuals receive a matching 
contribution subsidy from Government should reduce this effect to some 
extent. 

Objectives of 
retirement 
reform 

Mandating participation in the retirement system is consistent with all the 
objectives of the retirement reform laid out by Government. 

Foundation for 
future social 
security reform 

The system is sufficiently flexible that if, at some future point, a comprehensive 
social security system is built, it could easily be incorporated into such a 
system. 

 

  

Member-level database of 

all retirement funds. 
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3. Modelling and parameterisation 

A key issue in the proposed approach is the trade-off between the 

adequacy of the benefits for members and the sustainability of the 

system from the point of view of the wider economy.    

 

The ILO provides a useful benchmark to measure adequacy: 

according to them, a worker who spends his working life earning 

less than the tax threshold should, at a minimum, earn a replacement 

rate of 40% of his pre-retirement salary after 30 years of work.  

 

We use the ILO standard on adequacy to determine an appropriate 

matching rate, and then use a long-term population and fiscal 

projection to assess the sustainability of matching contributions at 

this level.  Finally, we examine how the proposal affects the 

progressivity of the tax system. 

 Adequacy 

To assess compliance with the ILO standard, we only examine 

retirement income from the State Old Age Grant and the retirement 

credit accounts.  We exclude all retirement income in respect of an 

individual’s own retirement contributions.  This is on two grounds: 

rates of preservation for vulnerable workers are likely to be very 

low.  Further, retirement incomes from the private system are likely 

to be quite uncertain due to fluctuations in asset prices and interest 

rates.  The replacement rates we derive are conservative minimums. 

 

We assume that matching contributions will be paid by the State 

only on contributions to retirement funds up to a certain annual 

level, which will be set in relation to a reference contribution rate 

and the income tax threshold.  Based on a reference contribution rate 

of 15% and the 2014-2015 income tax threshold of R70 700, the 

maximum level of matching contributions would be R5 303 per year.  

 

Individuals who pay more contributions than the upper matching 

level, will receive the maximum amount of matching contributions 

until their retirement contributions reached some higher level, at 

which point their matching contributions would be phased out.  In 
fiscal terms, the expenditure saved by phasing the match out would 

currently be low, due to the highly skewed nature of the income 

distribution, but this may not always be the case. 

 

Adequacy is measured by accumulating retirement credits at a long-

run real GDP growth rate of 3% p.a., consistent with NT’s long-run 

assumptions.  A 30-year career is assumed.  The entire retirement 

credit balance is used to purchase an actuarially-fair annuity at age 

65.  Annuity prices are calculated using current mortality in 

retirement, long-run real interest rates of 2.5% and assuming 100% 

CPI increases in annuity payments. 

 

ILO minimum retirement 

benefit standard 

Only SOAG and retirement 

credit income used to 

assess adequacy 

Only contributions up to a 

threshold are matched with 

retirement credits 

Match phased out for high-

income workers 

Assumptions used in 

measuring adequacy 
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Figure 2 shows the relationship between replacement rates at 

retirement, aged 65, and the generosity of the contribution match, 

expressed as a percentage of income below the income tax schedule.   

 

Figure 2:  Minimum replacement rate for an individual who 

always earns below the tax threshold by contribution match 

percentage, 30 years contributions  

 
The worker is assumed to earn just under the income tax schedule in 

his last year of work.  This means that the graph shows the minimum 

replacement rate that a worker who earns less than the tax threshold 

for his entire working career will achieve.  Replacement rates will be 

higher for individuals who earn less than the tax threshold at 

retirement. 

 

The figure shows that a contribution match of at least 5% of income 

below the tax threshold would be needed to meet the ILO adequacy 

criterion, if the assumptions made in the modelling are borne out. 

 

Based on the 2014-2015 income tax threshold, the 5% match could 

be expressed in a number of ways.  For instance, it could be 

expressed as 100% of the first R3 530 of contributions in any tax 

year, or 67% of the first R5 303 of contributions each tax year. 

 

However, the following factors are important when thinking about 

adequacy: 

 

• The risk that working employees will not contribute, due to 

casualization or informalisation.  This is also called ‘low 
contribution density’.   The lower the contribution density, the 

higher the match rate would need to be to provide adequate 

benefits. 

 

• Lower growth in retirement credit balances than forecast due 

to lower long-run nominal economic growth.  The lower long-

run economic growth, the higher the match rate would need to 

be to provide adequate benefits. 

 

• Changes in interest rates or longevity.  While short-term 

fluctuations in these factors could be smoothed out, workers 
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themselves could bear some of the long-run risks by retiring 

earlier or later than planned. 

 

To allow for these risks, the system is modelled assuming that 

contributions are matched at 100% of the first R5 300 of 

contributions each tax year.    

 

Contribution rates at this level will result in replacement rates at 

retirement for someone who earns less than the tax threshold that are 

at least as large as those shown in Figure 3, if the assumptions of the 

modelling are borne out in practice.  The graph shows that around 20 

years of contributions should be enough – consistent with a 

contribution density of 50% over a 40-year working career – to meet 

the ILO minimum from state pensions alone. 

 

Figure 3:  Minimum replacement rate for an individual who 

always earns below the tax threshold by years of contributions 

 

 

 Sustainability 

Sustainability is assessed assuming that a 100% match is paid on 

employer and employee contributions up to R5 300 per year.  

Contribution density is assumed to be 50% for workers below the tax 

threshold, and 80% for workers above it.  If contribution density is 

higher, the match rate can be reduced to make the system sustainable 
without affecting adequacy. 

 

We also assume no phase-out of the matching contribution benefit 
for high-income workers: the modelling assumes that all workers 

earning more than the tax threshold receive the full contribution 

match.   In practice, the matching contribution will be phased out for 

high-income workers.  This will not affect the cost of the system 

very much because the earnings distribution is so skewed, and this is 

not assumed to change going forward. 
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Sustainability is measured assuming that the accrued benefits of the 

system are fully funded on what is called an “Accrued Benefit 

Obligation” basis.  This means that only the present value of benefits 

already promised are included in the stated liability; no allowance is 

made for the future growth of those benefits.  This is in line with the 

principle that only benefits already promised are guaranteed and that 

increases in benefits are paid subject to affordability.  This would be 

a minimum funding basis for the system to be regarded as funded.2   

 

Three measures of sustainability are: the development of the 

system’s liabilities, the new contributions required in order to ensure 

that the system is fully funded, and the value of cash benefits paid 

under the system, all expressed as a percentage of GDP. 

 

Figure 4:  Development of system balances and ABO liability as 

a proportion of GDP, 2014 - 2090 

 
Figure 4 shows that the total nominal account balance rises from 0 at 

system inception to around 16% of GDP by 2050, when the system 

reaches steady state.  Thereafter, the total nominal value of account 

balances falls as the new value of benefits being granted fail to keep 

pace with GDP (benefits are assumed to grow with prices, real GDP 

grows at 3% p.a.), and due to demographic change.  The ABO 

liability is around one third of the value of the system balances, 

reflecting the fact that a R1 balance in an account today is actually 

paid out when the individual dies or retires, which may only be in 

thirty or forty years’ time.   

 

The contributions required to keep the system fully funded on an 

ABO basis are shown in Figure 5, again as a percentage of GDP.  

Two types of contributions are shown – the contributions in respect 

 

2  The present value of the accumulated benefit obligation of the system liabilities is 

measured assuming a discount rate equal to the return on government bonds, 

reflecting the guaranteed nature of the benefits.  A more comprehensive measure of 

funding, called the “Projected Benefit Obligation”, would value the liability 

including some estimate of future increases in benefits due to bonuses granted 

between the current date and when the individual retires.  The discount rate used to 

value this non-guaranteed liability could then be higher to reflect some measure of 

the risk implicit in the benefits.  
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of new matching contributions to accounts (blue), which start at just 

under 0.25% of GDP, and fall gradually as wages fail to keep pace 

with GDP.  By far the bulk of the contributions (red) are in respect 

of interest paid on existing contribution matching account balances.   

 

Figure 5: New contributions as a proportion of GDP, assuming 

full funding on an ABO basis, 2014-2090 

 
 

These contributions, although larger on average, are much more 

flexible from a fiscal point of view, since they can be reduced in 

poor economic times and raised in good ones, meaning that they rise 

and fall naturally with tax revenues.  For instance, if GDP contracted 

in real terms by 3% in a year, and inflation remained at 6%, the 

contributions in respect of interest on existing balances would be one 

third of the level shown in the figure.   

 

Figure 6: Benefit payments as a proportion of GDP, or system 

cost assuming no funding, 2014-2090 

 
Figure 6 shows the actual benefits paid by the system – the death 

benefits paid are shown in blue, and the retirement benefits in red.  

Initially, most of the benefits paid are death benefits, but as the 

system balances build up, the balance swings in favour of retirement 

benefits.  The benefit payments peak as a percentage of GDP in 
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2055, at around 0.8% of GDP.  These values show what the system 

would cost if it were run on an unfunded basis, and represent real 

increases in fiscal outlays, which would need to be paid for by 

raising new taxes. 

 Consistency with tax system 

Under the proposal, the State will provide two types of support for 

retirement fund contributions: tax deductions and matching 

contributions.   For the State to provide more relative support to low-

income workers than it does to high-income workers would be the 

ideal.  This would mean that the graph in Figure 7 falls as income 

rises.  A 100% match on contributions in respect of low incomes 

means that the State pays 50% of the total contributions made to 
retirement funds in respect of those incomes. 

 

Figure 7: Proportion of total contributions to retirement funds 

paid by Fiscus through either a contribution match or a tax 

subsidy 
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