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The Pension Program: A Good Deal or A Heavy Burden? 
7 April 2015, Steven Tanner, Actuary, tancho@pacific.net.id 
This is the English version of the Pension article published on 6 April 2015 in Indonesian edition of Tempo Magazine. 
 
 
In just a few months from now, on 1 July 2015, the Pension program mandated by Law No. 40/2004 
on National Social Security System (SJSN Law) will be implemented by the Social Security 
Administering Body known as BPJS Workers. 
 
Like many countries around the world, Indonesia believes the State must provide a minimum of 
income security to formal sector workers that have retired. SJSN Law stipulates a defined benefit 
(DB) program financed by employers and participants but does not determine the level of benefits 
or contributions and does not stipulate the pension age at which benefits become payable. 
Whatever the agreed level it may have a significant impact on all workers take home pay.  
 
The challenge is to design an optimal pension program that is adequate, sustainable, affordable, and 
equitable while meeting appropriate standards and complying with the Law. At this point, Indonesia 
enjoys more freedom in the design of a new social security system than many countries that have to 
go through a painful reform process. It is not burdened by a legacy of entitlements and precedents. 
Even though local conditions require local solutions, Indonesia can take advantage of lessons 
learned from other countries. International experience shows the key policy options are (1) the level 
of benefits targeted: the income replacement rate; (2) the pension age: it determines the 
dependency ratio; and (3) the financing method: to optimize the socio-economic impacts. 
 
 
Level of benefits 
 
The current target is a pension of 1% of wages per year of participation up to a maximum 
replacement rate of 40%. This % matches the International Labor Organization adequacy target for 
the ratio of an individual’s average pension to wages prior to retirement. It is in addition to other 
sources of income like the Old Age Savings program and the Severance Pays under Law No. 13/2003 
on Labor. 
 
The wage base for calculating the pension is a key issue. SJSN Law elucidation refers to last wages 
but it is inappropriate for a public program portable from employers to employers. The moral hazard 
would be too high and it will be asking the low paid to subsidize those that will higher wages 
increases. Many countries use a DB Indexed Career Average (ICA) formula to achieve fairness. It 
means each year salary is revalued (using certain economic parameter) to maintain its relationship 
to average national wages. That formula eliminates problems of interruptions or part time work 
where the matching of contributions with duration would be difficult to control. As the ICA reflects 
actual earnings from all years of participation it acts as an incentive to making the contributions. 
Thus that all participants are treated equitably, the moral hazard and the financial risks are 
eliminated. Please see Appendix 1: Comparison of Final Pay and ICA. 
 
Experience suggests that fairness requires the capping of eligible wages because people reaching 
higher earnings will enjoy higher longevity and would otherwise be cross-subsidized by lower paid 
participants. A high maximum would not change the benefits accruing to those earnings less (which 
are the majority of the workforce) but create equity issues. The adequacy objective initially is 
poverty alleviation, thus a low maximum is deemed appropriate. Higher paid workers can seek 
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complementary coverage through privately sponsored program or financial institution pension fund 
for wages in excess of the maximum. 
 
In Indonesia in 2014 we have about 90% of the formal workforce squeezed between minimum 
wages and about 2 times of non-taxable income, or say around Rp 5 million. The contribution base 
for the BPJS Health is capped at about Rp 4.725 million so it is not unreasonable. A low maximum 
reduces the burden on business units since contributions are payable on less than 100% of the 
payroll. 
 
 
Pension age 
 
The pension age is a key cost driver because of the impact on future costs of the dependency ratio. 
That ratio is defined as the number of workers receiving a pension compared to the number of 
active contributors. For a given year that ratio will depend on the applicable pension age and the 
demographic evolution of Indonesia labor force. Indonesia like many countries is ageing and life 
expectancy is increasing. Therefore, an obvious way to control costs is to increase the pension age 
to stabilize dependency ratios. High ratios will impact the productivity of the whole economy not 
only the sustainability of the pension program. 
 
Increasing the pension age has been a tough political challenge that many countries avert by linking 
it to longevity. Indonesia should use the opportunity of a new program to pre-empt future political 
difficulties by stipulating an automatic formula to increase pension age gradually in line with 
longevity. Scheduling pension age increases as a pre-set 4 months per year would be safer. Current 
pension ages are much too low and cannot be changed rapidly but should not be further 
entrenched. The pension ages of advanced economies, a status Indonesia aims for, are already at 65 
and set to move to 67 and 68 in many countries. At 4 months per year starting from 2015 at age 56, 
the pension age would reach 65 only close to 2050. 
 
Pension age defines only the age of entitlement to a public benefit not actual retirement from the 
workforce. A participant leaving a particular employer could later participate as employee of 
another employer and resume contributions. A participant could thus manage the start of his or her 
pension at the date of his or her own choice. 
 
 
Financing paths 
 
The financing method is how to translate long-term costs into monthly contributions. Pre-funding is 
mandatory for privately sponsored programs to ensure the delivery of the promised benefits in case 
of bankruptcy, sales, mergers, termination or incapacity to pay of the employer. Sponsors that are 
sovereign governments are not subject to pre-funding requirements because of the presumption of 
indefinite continuation. 
 
Contrary to expectations, pre-funding does not always reduce the financing burden. If the rate of 
increase of salaries is higher than the rate of return on assets in real terms, pre-funding increases 
the burden. This is currently the case in Indonesia. So a high contribution rate would be a non 
necessary burden. Many sovereign governments around the world do not prefund or use partial or 
target funding, as may be deem optimal for them, especially if the level of benefit is low and reflects 
an objective of poverty alleviation, rather than individual wealth accumulation. A socially oriented, 
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more redistributive program can be seen as a public good that is more in compliance with the 
objective of SJSN Law. 
 
Pay as you go (PAYG) financing rates can be determined with reasonable accuracy being driven by 
demography where the rate of change is slow and highly predictable. As the PAYG rate will follow 
closely the costs, the accumulation of assets will be limited reducing the exposure to market risks, 
inflation, leakage, and mismanagement. 
 
Given the 15-year eligibility period for pensions and the current circumstances in Indonesia, a PAYG 
rate starting between 1% and 2%, increasing gradually to reach 3% when pensions become payable 
in 2030 and between 4% and 5% by 2050, is sufficient for financing the benefits and building up a 
stabilization or contingency fund. Such a graded rate puts less stress on employers, workers and 
self-employed labor costs already impacted by new health contributions of 5% as well as the 5.7% 
and 7% to 8% contributions to the mandatory Old Age Savings and Severance Pay programs 
respectively. A gradual financing leaves more money free to be allocated competitively and with 
flexibility to develop productive capacity and enhance the performance of the economy. 
 
Obviously if initial contributions are lower, future contributions must be higher. A key question is 
can it be bounded? The answer is yes. If the pension age is taken as 60 the dependency ratio in 2015 
is about 15.7% (based on UN projections for Indonesia), then the payouts would be about 6.28% 
(40% x 15.7%). Actual costs will vary with actual participation to the program and the demographic 
evolution. Please see Appendix 2: Pension age and old-age dependency ratio. 
 
In order to stabilize the dependency ratio at around 20% the pension age would need to reach 65 
before 2050. PAYG rates cannot spiral up out of bounds unless dependency ratios were allowed to 
become unsustainable for the national economy – the whole country collapse, not just pension 
program: “A country cannot become more prosperous by paying a greater number of its citizens not 
to work”. Long term sustainability rest on short term sustainability: we must not overburden the 
enterprises that are today building the economic capacity to meet future needs of the old age 
segment. 
 
The equity between generations cannot be measured within the narrow bounds of the pension 
program as the future generations inherit infrastructure, schools, hospitals, intellectual property, 
equipment, technology, etc. from preceding generations. Slow increases in contributions will be 
easier to absorb in parallel to a rising GDP per Capita. The program as described above provides 
Indonesia workers with a cost efficient and fair social security program while avoiding the exposure 
to risks that have been a source of difficulty in many countries. 
 
The key purpose of BPJS is to provide income security in old age at minimum costs and minimum 
negative effects on the economy. It must not become a financial institution aiming at accumulating 
high assets that are not necessary for the solvency of the program. Money is not free because there 
is an opportunity cost in allocating money between priority needs. Money is scarce, it needs to be 
spent wisely and efficiently! 
 
 

*****
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Appendix 1 
 

Comparison of Final Pay and Index Career Average (ICA) 
 

Age Year Individual Actual Pension Age Actual Index
Earnings Monthly Benefit Monthly Before After
Increases Earnings 1.0% Earnings Index Index

A B C D E A D F G H
50 1 1,000.0 10.0 50 1,000.0 10.0 10.0
51 2 5.0% 1,050.0 21.0 51 1,050.0 7.0% 10.5 21.2
52 3 7.0% 1,123.5 33.7 52 1,123.5 7.0% 11.2 33.9
53 4 9.0% 1,224.6 49.0 53 1,224.6 7.0% 12.2 48.5
54 5 10.0% 1,347.1 67.4 54 1,347.1 7.0% 13.5 65.4
55 6 12.0% 1,508.7 90.5 55 1,508.7 7.0% 15.1 85.1
56 7 8.0% 1,629.4 114.1 56 1,629.4 7.0% 16.3 107.3
57 8 11.0% 1,808.7 144.7 57 1,808.7 7.0% 18.1 132.9
58 9 7.0% 1,935.3 174.2 58 1,935.3 7.0% 19.4 161.6
59 10 12.0% 2,167.5 216.7 59 2,167.5 7.0% 21.7 194.6

Final Pay Index Career Average (ICA)
Pension Benefit

 
 
 
From the above table, it can be seen that at age 55, the pension benefit under final pay = 1% x 6 x 
1,508.7 = 90.5 (column E). While under ICA = 65.4 x (1 + 7%) + 1% x 1,508.7 = 85.1 (column H) 
 
To demonstrate the effect of doubling one’s earnings just before retirement, 2 x 1,935.3 = 3,870.5. 
We can see that under final pay, the pension benefit = 1% x 10 x 3,870.5 = 387.1, an increse of 
178.6% (387.1 / 216.7). Under ICA = 161.6 x (1 + 7%) + 1.0% x 3,870.5 = 211.6, an increase of only 
8.8% (211.6 / 194.6). 
 
Comparison of pension benefits for various definition of earnings is shown in the following table: 

 
Definition of Monthly Service Pension Ratio R/R
Earnings Earnings Benefit

1.0%

Final pay 2,167.5 10.0 216.7 100.0% 10.0%
Average 3 years 1,970.5 10.0 197.0 90.9% 9.1%
Average 5 years 1,809.9 10.0 181.0 83.5% 8.4%
Career average 1,479.5 10.0 147.9 68.3% 6.8%
ICA 194.6 89.8% 9.0%  
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Appendix 2 
 

Pension Age and Old-age Dependency Ratio 
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United Nations: World Population Prospects: The 2012 Revision, Both Sexes Combined, Medium Fertility, 2011-2100 - INDONESIA  
 
 
In order to stabilize the old-age dependency ratio at around 20%, the pension age would need to be 
adjusted upward, as shown in the following table: 
 

Indonesia Old-age Dependency Ratio 40.0% TPP
Year Ratio (55) Ratio (60) Ratio (65) Ratio (70) Ratio (75) Year Ratio (55) Ratio (60) Ratio (65) Ratio (70) Ratio (75)
2015 25.6% 15.7% 9.4% 5.5% 2.9% 2015 10.2% 6.3% 3.8% 2.2% 1.1%
2020 29.8% 18.4% 10.7% 5.9% 3.0% 2020 11.9% 7.4% 4.3% 2.4% 1.2%
2023 32.6% 20.3% 11.9% 6.5% 3.3% 2023 13.0% 8.1% 4.8% 2.6% 1.3%
2025 34.6% 21.6% 12.8% 6.9% 3.4% 2025 13.8% 8.6% 5.1% 2.8% 1.3%
2030 39.5% 25.2% 15.2% 8.4% 4.0% 2030 15.8% 10.1% 6.1% 3.4% 1.6%
2035 44.8% 29.3% 18.1% 10.2% 5.1% 2035 17.9% 11.7% 7.2% 4.1% 2.0%
2040 50.4% 33.3% 21.2% 12.3% 6.3% 2040 20.2% 13.3% 8.5% 4.9% 2.5%
2045 53.5% 37.4% 24.0% 14.4% 7.7% 2045 21.4% 15.0% 9.6% 5.8% 3.1%
2050 56.4% 39.5% 26.9% 16.4% 9.0% 2050 22.6% 15.8% 10.8% 6.6% 3.6%
2055 60.5% 41.5% 28.2% 18.4% 10.3% 2055 24.2% 16.6% 11.3% 7.3% 4.1%
2060 65.7% 44.6% 29.7% 19.2% 11.6% 2060 26.3% 17.9% 11.9% 7.7% 4.6%
2065 72.1% 48.7% 32.1% 20.3% 12.1% 2065 28.8% 19.5% 12.8% 8.1% 4.9%
2070 76.2% 53.7% 35.4% 22.2% 12.9% 2070 30.5% 21.5% 14.2% 8.9% 5.2%
2075 79.8% 57.0% 39.4% 24.8% 14.4% 2075 31.9% 22.8% 15.8% 9.9% 5.8%
2080 83.3% 59.8% 41.9% 27.9% 16.4% 2080 33.3% 23.9% 16.8% 11.2% 6.6%
2085 86.8% 62.3% 43.9% 29.8% 18.7% 2085 34.7% 24.9% 17.6% 11.9% 7.5%
2090 89.9% 64.8% 45.7% 31.1% 19.9% 2090 36.0% 25.9% 18.3% 12.4% 7.9%
2095 92.5% 67.0% 47.4% 32.3% 20.7% 2095 37.0% 26.8% 19.0% 12.9% 8.3%
2100 94.6% 68.9% 49.1% 33.6% 21.5% 2100 37.8% 27.6% 19.6% 13.4% 8.6%

United Nations: World Population Prospects: The 2012 Revision, Both Sexes Combined, Medium Fertility, 2011-2100 - INDONESIA

PAYG Rates

 
 
 


