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Is our pension system viable?
Rafael Doménech
  
      The persistent Social Security deficit and the continuous tapping of the Reserve Fund, which has
dropped 62% from the 66.8 billion of 2011, has spurred another intense debate about the viability of Spain’s
pension system.  
Let me start by saying that our pension system is viable, but we need to keep making major changes to it.
First, we need to sustain our recovery so we can cut the deficit. With an unemployment rate of 20%, the
system’s revenues are way below those generated in a normal cycle. Second, we must eliminate the current
structural deficit, which will not disappear with a recovery without additional reforms. After factoring
uncertainties into the calculation, we believe a reasonable estimate of the structural deficit in 2015 would be
11 billion. Third, it is vital that long-term revenues and expenditure grow at the same pace, so that the
structural deficit doesn’t rise again. This is the biggest challenge. 
Current forecast indicate that the number of pensions will rise from 9.4 million in 2015 to 15.0 in 2050, with
annual growth rates increasing from the current 1.2% to 1.8% in 2035, and then grow by less than 1% as of
2045. Furthermore, the new pensions are usually higher than those leaving the system. In the last few years,
this effect has led spending to rise by around 1.6%, nearly double the average productivity growth of the last
two decades (0.85%). If we assume that this effect will gradually fall to 0.8%, the annual increase in
spending in real terms would stand at over 2.5% up to 2040. 
As the pension system’s revenues grow over the long term at the same pace as GDP, it would be necessary
for its real growth to stand at over 2.5% in order to finance the increase in spending over the next few
decades. Obviously, the best solution would include structural reforms that boost employment and
productivity. But what would happen if GDP growth doesn’t reach 2.5%? In that case, we would basically
have to options: ensure revenues outpace GDP until they equal spending or reduce spending growth to
GDP. Either of these is perfectly in line with the Pension Revaluation Index approved in 2013. 
Cutting pension spending growth would not prevent improvements in minimum pension payments or the
purchasing power of the average pension. However, by cutting spending growth at a slower pace than
average wage  growth to keep the deficit from growing, the generosity of the system, measured by the
average pensions in relation to  average wages (or benefit ratio), would diminish progressively. According to
the 2015 Ageing Report from the European Commission, Spain’s benefit ratio (65.4%) in 2013 was the
second highest in the EU and 23 points above the average of the eight most advanced countries (42.4%).
The problem is that maintaining the benefit ratio is even more challenging than ensuring the system’s
sustainability. Unless the number of people paying into the system grows at the same rate as the number of
pensioners, reaching the unlikely figure of 27 million contributors in 2050, the only option is to cut the benefit
ratio or increase taxes.  
Closing the gap between pension revenue and spending through taxes, while maintaining the benefit ratio,
would be a very tough pill to swallow for taxpayers as it would be necessary to keep raising the rate on the
taxes earmarked for pensions. Apart from the distorting effects on growth and employment, this alternative
would require the transfer of ever greater income from the active population to pensioners, increasing the
burden for future generations and reducing the amount paid into the system.
In short, the dilemma is evident: either we must maintain the current generosity of the system through higher
taxes on future generations or gradually converge toward more sustainable generosity, as we have seen in
more advanced European countries whose populations have aged before ours, thereby  avoiding an
intergenerational imbalance and learning from them how to modernize our welfare system. All this should
lead us to converge as soon as possible with a distribution system based on transparency and incentives in
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notional accounts (individual). Additionally, the more progress made in reforms that boost employment and
productivity, the more manageable the dilemma will be. Spanish society must be aware how difficult it is to
ensure decent and sustainable pensions, as well as the implications derived from choosing certain solutions
over others when there is no such thing as a free meal.
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,

regarding its accuracy, integrity or correctness.
Estimations this document may contain have been undertaken according to generally accepted methodologies and should be

considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic context or

market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of

any kind.
In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in the information contained in this document. Those persons or entities
offering investment products to these potential investors are legally required to provide the information needed for them to take an

appropriate investment decision.
The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.
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