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Preface

THE WORLD BANK IS ACTIVELY ENGAGED in supporting pension policymak-
ers worldwide. As part of this ongoing effort, in 1994 the Bank published
Averting the Old Age Crisis, a book that reflected a massive research effort
on the economics and political economy of pension reform. Recently, the
Bank launched the “Pension Primer” to help governments design and
implement reforms. The Bank’s Pension Reform Options Simulation Toolkit
(PROST), which is used in more than 50 countries, has become a standard
actuarial software for quantitative analysis.

Given the impact of the multipillar approach proposed in Averting the
Old Age Crisis—and the diversity of its implementation—the fifth anniver-
sary of the book seemed a particularly auspicious moment to reexamine
both the evidence and the thinking on pensions and retirement security.
When the Bank convened the New Ideas about Old Age Security confer-
ence in September 1999, its purpose was to summarize developmenits in
pension reform that had taken place in the late 1990s so that they could be
incorporated into the second-generation reforms many countries were
contemplating. The selected and revised conference papers comprising
this book represent a sample of the most recent thinking in the global
debate over pension reform.
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Introduction

Robert Holzmann and Joseph E. Stiglitz

POLICYMAKERS ACROSS THE GLOBE are struggling to adapt their pension sys-
tems to the reality of aging populations, globalization, and tightening bud-
gets. The World Bank is actively engaged in supporting these policymak-
ers, from helping them to identify the economic and demographic
challenges facing their countries to highlighting potential policy respons-
es and providing implementation support.

Averting the Old Age Crisis, published in 1994, advocated a multipillar
approach to pension reform. The multipillar system includes an unfund-
ed mandatory pillar, a funded mandatory pillar, and a voluntary private
pillar. The book was influential in focusing the minds of policymakers
worldwide and in providing support to politicians who have thought
independently in the same direction. This led to a spread of multipillar pen-
sion systems, which many countries throughout the world have adopted,
including Argentina, Bolivia, Columbia, Hungary, Kazakhstan, Latvia,
Poland, Sweden, and Uruguay.

As it emerged, the World Bank’s multipillar pension reform approach
became a benchmark rather than a blueprint, and the World Bank has sup-
ported different approaches in different countries despite the perception
that it favors a specific approach (Holzmann 2000). For example, in
Lithuania, the World Bank helped the government fashion and implement
a relatively modest pay-as-you-go scheme with a redistributional formu-
la; continues to work with the government in developing the regulatory
framework for voluntary supplementary schemes; and has left to the future
the decision of a mandatory funded pillar. The Bank suggests a similar route
for the old Bulgarian, the young Korean, and the nascent Thai unfunded
schemes. In Latvia the reform has taken the path of a notional defined con-
tribution system, with a very modest funded add-on under preparation. In
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Hungary and Poland, the mandatory funded component will deliver about
one-third to one-half of the total replacement rate. In Kazakhstan the
reform completely replaced the pay-as-you-go scheme with a funded
scheme, and Bolivia, Mexico, and Peru are adopting a similar approach. The
reforms in Argentina and Costa Rica favor a two-pillar approach.

Given the impact of the proposed multipillar approach and the diver-
sity in its implementation, the fifth anniversary of Averting the Old Age Crisis
seemed a particularly auspicious moment to reexamine the evidence and
thinking on pensions and retirement security. While helping countries to
design and implement pension reforms, Bank staff encountered many
issues that required looking anew at basic old questions and addressing
many new ones. The 1999 conference, New Ideas about Old Age Security,
and this resulting volume examine global issues on pension reform that help
putin perspective three major sets of pension reform questions.

A first set of questions deals with generic issues that concern policy-
makers worldwide, almost independently of approaches to reform. Perhaps
most prominent but also least understood are the economic policy ques-
tions regarding the economic circumstances that are most conducive to the
initiation of a reform and to its eventual success. Equally important are
questions relating to the coverage of the labor force under a reformed sys-
tem. While it was expected that a reformed system would induce workers
in the informal sector to join the formal sector (since distortions were pre-
sumably reduced), these expectations have not been realized in most
instances. Other questions concern the distributive effects of reformed sys-
tems with respect to generation, income group, and gender.

A second set of questions is linked with a move toward funded provi-
sions under a multipillar approach. The high administrative costs of pri-
vately managed, defined contribution accounts (also referred to as individual
accounts) in many countries figure prominently in the academic and polit-
ical discussion. A related set of concerns involves the cost of annuitizing
accumulated assets upon retirement. In addition, the recent global finan-
cial crisis has focused attention on the problems of income security under
individual account systems, especially when funds are invested in high-
volatility markets. As a result of such volatility, the replacement rate (dur-
ing retirement) for a given contribution rate (during a working career) may
differ substantially among individuals contributing and retiring at differ-
ent times.

A third set of questions concerns the multipillar reform approach itself.
A wide consensus has emerged inside and outside the World Bank about
the multipillar framework, and it now includes the International Labor
Office, which in the past has been rather cautious on the topic (Gillion 2000).
But that consensus does not extend to several key issues regarding how the
framework should be implemented in practice. The first issue relates to the
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size of the second pillar and, indeed, whether a mandated, second, fund-
ed and privately managed pillar is needed at all. Can a reformed first,
unfunded pillar and a third pillar with funded but voluntary (and, perhaps,
tax-preferred provisions) achieve the objectives of a sustainable and equi-
table pension system? Another issue involves the nature of the second pil-
lar. While it has widely been assumed that the second prefunded pillar
should be privately managed, the large transaction costs, difficulties of reg-
ulating private providers, lack of sophisticated financial education evenin
advanced countries, and existence of efficient public trust funds (for exam-
ple, in Denmark and the United States) have led some observers to urge con-
sideration of a publicly managed second pillar. Other observers note the
far-from-stellar performance of publicly managed funds in most other
countries that have them. There are also questions about the first pillar: most
importantly, how can pension systems create a sustainable unfunded pil-
lar? Several countries are undertaking experiments with notional defined
contribution schemes, in which workers have individual “accounts” with-
in a pay-as-you-go system.

In many of these areas, a key question is whether we should examine
average experience or best practices. Can developing countries learn from
those that have had the most successful experiences in managing public
trust funds or in reducing administrative costs on individual accounts? Or
are the problems associated with public malfeasance on the one hard, or
administrative costs on the other, inherent in public or private approach-
es respectively? What is inherent and what is avoidable?

This introduction provides a short summary for each of the chapters in
the volume and concludes with a discussion of policy issues—the main
areas of agreement and disagreement—and on areas requiring further
research.

The Costs and Benefits of a
Privately Managed Second Pillar

The first chapter, written by Peter Orszag and Joseph Stiglitz, provides an
overall perspective on pension reform issues and delineates a series of
myths that the authors claim have been used to advocate one specific
approach to multipillar reform. The authors argue that policymakers have
too often interpreted the multipillar system as requiring that the second,
funded pillar entail private management and defined contributions (an
“individual account” approach). In contrast, Orszag and Stiglitz defend a
more expansive view of the second pillar, involving public (as well as pri-
vate) management and defined benefit (as well as defined contribution)
funded plans.
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Orszag and Stiglitz emphasize four distinct aspects of pension reform
that are often combined in privately managed, defined contribution pen-
sion systems: (i) privatization, in which a privately managed pension sys-
tem replaces a publicly run one; (ii) prefunding, which entails the accumu-
lation of assets against future pension payments;! (iii) diversification, which
involves allowing investments in a variety of assets, rather than government
bonds alone; and (iv) defined benefit versus defined contribution plans, which
concerns the assignment of accrual risk to the sponsor or individual work-
er, respectively. The key point, according to Orszag and Stiglitz, is that any
combination of these four elements is possible, and that individual account
proposals typically wrap them all together rather than allowing a choice
on each component separately.

The authors also highlight the importance of clarifying which elements
of any pension system are inherent to that specific system and which ele-
ments are merely common in how that system has been implemented in
practice. Comparing an idealized version of individual accounts to an as-
implemented version of public, defined benefit plans is not likely to prove
insightful, yet many discussions of individual accounts do just that. It
would be better to determine which elements of public, defined benefit sys-
tems are inherent and which reflect less-than-optimal implementation and
then factor out the latter before undertaking the comparison to a similarly
“optimized” privately managed, defined contribution system.

The chapter by Orszag and Stiglitz emphasizes that in evaluating the
effect of pension reform, initial conditions are important. In particular, one
must be careful not to confuse the issue of whether a shift to individual
accounts would be socially beneficial with the separate issue of whether,
in a tabula rasa sense, an individual account system would have been
preferable to a public, defined benefit system in the first place. For many
countries, initial choices have largely been made, and it makes little sense
to ignore those decisions in analyzing pension reforms.

The chapter then discusses 10 of the myths that Orszag and Stiglitz
believe are present in many discussions of individual accounts. Underlying
their analysis of these myths is the role of incentives and behavior at the
individual and macro levels. For instance, the relationship between what
an individual contributes (whether under an individual account or under
a standard public program) and the benefit received primarily determines
work incentives. It is this relationship, not whether the system is funded
or not, publicly run or not, that matters most for labor market incentives.
To be sure, under many public, unfunded programs, the relationship
between contributions and benefits distorts incentives.

Despite this disadvantage, public programs typically incorporate impor-
tant elements of insurance, which, while they may deleteriously affect
incentives, have generally had markedly positive welfare benefits in and
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of themselves. If markets worked well (and insurance markets are notori-
ously imperfect), individuals might actually choose to purchase the insur-
ance provided by public plans, which would affect their behavior just as
the publicly provided “insurance” does. For example, individuals may not
know when they will be unable to work effectively—not so disabled that
they qualify for public disability, but with a declined productivity that
diminishes the pleasure they receive from the work, which then affects their
choice between leisure and work. Many workers may want to purchase
insurance against this risk. But currently, while social insurance provides
some insurance of this type, most private markets do not. Removing some
of the insurance provided under public plans may increase labor supply,
but the objective of public policy is to maximize social welfare, not to max-
imize work. Eliminating insurance components that limit labor supply
may not necessarily enhance welfare, particularly when broader distribu-
tional concerns enter the analysis. A careful delineation of the underlying
reasons for government programs—including an analysis of the underly-
ing market failures—is therefore not only essential in designing pension
reforms, but may also suggest complementary reforms (such as in capital
markets and their regulation or in the government provision of insurance,
for example, through indexed bonds or disability insurance).

The authors conclude that the debate over pension reform would ben-
efit substantially from a more expansive view of the optimal second pillar,
which should incorporate well-designed, funded, public, defined benefit
plans. Such a perspective would allow policymakers to weigh appropriately
all the trade-offs they face, including private versus public systems; pre-
funding versus not prefunding; diversification versus nondiversification;
and defined contribution versus defined benefit pension plans.

The commentators on the Orszag-Stiglitz chapter hold markedly dif-
ferent positions. Peter Diamond of the Massachusetts Institute of
Technology agrees with all 10 myths in the chapter; he writes that the “the
economic and political advantages of defined contribution individual
accounts have been exaggerated.” He goes on to add an 11th myth, that
defined contribution schemes are often claimed to be more “transparent”
than defined benefit schemes.

Robert Holzmann of the World Bank, in contrast, argues that the myths
were misleading because of the way in which they were formulated and
because many of the issues have been long recognized within and outside
the Bank. He points cut that since the publication of Averting the Old Age
Crisis, countries and the World Bank have progressed in their thinking and
pension reform implementation, which already reflect the differentiation
and sophistication that Orszag and Stiglitz claim should exist in the field.

Estelle James of the World Bank starts by emphasizing the substantial
shift toward consensus on many points, including the desirability of some



6 NEw IDEAS ABOUT OLD AGE SECURITY

degree of prefunding, the recognition that prefunding is a different concept
than privatization, and that we should look at systems in practice, not only
systems in theory. She then notes several points of disagreement with the
Orszag-Stiglitz chapter, particularly with regard to the political economy
judgements that underlie some of the so-called myths. In effect, she agrees
with Orszag and Stiglitz that the World Bank indeed has a specific per-
spective on how to undertake pension reforms but stresses that sufficient
evidence exists to support that position.

Axel Borsch-5upan from the University of Mannheim argues that the
core question is whether prefunding should be done publicly or private-
ly. The fundamental disagreement in the debate, according to Borsch-
Supan, involves the decisions regarding which choices to leave to the peo-
ple and which choices the government should undertake on their behalf.

Salvador Valdés-Prieto from the Catholic University of Santiago de
Chile focuses on the differences between pension reform in the advanced,
industrialized economies and developing economies. For the latter, he
argues that the standard interpretation of Averting the Old Age Crisis—that
the second pillar should include a privately managed, defined contribution
scheme—is still valid.

New Approaches to Multipillar Pension Systems

The chapter by Louise Fox and Edward Palmer begins with a brief survey
of pension reform developments since the publication of Averting the Old
Age Crisis and concludes that the late 1990s was a period of blossoming
innovation. The largely unfunded debt of pay-as-you-go systems is chal-
lenging countries with very diverse historical backgrounds to find solutions
to financing income support for their aging populations in the coming
decades. They are retooling single-pillar, defined benefit schemes to meet
these challenges.

The chapter identifies three major emerging trends in pension reform in
the 1990s. First, countries are modifying pay-as-you-go systems to strength-
en the links between contributions and benefits, increase full-benefit pen-
sion ages, and phase out seniority arrangements and special privileges. The
notional defined contribution system is the newest tool to achieve this
goal, and countries in Western Europe (Italy and Sweden) and those with
economies in transition (China, the Kyrgyz Republic, Latvia, Mongolia, and
Poland) have adopted this approach. Second, privately managed individual
account systems are growing,. Third, countries with large pension debts are
finding it difficult to finance a transition to more funding. These countries
are not aspiring to full funding but instead are retaining pay-as-you-go
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systems indefinitely. Emerging reform issues identified in the chapter
include (i) how to hold down the administrative costs of privately managed
financial account systems, (ii) how to assign risks ex ante, and (iii) what low-
income countries should do.

The Political Economy of Structural Pension Reform

The chapter by Estelle James and Sarah Brooks examines the political econ-
omy of shifting from a publicly managed, pay-as-you-go, defined berefit
system to a system that includes defined contribution, funded, privately
managed pillars. In particular, the chapter examines the connection between
preexisting conditions in a country and the probability of adopting such a
multipillar system.

The chapter addresses three central questions: (i) How have political and
economic forces influenced the probability of adopting a multipillar sys-
tem with individual accounts? (ii) How have these various factors influ-
enced the nature of reform, especiaily its public-private mix? (iii) How have
reforming countries overcome resistance from powerful interest groups?
The authors use quantitative analysis to answer the first two questions, and
they use qualitative case studies of a smaller number of reforming coun-
tries in Latin America and the transitional economies to address the third
question.

The authors conclude that factors such as cultural, linguistic, and geo-
graphic proximity to countries that have already reformed their pension
systems play a key role in explaining how multipillar reform ideas diffuse
across countries; that the existence of private financial organizations (such
as funded voluntary pension plans) signals institutional interests that
speed the adoption of a funded, mandatory, private pillar; and that a large
implicit pension debt raises the prominence of pension reform on the polit-
ical agenda but also reduces the probability of adopting a multipillar sys-
tem with individual accounts.

The Regulatory Framework for Pension Funds

The increasing role of private, funded systems in the provision of retirement
income has led to an increasing interest in the analysis of regulatory and
supervisory frameworks in the pension industry. The chapter by Roberto
Rocha, Richard Hinz, and Joaquin Gutierrez reviews the regulatory frame-
work for pensions across countries and examines whether there is scope
for improvements in regulation and supervision.
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In carrying out its analysis, the chapter also briefly examines the regu-
latory framework for banks and whether lessons from bank regulation can
apply to pension regulation. Banks and pension funds are different in
many ways, but the authors argue that such an analysis is still insightful—
especially because the regulatory framework for the banking system has
evolved in response to episodes of crisis and by regulators’ efforts to avoid
future crisis. Given the increasing role of private pensions and the need to
ensure the safety of the industry, it is natural to ask whether there are
aspects of banking regulation and supervision that could be applicable to
pensions. Rocha, Hinz, and Gutierrez conclude that there are possible
lessons from banking regulation in the area of guarantees, portfolio diver-
sification, and the structure and techniques of supervision.

The chapter also notes that bank supervision has been shifting from a
basic inspection of compliance with quantitative regulations to a more
general assessment of the quality of risk management in banks. Pension reg-
ulators could learn from this experience.

Managing Public Pension Reserves:
Evidence from the International Experience

The chapter by Augusto Iglesias and Robert Palacios investigates an impor-
tant issue of the international pension reform discussion, namely the suc-
cess or failure of public management of public pension reserves. Many pen-
sion schemes mandated by governments have accumulated large reserves,
reaching more than 50 percent of gross domestic product in a few countries.
The management of these funds has a direct effect on financial sustainability
and potential benefit levels, since high returns allow for a lower contribu-
tion rate. It also has important indirect effects on the overall economy
when the funds are large (for example, on the functioning of financial mar-
kets and corporate governance). While substantial consensus exists about
the advantages of some prefunding of public pension benefits, there is major
disagreement about its management—public or private.

Iglesias and Palacios survey some of the available cross-country evidence
on publicly managed pension reserves, covering more than 20 countries in
the industrial and developing world. They find that publicly managed
pension funds (i) are often used to achieve objectives other than providing
pensions, (ii) are difficult to insulate from political interference, and (iii) tend
to earn poor rates of return compared to relevant indices. These findings
are consistent across countries of all types, but returns are especially dis-
mal in countries with poor governance. The authors conclude that the
experience to date suggests that the public management of pension reserves
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has seriously undermined the rationale for prefunding. In consequence,
they suggest that countries with serious governance problems should
probably avoid funding altogether.

Administrative Costs and the Organization of Individual
Account Systems: A Comparative Perspective

One of the biggest criticisms associated with defined contribution indi-
vidual accounts is that they are too expensive. The chapter by Estelle James,
James Smalhout, and Dmitri Vittas investigates the cost-effectiveness of two
alternative methods for constructing funded social security pillars: indi-
vidual accounts invested in the retail market with relatively open choice, and
individual accounts invested in the institutional market with constrained
choice among investment companies. The authors also examine the rost
cost-effective way to organize a mandatory system of individual accounts.

For the retail market, the authors use data from mandatory pension
funds in Chile and other Latin American countries and from voluntary
mutual funds in the United States. For the institutional market, they use
data from individual accounts systems in Bolivia and Sweden and from
large pension plans as well as the federal Thrift Saving Plan in the United
States. These institutional approaches aggregate numerous small accounts
into large blocks of money and negotiate fees on a centralized basis. Some
choice by workers remains. But fees and costs are kept low by constrain-
ing choice to investment portfolios that are inexpensive to manage, reduc-
ing incentives for marketing and avoiding excess capacity at the start of the
new system. In the retail Chilean Administradoras de Fondos de Pensiones
industry and the U.S. mutual fund industry, the authors conclude that aver-
age annualized fees range between 0.8 and 1.5 percent of assets. They find
that use of the institutional market in individual account systems has
reduced annualized fees to less than 0.5 percent per year, and in some cases
to less than 0.2 percent.

The authors conclude that the biggest potential fee cuts stem from con-
strained portfolio choice, especially from a concentration on passive invest-
ment in index funds. This option is most readily available in countries with
well-developed financial markets—that is, the more advanced industrial
countries. The biggest cost saving for a given portfolio is due to reduced
marketing activities, which is the main option available to countries with
weak financial markets. The authors suggest that such constrained
approaches to individual accounts are worthy of serious consideration,
especially for systems with small contribution and asset bases and in the
start-up phase of a new multipillar system.
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Administrative Costs under a Decentralized Approach to
Individual Accounts: Lessons from the United Kingdom

Since 1988 workers in the United Kingdom have been allowed to opt out
of the nation’s social security system and into individual accounts. Mamta
Murthi, Michael Orszag, and Peter Orszag link together existing sources
on UK. personal pension costs to form a comprehensive database on firm-
level administrative and other costs within the U.K. system. Their analy-
sis of that data finds significant administrative costs.

Murthi, Orszag, and Orszag show that the administrative costs associ-
ated with any system of individual accounts can be broken down into
three components. The accumulation ratio captures fund management and
administrative costs for a worker contributing funds to a single financial
provider throughout his or her career. As the study finds, and as previous
studies also have documented, this factor reduces the value of an account
in the United Kingdom by an average of 25 percent over an individual’s
working years. The alteration ratio measures the additional costs of failing
to contribute consistently to a single financial provider over an entire
career. It includes any costs from switching from one financial provider to
another or from stopping contributions altogether. In the United Kingdom,
this factor reduces an account’s value by at least 15 percent over a career,
on average. The annuitization ratio reflects the costs of converting an account
to a lifetime annuity upon retirement. This factor reduces the value of an
account in the United Kingdom at retirement by approximately 10 percent,
on average. Taking into account interaction effects, these estimates indicate
that, on average, various fees and costs consume between 40 and 45 per-
cent of the value of individual accounts in the United Kingdom.

Murthi, Orszag, and Orszag note that costs depend on the structure of
individual accounts. They agree with James, Smalhout, and Vittas that
lower costs result from individual accounts that take aggressive advantage
of potential economies of scale through centralized provision and that
limit investment options. However, they conclude that the U.K. experience
suggests that a decentralized, unconstrained approach to individual
accounts may involve significant administrative costs. The cost ratio is
likely to be even larger in developing countries with smaller accounts and
less developed capital markets.

The Relevance of Index Funds for
Pension Investment in Equities

Ajay Shah and Kshama Fernandes examine the role of index funds in facil-
itating pension investments in equities. They note that the rise of index
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funds has been one of the most remarkable phenomena in the fund indus-
try over the last 25 years. The traditional rationale for the success of index
funds is based on market efficiency, net of transaction costs. In addition,
Shah and Fernandes argue, the agency conflicts between active fund man-
agers and investors, and the low power of statistical tests of performance,
could play an important role in encouraging the growth of index funds.

Most of the empirical evidence about the superiority of index funds
comes from the United States. Shah and Fernandes discuss the use of index
funds in developing countries and the policy issues in the financial sector
that affect the market infrastructure for index funds. They conclude thatin
developing countries there are avenues through which policymakers can
improve the viability of index funds in pension investments. The main
issues faced are primarily those of market mechanisms used on the equi-
ty market and the construction of the market index. Possible improve-
ments in these will benefit market efficiency at large and the viability of
index funds in particular.

Regulation of Withdrawals in Individual Account Systems

Another challenge for individual account systems is transforming the
accumulated account into a retirement benefit. During the accumulation
phase of an individual account system, workers invest a percentage of their
income in approved investment products. Following retirement, workers
withdraw the accumulated assets to finance consumption in old age. Quite
naturally, much of the initial interest in designing the new pension systems
has focused on the accumulation phase. With the maturation of some indi-
vidual account systems, Jan Walliser notes that policy questions sur-
rounding the design of the withdrawal phase will require more attention.

Standard pay-as-you-go systems in industrial economies generally offer
an inflation-indexed pension for the duration of a worker’s life. Can pri-
vate insurance markets replicate such a pension—a real life annuity—at rea-
sonable cost? What flexibility should retirees have in choosing insurance
products that convert their retirement account balance into retirement
income? What form of government oversight and regulation would strike
a reasonable balance between the interests of retirees and taxpayers who
finance income protection programs? These are among the core questions
that policymakers face in reform countries.

Walliser concludes that government regulation of withdrawals from
individual accounts should mandate the purchase of inflation-indexed life
annuities exceeding income available from government welfare programs
for the retiree and potential survivors. However, he argues, proper func-
tioning of insurance markets does not require annuitizing the entire account
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balance. Instead, more flexibility for the choice of withdrawals could be per-
mitted for any remaining funds, helping to tailor income streams to indi-
vidual needs and living arrangements.

Personal Pension Plans and Stockmarket Volatility

In addition to administrative costs, one of the strongest objections against
personal pension plans is that they transfer investment risk to individual
workers, who are then exposed to the vagaries of equity and bond markets.
Max Alier and Dmitri Vittas examine this issue using historical data from the
United States. In particular, they investigate the impact of investment return
volatility on replacement rates in the context of personal pension plans and
also explore simple financial strategies to cope with this problem.

The “coping” strategies examined by Alier and Vittas include portfolio
diversification, a late gradual shift to bonds, gradual purchase of annuities,
and the purchase of variable annuities. They conclude that the latter strat-
egy seems to be the most promising to reduce the dispersion of replacement
rates across generations. But they also note that substantial risk continues
to reside with the worker regardless of the strategy adopted, especially in
terms of persistent deviations of investment returns from long-term trends.

Gender in Pension Reform in the Former Soviet Union

Restructuring the pension system in the former Soviet Union has been an
important part of the challenge of the transition. The inherited system,
designed to alleviate old age poverty, embodied a set of gender norms,
which included encouraging women to leave the labor force early. Reforms
in many countries have sought to change these norms by linking benefits
much more closely with work histories, to encourage a long working life.
While the new norms may on the surface appear gender neutral, they have
important gender dimensions that are often undetected at the time the
reforms were formulated.

Paulette Castel and Louise Fox analyze the gender implications of pen-
sion reform in Kazakhstan, the Kyrgyz Republic, Latvia, and Moldova. The
authors observe that in all cases the new systems deliberately penalize early
retirement and reward longer careers, so that with no change in behavior
or policy, women'’s pensions will be, on average, less than men’s. The
implicit financial returns for women, however, remain on average higher
than for men, because of women’s longer life expectancy and because of
redistributory minimum pensions. Overall, the net change in wealth from
the reforms is higher on average for men than for women because they will
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work longer and get a higher pension. Women's longer life expectancy
means that women can expect to spend their last years of life alone. If their
pensions are too low owing to their work histories, an increase in elderly
poverty may result.

Pension Coverage under Multipillar Systems

In many countries that have adopted multipillar systems, coverage rates
have remained low—many workers remain outside the pension system.
Robert Holzmann, Truman Packard, and Jose Cuesta examine the causes
of low coverage rates, with special emphasis on two Latin American coun-
tries. They present and analyze a set of preliminary hypotheses and use
econometric testing to explain low rates of participation.

The authors hypothesize specifically that it is the working poor and szlf-
employed who, in particular, have a specific and strong rationale for avoid-
ing participation in any pension system, including a multipillar one, and
that transaction costs, system design issues, and problems of credibility neg-
atively influence the decision of members of the labor force to participate.
The authors subject these hypotheses to exploratory econometric tests
using available household survey data for Chile and Argentina. The results
support the conjecture that socioeconomic characteristics matter for non-
participation and that the poor, the uneducated, and the self-employed pose
a special challenge to the extension of pension coverage. Holzmann,
Packard, and Cuesta propose further research to confirm the results pre-
sented in their chapter.

Conclusions and Areas for Future Research

The chapters in this volume explore a wide variety of pension reform
issues. On many elements of pension reform, the participants in the con-
ference and the contributors to this volume appear to agree. For example,
all observers seem to concur that the government must play some role in
pension provision, that a well-designed pension system has multiple pil-
lars, and that the design of the pillars (as well as their relative importance)
will ultimately differ across countries.

Despite these areas of agreement, however, various areas of disagree-
ment remain. Three factors underlie much of that disagreement: (i) judg-
ments about whether countries can learn from past mistakes to redesign
programs in ways that reflect best practices and whether average past per-
formance (for example, of public programs) provides the best evidence of
likely future performance; (ii) judgments about the significance of market
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failures and limitations of the market more generally (transaction costs,
volatility, lack of investor information, and missing insurance markets)—
their magnitude, their implications, and the speed with which they will be
reduced; and (iii) judgments about the significance of political failure (over-
commitment, mismanagement of reserve funds, ad hoc benefit system
changes and credibility, reform incapacity) and the effectiveness of poten-
tial means to keep the political risk in check through private management
or self-binding mechanisms, such as long-term actuarial projections of
unfunded schemes by an independent body and generational accounting,.
Differences in the judgments about political economy are most visible in
the discussion about whether prefunding of pension commitments should
be publicly or privately managed.

The results of the chapters and the remaining differences clearly dictate
further research on multiple fronts. First, what are the best ways to isolate
publicly managed prefunding arrangements from political risk or to pre-
vent government bailouts of privately managed arrangements? While the
limited best practice in highly industrialized economies such as Denmark
and Canada may provide some guidance on a public approach, and the lim-
ited best practice in other industrial countries may provide some guidance
on a private approach, caution may be required in the implementation in
the World Bank'’s typical client environment. As seasoned World Bankers
like to say, if our clients could implement best practices, they would not be
developing economies. How can we best overcome these restrictions?

Second, the level of high transaction costs in funded systems needs con-
tinued attention. Are there changes in policy design and implementation
that can substantially reduce costs? Current suggestions include the restric-
tion of choice in individually selected funds and products to produce lower
fees. Others, however, see the solution in stronger competition among
alternative providers with a level playing field. More research is needed to
guide design decisions and implementation.

Third, the analysis of the political economy of pension reform is still in
its infancy. The available results provide some guidance for policymakers
and the World Bank, but they cannot really answer the two main questions:
What starts a pension reform, and what makes it successful? While the ris-
ing number of pension reforms undertaken worldwide enhance the infor-
mation pool and the possibility to discriminate better among competing
hypotheses, more data and more research are clearly required.

Fourth, while there are potential large benefits from prefunding, the
mechanism through which they emerge and the distribution of the bene-
fits between and within generations has not been sufficiently studied.
Many of the benefits from prefunding arise from increases in national sav-
ing in the economy, but what is the best way to effect such higher saving?
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In developing countries, pension reform may help to develop financial rnar-
kets, and this in turn may have positive effects on economic growth. The
evidence of such linkages, however, remains limited, and the conditions
under which such benefits arise—and the kinds of reforms that are most
likely to produce them—are still being debated and need further research.

Finally, despite the benefits of prefunding, pay-as-you-go systems are
clearly here to stay in many countries over extended periods of time. It is
therefore crucially important to explore ways of improving such pay-as-
you-go systems, by modifying incentives (which includes avoiding disin-
centives for work among the elderly) and ensuring their long-term finan-
cial viability.

But there is also a second set of research issues on old age income sup-
port that goes beyond formal pension systems (and making them more
equitable, less distortionary, and financially more sustainable), and these
issues must be urgently addressed. This research is important to strength-
ening the poverty agenda of the World Bank.

First, we have to provide better guidance to policymakers regarding how
to help the elderly poor, particularly those who have never been able to join
a formal pension system and have never had sufficient resources to prepare
for their old age. Research should provide insights about equitable and
financially sustainable noncontributory schemes, about community-based
systems, and about the possibilities to induce families to provide support
for their elderly members.

Second, we have to investigate the instruments for informal sector work-
ers to prepare for their old age. Many of these informal workers—self-
employed and workers in rural and urban areas—are the current nonpoor
but risk becoming the future poor when old because they often have little
or no means to save in a safe and cost-efficient manner. Since they need
access to savings during their working years to cope with other risks, they
have little incentive to join a formal system that makes their contributions
illiquid until retirement. Research is needed to explore the appropriate
instruments and institutions that can serve both as a means for develop-
ment as well as the prevention of poverty in old age.

Last but not least we need a better understanding of how to reform civil
service pensions, including those for the military. In many client countries,
these expenditures consume an important share of budgetary resources to
the detriment of poverty-oriented public expenditure. But their reform is
intimately linked to the overall compensation package for civil servants.

Both researchers and policymakers will continue to debate the best way
to address the economic and demographic challenges of pension systems.
Many pension plans are clearly unsustainable, and difficult reforms will be
necessary. And we will have to go beyond formal pension systems if we
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want to ensure that the elderly are not left in poverty. We hope that this
volume helps to enlighten researchers and policymakers around the globe
on the costs and benefits of different approaches to pension reform.

Notes

1 The authors distinguish between broad and narrow prefunding and
emphasize that only broad prefunding—an increase in national saving—
affects the economy.

References

Gillion, C: 2000. “The Development and Reform of Social Security Pensions:
The Approach of the International Labor Office.” International Social
Security Review 53(1): 35-63.

Holzmann, R. 2000. “The World Bank Approach to Pension Reform.”
International Social Security Review 53(1): 11-34.

World Bank. 2000. Pension Reform Primer. Washingtor, D.C. (www.world-
bank.org/pensions).



Rethinking Pension Reform:
Ten Myths about Social
Security Systems

Peter R. Orszag and Joseph E. Stiglitz

Averting the Old Age Crisis, the World Bank’s (1994) pathbreaking publica-
tion on pensions, trenchantly notes that “myths abound in discussions of
old age security.” This chapter examines 10 such “myths” in a deliberate-
ly provocative manner.

It is testimony to the power of Averting the Old Age Crisis that many of
today’s myths at least partially emanate from that report’s unmasking of
yesterday’s myths. Yet the rejection of one extreme is not the affirmation
of the other, and the pendulum seems to have swung far, perhaps too far,
in the other direction. The complexity of optimal pension policy should cau-
tion us against believing that a similar set of recommendations would be
appropriate in countries ranging from Argentina to Azerbaijan, from China
to Costa Rica, and from Sierra Leone to Sweden. We are reminded of the
joke about the professor who kept the same questions each year but changed
the answers. Ironically, that joke may offer us some sound guidance. We
should be wary of offering a single answer across the globe in response to
the question, “What should we do about our pension system?”

The answer to this question is also unlikely to be “nothing.” The prob-
lems that have motivated pension reform across the globe are real. In many
developing countries, soaring deficits—gaps between pension fund oblig-
ations and revenues—not only threaten economic stability but also crowd
out necessary investments in education, health, and infrastructure. Too
often, the benefits of pension programs have accrued to those already priv-
ileged; forcing poor farmers to finance the largesse of the urban elite is hard-
ly equitable. Furthermore, the structure of the pension programs in many
cases has weakened the functioning of labor markets and distorted resource
allocations. In other words, reforms have been and are needed. And while
countries may be able to muddle through in the short run, averting a cri-
sis in the long run will not be so simple.

17
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The necessity of serious reforms in many countries tells us nothing
about which specific reforms should be undertaken in which countries.
Unfortunately, a set of myths that have dominated public discussions and
derailed rational decision-making have too often clouded evaluations of
such reform options. The purpose of this chapter is to dispel those myths—
or, at the very least, to raise questions concerning their universal validity.

In principle, the “three pillars” delineated in Averting the Old Age Crisis
are expansive enough to reflect any potential combination of policy mea-
sures—especially if the second (funded) pillar incorporates both private-
ly and publicly managed systems.! But in practice, the book has often been
interpreted as advocating one specific constellation of the pillars: a publicly
managed, unfunded, defined benefit pillar; a privately managed, funded,
defined contribution pillar (with no redistribution); and a voluntary private
pillar. For example, Weaver (1998) writes that Averting the Old Age Crisis
advocated “a three-tier model in which the role of public pensions would
focus on a minimal poverty reduction role, complemented by a fully-fund-
ed, mandatory defined-contribution savings second tier .. . and a third tier
of voluntary savings.” That interpretation—especially the inclusion of a pri-
vately managed, defined contribution component—is common among poli-
cymakers and pension analysts, regardless of whether it fully reflects the
nuances of Averting the Old Age Crisis itself.? And it is precisely the private,
defined contribution pillar of that “best practice” model that we wish to
explore.

Over the past decade, following the seminal reforms in Chile in the
early 1980s, and with support from the World Bank, many nations have
moved away from a public defined benefit pension system and toward a
private defined contribution one. Important reforms in this direction have
occurred in, among other places, Argentina, Bolivia, Columbia, Hungary,
Kazakhstan, Latvia, Peru, Poland, Sweden, and Uruguay.3 The focus
throughout the chapter will therefore be on whether this type of shift—to
a private defined contribution (individual account) pension system—is as
universally beneficial as many of its proponents claim.

Many of today’s myths emanate from a failure to distinguish several
aspects of a pension system. As Geanakoplos, Mitchell, and Zeldes (1998,
1999) and others have emphasized, the failure to clearly distinguish the dif-
ferent aspects of individual account proposals has obscured many under-
lying realities. In particular, most discussions of individual account systems
conflate privatization, prefunding, diversification, and the distinction
between defined benefit and defined contribution pensions:

* Privatization. Privatization is the replacing of a publicly run pension
system with a privately managed one.
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* Prefunding. Prefunding means accumulating assets against future
pension payments. As discussed below, prefunding can be used ina
broad or narrow sense.

* Diversification. Diversification involves allowing investments in a
variety of assets, rather than government bonds alone.

¢ Defined benefit versus defined contribution. Defined benefit plans assign
accrual risk to the sponsor; conditional upon a worker’s earnings
history, retirement benefits are supposedly deterministic, although
they may depend on nonaccrual factors affecting the earnings histo-
ry, such as productivity increases. Defined contribution plans, on
the other hand, assign accrual risk to the individual worker; even con-
ditional upon an earnings history, retirement benefits depend on the
efficacy with which contributions were financially managed.

Any combination of these four elements is possible. Indeed, in practice,
all of these elements contain spectra of choices—making it particularly important
to examine specific institutional details. An idealized model is likely never to be
realized in practice, and choices are inevitably characterized by degrees of gray
rather than being black or white. For example, a public system is one that is
organized and administered primarily by the government; a private sys-
tem is one that is organized and administered primarily outside the gov-
ernment. Yet a public system may involve some private firms; for exam-
ple, a private firm may be chosen as the money manager for a public trust
fund. Similarly, a private system likely involves some public role, at the very
least in enforcing its rules (Heclo 1998).4 Prefunding and diversification are
also matters of degree: pensions can be partially prefunded, and degrees
of diversification are possible. Finally, the distinction between defined
benefit and defined contribution plans is not as pure as it may initially
appear. Indeed, a defined benefit plan could be thought of as a defined con-
tribution plan combined with an appropriate mix of options to eliminate
the residual risk to the worker.”

Before examining the myths, four further background points are worth
highlighting to inform our subsequent analysis of individual accounts:

* Inherent features versus imperfect implementation. A key issue sur-
rounding both public defined benefit systems and individual accounts
is which elements are inherent to the system and which elements are
merely common in how that system has been implemented in prac-
tice. That is to say, we observe that system Z is not working proper-
ly. Should we propose a switch to system Y, or instead work on
improving system Z? Surely, comparing an idealized version of Y to
an as-implemented version of Z is not likely to prove insightful. A first
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step may therefore be to compare the idealized features of Y and Z
and then examine whether political economy constraints differentially
affect the two models (in terms of their idealized versus expected
implementation features).® Many of the myths arise from mixing
comparisons between idealized and as-implemented features. Our ini-
tial focus is on inherent features, for it is these inherent features that
would tend to make one system or the other universally applicable.
Statements about historic tendencies regarding implementation must
be treated with much more caution than inherent features, especial-
ly since the historic tendencies in one nation are not necessarily reflec-
tive of those in another one.

Tabula rasa choices versus transformation choices. In evaluating the effect
of pension reform, initial conditions are important. One must be par-
ticularly careful not to confuse the issue of whether a shift to individual
accounts would be socially beneficial with the separate issue of
whether, in a tabula rasa sense, an individual account system would
have been preferable to a public defined benefit system in the first
place. In other words, the social effects of transforming a mature
pension system into a system of individual accounts may be sub-
stantially different than the social effects of the initial choice between
a public defined benefit system and individual accounts, and the dif-
ferences between a transformation and an introduction must be taken
into account. Very few nations face that initial choice in a pure sense;
almost all have some form of old age insurance program. Out of the
172 countries included in the 1997 edition of Social Security Programs
Throughout the World, only six (Bangladesh, Botswana, Malawi,
Myanmar, Sierra Leone, and Somalia) lack an old age, disability, and
survivors program (Social Security Administration 1997).7 It should
be emphasized that many of the extant programs have relatively low
coverage; even then, however, the cost of including them in any
reform or the consequences of not including them must be taken into
account.

Intergenerational analysis. Politicians are known for focusing exclu-
sively on the short run, ignoring the long-run costs (or even viabili-
ty) of public programs. In analyzing transitions and reforms, however,
we have to be careful not to make the opposite mistake of focusing
exclusively on the long run and ignoring short-run costs. Consider,
for example, a reform that leads to higher steady-state output and con-
sumption but only at the cost of reduced welfare for intervening gen-
erations. When some generations are made worse off, and some bet-
ter off, we face a complex welfare calculus—how to weigh the gains
of one generation against the losses of another.?
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s Ultimate focus on welfare. In a similar vein, we need to keep in mind
our ultimate objective. Savings and growth are not ends in themselves
but means to an end: the increase in well-being of members of the soci-
ety. Thus we could perhaps induce people to save more by exposing
them to more risk (for example, increasing variance in the real return
of their pension plan).9 The increased risk, however, would make
them unambiguously worse off. Even the future generations that
benefit from the higher wages associated with a larger capital stock
may be worse off.

With these background points in mind, we now turn our attention to the
myths. To help delineate the issues, we divide our 10 myths into three broad
areas relating to macroeconomic effects, microeconomic efficiency, and
political economy.

Macroeconomic Myths

We begin with myths in the macroeconomic arena, for these are perhaps
the most vigorously propagated and also the ones for which a broad array
of economists agree that popular slogans are misleading.

Myth 1: Private Defined Contribution Plans Raise National Savings

It is common to assert that moving toward a system of “prefunded” indi-
vidual accounts would raise national saving (James 1995; Feldstein 1997).
To analyze the validity of this claim, we must introduce another distinc-
tion in addition to the ones delineated in the introduction: “prefunding”
can be used in a narrow or broad sense. In its narrow sense, prefunding
means that the pension system is accumulating assets against future pro-
jected payments. In a broader sense, however, prefunding means increas-
ing national saving.1?

Prefunding in the narrow sense need not imply prefunding in the broad-
er sense. For example, consider a system of individual accounts that is pre-
funded in the narrow sense. If individuals offset any contributions to the
individual accounts through reduced saving in other forms, then total pri-
vate saving is unaffected by the accounts. In other words, in the absence
of the individual account system, individuals would have saved an equiv-
alent amount in some other form. If public saving is also unaffected, then
national saving is not changed by the narrowly prefunded set of individ-
ual accounts—and so no prefunding in the broad sense occurs.!! Similarly,
consider a “partially prefunded” public system with a trust fund. If the
presence of that trust fund causes offsetting reductions in nonpension
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taxes and/or increases in nonpension benefits, and if private behavior is
unaffected by the public pension system, then the public system would not
affect public saving or national saving, and thus would not be prefunded
in a broad sense (even though it is prefunded in the narrow sense). In sum-
mary, narrow prefunding can be a misleading guide to broad prefunding.
Furthermore, narrow prefunding has no macroeconomic implications;
only broad prefunding offers potential macroeconomic benefits.

Privatization and broad prefunding are distinct concepts, and privatization is
neither necessary nor sufficient for broad prefunding. To see why, consider a pay-
as-you-go system in which each individual’s benefits are directly tied to con-
tributions. Each individual has an account with the social security admin-
istrator, showing contributions at each date. These contributions are then
translated into benefits using actuarial tables. Now assume the government
decides to prefund these accounts in the narrow sense, transferring to each
the full value of the cumulative contributions. The social security system
thus becomes completely prefunded in the narrow sense. But to finance the
contributions, the government borrows from the public. National saving
is therefore constant; all that has happened is that the government has
altered the form of the debt.1? Such a switch should not have any real effects
on the macroeconomy. To be sure, the implicit debt under the old system
has become explicit. But in and of itself, that has no economic ramifications.
A debt-financed privatization does not involve any macroeconomic consequences—
it does not engender broad prefunding—assuming the new explicit debt follows
the same time path as the old implicit debt.13 The key is what is happening to
the sum of implicit and explicit debt; transforming one into the other does
not effect broad prefunding.*

Conversely, broad prefunding can be accomplished without privatiza-
tion. In particular, the government can accumulate assets in anticipation of
future benefit payments due under the public defined benefit plan. Such
prefunding does not have to take the form of private market investments.
Interestingly, those who argue that a public system cannot prefund have
often pointed to the United States as their example of a country that has
failed to do so. And yet over the past year, despite the lack of agreement
on almost everything else, policymakers in the United States have largely
agreed to protect Social Security surpluses from the demands of the rest of
the budget—in other words, to ensure broad prefunding. Similarly, one
study found that Malaysia’s Employees Provident Fund contributed sig-
nificantly to national saving—accounting for between 20 and 25 percent of
national saving in the 1980s (Bateman and Piggott 1997).

Note that this myth highlights the tabula rasa point above. A large acad-
emic literature exists on whether the introduction of a pay-as-you-go social
security system reduces national saving.!®> But that is a fundamentally
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different issue from whether shifting an existing pay-as-you-go system to
one of individual accounts would raise national saving. Even if the intro-
duction of a pay-as-you-go system reduces national saving (as some stud-
ies suggest), shifting to individual accounts in a manner that accomplish-
es only narrow prefunding would not raise national saving.

The fundamental issue involved in broad prefunding is, given the inher-
ited level of implicit and explicit debt, the optimal policy of paying it off.
This optimization problem does not depend on how or why the debt was
acquired, and it is not affected by the introduction of narrowly prefunded
individual accounts.!®

The conclusion is that the trade-offs involved in how to prefund-—for
example, through a public or private approach—are distinct from the
trade-offs involved in whether to prefund.!” Indeed, broad prefunding—
done either way—may not increase social welfare. In any case, some ana-
lysts argue that a prefunded, public, defined benefit system may be prefer-
able to a prefunded, private, defined contribution system (Heller 1998;
Modigliani, Ceprini, and Muralidhar 1999). Automatically linking priva-
tization and broad prefunding, rather than examining each choice sepa-
rately, fails to reflect the full range of policy options.

Muyth 2: Rates of Return Are Higher under Individual Accounts

A second myth is that rates of return would be higher under individual
accounts than under a pay-as-you-go system. For example, the Financial
Times last spring reported that the “rate of return [on individual accounts]
would be higher—perhaps 6 to 8 per cent on past stock market performance,
against the roughly 2 per cent the social security system will produce.”!8
Similarly, Palacios and Whitehouse (1998) argue that the higher rate of return
under a private scheme “is an important reason for reform.”!® Asin Myth 1,
this myth conflates privatization with prefunding. In addition, most simple
rate-of-return comparisons conflate privatization with diversification.

As Paul Samuelson showed more than 40 years ago, the real rate of return
ina mature pay-as-you-go system is equal to the sum of the rate of growth
in the labor force and the rate of growth in productivity (Samuelson 1958).
In the decades ahead, fertility rates are expected to remain relatively low,
and the world’s population is expected to age. World population growth
is expected to slow from 1.7 percent per year in the 1980s and about 1.3 per-
cent per year currently to 0.8 percent per year, on average, between 2010
and 2050.2° As a result, global labor force growth is also expected to slow,
putting downward pressure on the rate of return under mature pay-as-you-
go systems. Assuming productivity growth of 2 percent per year, the long-
run real rate of return on a hypothetical, global, mature pay-as-you-go sys-
tem would be about 3 percent per year.
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In a dynamically efficient economy without risky assets, the real interest
rate must exceed the growth rate.?! Therefore, in a dynamically efficient econ-
omy, individual accounts—even without diversification—will always appear
to offer a higher rate of return than a pay-as-you-go system. Appearances can
be deceiving, however. The simple rate-of-return comparison, even without
the diversification issues discussed below, is fundamentally misleading for
two reasons: administrative costs and transition costs.

* Administrative costs. The simple rate-of-return comparison usually
compares gross rates of return, even though administrative costs
may differ even under idealized versions of the two systems and,
ceteris paribus, higher administrative costs reduce the net rate of
return an individual receives. Myth 7 addresses administrative costs
in more detail. As that section explains {admittedly on an as-imple-
mented basis), administrative costs are likely to consume a nontriv-
ial share of the account balance under individual accounts—especially
for small accounts. Such administrative costs imply that on a risk-
adjusted basis, once the costs of financing the unfunded liability
under the old system are incorporated (see below), the rate of return
on a decentralized private system is likely to be lower than under the
public system.

» Transition costs. Since individual accounts are financed from revenue
currently devoted to the public social security system, computations
of the rate of return under individual accounts need to include the cost
of continuing to pay the benefits promised to retirees and older work-
ers under the extant system. Assuming that society is unwilling to
renege on its promises to such retirees and older workers, the costs
remain even if the social security system is eliminated for new work-
ers and replaced entirely by individual accounts. Since the payments
to current beneficiaries are not avoided by setting up individual
accounts, the returns on individual accounts should not be artificial-
ly inflated by excluding their cost.

The fundamental point is a simple one. If the economy is dynamically
efficient, one cannot improve the welfare of later generations without mak-
ing intervening generations worse off. Reform of pension systems must thus
address equity issues both within and across generations.?? The compari-
son of rates of return is thus misguided because higher returns in the long
run can be obtained only at the expense of reduced consumption and returns for
intervening generations.

An example may be helpful in making this point more explicitly.?3
Imagine a simple pay-as-you-go system, under which one generation pays
$1 while it is young and receives $1 while old. Generation A is old in peri-
od 1 and therefore receives $1. That $1 is paid for by Generation B, which
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is young in period 1. Then in period 2, Generation B is old and receives $1,
paid for by Generation C, which is young in period 2, and so on. Table 1.1
presents the operation of the system. Assume further that the market inter-
est rate is 10 percent per period. Now consider the system from the per-
spective of Generation C during period 2:

* Under the pay-as-you-go system, Generation C pays $1 during peri-
od 2 and receives $1 back during period 3. The pay-as-you-go system’s
rate of return is zero (which also follows from the assumption of zero
productivity growth and zero population growth).

¢ Under an individual accounts system, Generation C would invest the
$1 contribution and receive $1.10 in period 3. The rate of return would
appear to be 10 percent.

It would therefore appear that a switch from the pay-as-you-go system
to individual accounts would produce substantially higher returns for
Generation C—10 percent rather than 0 percent. But if Generation C put $1
into individual accounts during period 2, that $1 could not be used to
finance the benefits for Generation B. Yet Generation B’s benefits must be
paid for somehow, unless society is willing to allow Generation B to go
without benefits.

Assume that Generation B’s benefits are financed through borrowing and
that the interest costs are paid for by the older generation in each period.
With an interest rate of 10 percent, the interest payments would cost 10 cents
per period. The net benefit to Generation C during period 3, therefore,
would be $1 ($1.10 from its individual accounts minus 10 cents in interest
costs). Thus Generation C would earn a zero rate of return just as under the
pay-as-you-go system, once the interest costs are included. Indeed, for
Generation C and each generation thereafter, the extra return from the indi-
vidual account is more apparent than real: it is exactly offset by the cost of the debt
that financed Generation B’s benefits.

Rate-of-return comparisons for specific individuals may also reflect the
redistribution component of different systems. To be sure, current systems

Table 1.1. The Simplified Pay-as-You-Go System

Generation

Period A B C D
1 +$1 -$1
2 +$1 -$1
3 +$1 -$1
4 +$1

Source: Authors’ data.
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entail considerable redistribution, a result of which is that some individu-
als (those who are “paying” for the redistribution) receive a lower rate of
return than they would in a system that does not involve such redistribu-
tion, even if the aggregate returns are the same under the two systems. We
may or may not believe that such redistributions are desirable or deserved.
If the redistributions are not desirable, they—and not necessarily the pub-
lic system that currently embodies them—should be abolished.?* In other
words, as emphasized in the introduction, the fact that the public systems
as implemented have been less than ideal means that they should be changed,
not necessarily dramatically scaled back. With respect to pension pro-
grams in Europe, Boldrin, Dolado, Jimeno, and Peracchi (1999) write,
“Their use as camouflaged redistributional devices, motivated by rent-seek-
ing and political purposes, has turned into an abuse, and, in about three
decades, almost lead to their financial bankruptcy. We insist on the fact that,
in the justifiable and commendable process of getting rid of such redistri-
butional distortions, one does not want to ‘throw away the baby with the
dirty water.” PAYG public pension systems do serve a useful purpose,
which should be salvaged and enhanced by a deeper reform of the
European Welfare State.”?>

Risk issues raise further complications for the simple rate-of-return
comparison. Most simple rate-of-return comparisons conflate privatization
and diversification (out of government bonds). The two need not go togeth-
er; one can imagine private accounts that are restricted to risk-free finan-
cial assets, and public systems that invest in risky assets.

Diversification should produce higher average financial returns over
long periods of time. But individuals generally dislike risk; a much riskier
asset with a slightly higher rate of return is not necessarily preferable to a
much safer asset with a slightly lower rate of return—so some adjustment
to observed rates of return is necessary. And if capital markets are perfect,
the higher mean return from diversification should merely compensate for
additional risk (assuming that the portfolio holds a sufficient number of dif-
ferent risky assets). In other words, in efficient markets, returns are com-
mensurate with risk, and if individuals wish more or less risk than associ-
ated with the government program, they can engineer such changes at
minimum cost.?

For example, by many common measures, stocks are relatively risky—
at least over the short run. Standard & Poor’s (S&P) 500 index in the United
States has declined (in nominal terms) by more than 10 percent in eight of
the past 70 years.? (In inflation-adjusted terms, the number of years of sub-
stantial decline is larger.) Moreover, individual stocks are considerably
riskier than broad portfolios such as the S&P 500; many stocks decline even
in years when the market rises overall. And the recent turmoil in developing
countries’ financial markets provides more than ample evidence of short-
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term variance: Relative to the end of 1996, for example, stock market cap-
italization fell by 40 percent in Indonesia, 55-60 percent in Malaysia and
Thailand, and 35-40 percent in South Korea and Singapore by early 1998.28
Stock returns also tend to be risky in the sense of being high when the mar-
ginal utility of consumption is low and vice versa.

Analysis conducted by Gary Burtless of the Brookings Institution high-
lights the risks embodied in stocks. Burtless studied the replacement
rates that workers would have achieved (that is, the percentage of their
previous wages that their retirement incomes would equal) if they had
invested 2 percent of their earnings in stock index funds each year over a
40-year work career and converted the accumulated balance to a retirernent
annuity upon reaching age 62. Workers reaching age 62 in 1968 would have
enjoyed a 39 percent replacement rate from those investments (that is, the
monthly benefit from their retirement annuity would equal 39 percent of
prior wages). By contrast, the replacement rate for workers retiring in
1974—only six years later—would have been only 17 percent, or less than
half as much (Burtless 1998). While the precise estimates can be criticized,
the central point that emerges from them cannot be: stock returns embody
substantial variation from year to year.

If we are willing to assume that markets are fully efficient, we do not need
to bother with risk adjustments—we can merely assume that all properly
risk-adjusted returns on sufficiently diversified portfolios are equal. If we
are not willing to assume that markets are fully efficient, however, we
must undertake complicated risk adjustments. For example, it is difficult
to determine the precise degree of risk aversion in individuals. “Risk” also
may depend on a wide variety of factors. For example, over long enough
periods, stocks may not be particularly risky relative to nominal bonds
(Siegel 1998). Another critical question is whether the observed equity pre-
mium merely reflects risk, or whether it includes a component of super-
normal returns on stocks even on a risk-adjusted basis (Mehra and Prescott
1985). A related question is how to make projections of the risk premium.

Other complicating factors exist for risk adjustments to public versus pri-
vate systems. In purely financial terms (abstracting from any potential dif-
ferences in political risk), diversification undertaken through a public
defined benefit system involves less risk for any given individual than
diversification undertaken through a private defined contribution system.
The reason is that a public defined benefit system can spread risk across gen-
erations in a way that is not possible under a private defined contribution
program. In other words, while the public program can attain any profile
of risk (and diversification) that the private program can, the converse is
not true. To be sure, government guarantees on returns under a private
defined contribution system (see Myth 9) facilitate some degree of inter-
generational risk sharing. But note that they do so only by transforming the
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pure private defined contribution system into a mixed private defined
contribution-public defined benefit system.

Full risk analysis of a public defined benefit system relative to individ-
ual accounts would entail evaluations of not just diversification, but also
a wide variety of other risks inherent in the typical as-implemented forms
of the two systems. For example, defined benefit systems are usually pro-
gressive and therefore provide a form of lifetime earnings insurance.? If
lifetime earnings are lower than expected, the replacement rate is higher
than expected, at least partially cushioning the blow in retirement of the
lower-than-expected earnings. Furthermore, even under a nonprogressive
defined benefit plan, pensioners do not face accrual risk, although many
systems often included under the “defined benefit” heading still contain
residual risks of various kinds {for example, real risks arising from imper-
fect indexation or demographic risks from the adjustment of benefits
depending on the status of public finances).?® Finally, once we depart from
anidealized comparison and examine the political economy of the two sys-
tems, a variety of political risk issues arise with respect to public systems
that may or may not be less extreme under private systems (see further dis-
cussion in Myth 9 and Myth 10). In any case, the simple rate-of-return com-
parison ignores these complicated risk issues.

Myth 3: Declining Rates of Return on Pay-As-You-Go Systems
Reflect Fundamental Problems with Those Systems

Another myth surrounding reform of public pay-as-you-go systems is that
observed declines in rates of return on pay-as-you-go systems are indica-
tive of some fundamental flaw in those systems. Instead, that decline reflects
the natural convergence of a pay-as-you-go system to its mature steady-state.

The Samuelson formula gives the rate of return on a mature pay-as-you-
go system. In the early years of such a system, however, beneficiaries
receive a substantially higher rate of return than the formula would sug-
gest. Consider Generation A from the example above. That first generation
in the pay-as-you-go system received $1 in benefits but had not contributed
anything to the system. Generation A’s rate of return thus was infinite.

In a similar vein, early beneficiaries under the Social Security system in
the United States received extremely high rates of return because they
received benefits disproportionate to their contributions (table 1.2). They
contributed for only a limited number of years, since much of their work-
ing lives had passed before Social Security payroll contributions began to
be collected. The earliest beneficiaries under Social Security—those born in
the 1870s—enjoyed real rates of return approaching 40 percent.

This decline in rates of return from the earliest groups of beneficiaries
is a feature of any pay-as-you-go system, under which the early beneficia-
ries receive very high rates of return because they contributed little during
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Table 1.2. Average Real Annual Rate of Return on U.S. Social Security
by Cohort

Year of birth Average anviual real rate of return
1876 36.5 percent
1900 11.9 percent
1925 4.8 percent
1950 2.2 percent

Source: Leimer 1995, table 3.

their working years. The rate of return for subsequent beneficiaries neces-
sarily declines. As the system matures, that decline in rates of return may
be attenuated or exacerbated by changes in productivity and labor force
growth rates.

Two other points are worth noting. First, the decision to provide bene-
fits at the beginning of the program to those who did not contribute over
their entire lives—to make the system a pay-as-you-go one rather than a
funded one—may be understandable in terms of political exigencies but
may or may not make much sense in terms of intergenerational welfare pol-
icy. But unless we are now willing to let existing retirees or older workers
suffer because earlier generations received a supernormal rate of return, we
are forced to bear the consequences of that decision regardless of whether
the pension system is privatized. Second, and relatedly, the supernormal
rates of return enjoyed by early beneficiaries are the mirror reflection of the
submarket rate of return on the mature system. As Geanakoplos, Mitchell,
and Zeldes (1998) emphasize, the net present value of the pay-as-you-go
system across all generations is zero. If some generations receive super-mar-
ket rates of return, all other generations must therefore receive submarket
rates of return. Again, the introduction of individual accounts does not
change that conclusion.

Myth 4: Investment of Public Trust Funds in Equities Has No
Macroeconomic Effects or Welfare Implications

Many analysts of pension reform believe that investing a public trust fund
in equities rather than government bonds would have no macroecoromic
or social welfare effects. The argument is simply that such diversification
is merely an asset shift, and does not change national saving. It therefore
may alter asset prices or rates of return but not the macroeconomy. As Alan
Greenspan (1996) has stated:

If the social security trust funds achieved a higher rate of return
investing in equities than in lower yielding U.S. Treasuries, pri-
vate sector incomes generated by their asset portfolios, including
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retirement funds, would fall by the same amount, potentially
jeopardizing their financial condition. This zero-sum result occurs
because of the assumption that no new productive saving and
investment has been induced by this portfolio reallocation process.

Note that this argument is not really one about whether public trust
funds should be invested in equities. Rather, it is about whether social secu-
rity funds should be shifted into equities through any mechanism—either
through public trust funds or private accounts. In other words, the issue is
purely one of whether diversification per se is beneficial. Interestingly, pro-
ponents of private accounts often hail the diversification potential of such
accounts as a substantial social benefit, yet simultaneously claim that diver-
sification undertaken through a public trust fund would yield no benefits.
From a strictly economic perspective, that dichotomy does not seem to make
much sense. To be sure, how to best accomplish diversification involves
numerous issues, including both administrative costs and political econo-
my issues, that are addressed below (see Myths 7 and 10).3! For now, we
focus on the effects of diversification absent such administrative cost or
political economy concerns. For convenience, we therefore examine diver-
sification undertaken through a public trust fund.

Underlying our examination of this myth is a fundamental theory—the
public sector analogue to the Modigliani-Miller theorem—that provides
conditions under which public sector financial structure makes no differ-
ence. The conditions were developed in a series of papers by Joseph Stiglitz
(Stiglitz 1974, 1983, 1988). Given perfect capital markets and the ability of
individuals to reverse the actions of government financial policies, such
policies have no real effects.

Given imperfections in the financial markets, however, Stiglitz also
shows that government financial policy—including its approach to invest-
ing its trust funds—could have important real effects. More recently, econ-
omists have highlighted imperfections or nonconvexities such as learning
costs, minimum investment thresholds, or other factors. In the presence of
such imperfections and assuming that pensioners assume some of the
accrual risk from the government’s financial policies (which means that the
pension system is not a pure defined benefit plan), diversification can pro-
duce real welfare gains and possibly macroeconomic effects. The key
insight is that, given the imperfections, many individuals do not hold
equities—and government diversification can therefore produce a
welfare gain.3?

For example, Diamond and Geanakoplos examine a model in which
there are two types of consumers: savers and nonsavers. The nonsavers par-
ticipate in a social security program, and the government therefore
“invests” on their behalf. Transferring some of the social security trust fund
into equities—in other words, diversification—produces a welfare gain for
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these nonsavers. “Our major finding is that trust fund portfolio diversifi-
cation into equities has substantial real effects, including the potential for
significant welfare improvements. Diversification raises the sum total of
utility in the economy if household utilities are weighted so that the mar-
ginal utility of a dollar today is the same for every household. The poten-
tial welfare gains come from the presence of workers who do not invest their
savings on their own.” (Diamond and Geanakoplos 1999).

Similarly, if a nontrivial share of households lacks access to capital mar-
kets, diversification (either through a trust fund or individual accounts)
could raise welfare for these households. One study concludes that $1 of
equity may be worth $1.59 to such constrained households (Geanakoplos,
Mitchell, and Zeldes 1999). The myth of neutral diversification thus arises
from the implicit assumption that all households are at interior solutions
in terms of their financial portfolios; the papers explore the ramifications
of having at least some households at corner solutions. In a somewhat dif-
ferent approach that nonetheless reaches similar conclusions about the
non-neutrality of diversification, Abel (1999) finds that diversification
could raise the growth rate of the capital stock in a defined benefit system.

Finally, it is also interesting to note that from a risk perspective the
socially optimal system may be a diversified, partially funded one. Several
papers have shown that combining an unfunded component (with a rate
of return tied to earnings growth) with a diversified, funded component
(with a rate of return tied to a market index) may reduce risk relative to a
completely funded system (Merton 1983; Merton, Bodie, and Marcus 1987;
and Dutta, Kapur, and Orszag 1999). The intuition is simply that partial
funding provides access to an asset—the human capital of the young-—that
is not normally tradable on the financial markets, thereby providing fur-
ther diversification relative to the set of assets available on financial mar-
kets. The historical correlations among annual GDP growth, earnings
growth, bond returns, and stock returns in the United States, Gerrnany,
United Kingdom, France, Italy, and Japan are substantially less than 1, and
often negative, leading one study to conclude that “diversification of risk
provides an additional reason to invest in both human and physical capi-
tal.” (Boldrin, Dolado, Jimeno, and Peracchi 1999).

Microeconomic Myths

Myth 5: Labor Market Incentives Are Better under Private Defined
Contribution Plans
A common claim regarding individual accounts is that they provide better

labor market incentives than traditional (defined benefit) social security sys-
tems. For example, Estelle James (1998) has written, “The close linkage
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between benefits and contributions, in a defined-contribution plan, is
designed to reduce labor market distortions, such as evasion by escape to
the informal sector, since people are less likely to regard their contribution
as a tax.” Similarly, in analyzing Social Security in the United States, Martin
Feldstein (1998) has written that “the extra deadweight loss that results from
these very unequal links between incremental taxes and incremental ben-
efits would automatically be eliminated in a privatized funded system
with individual retirement accounts.”

Any differential labor market incentives of individual accounts result from
differences in both risk and redistribution. It is therefore important to note:

* We are ultimately interested in welfare, not labor supply. It is possi-
ble to design structures that accentuate labor market incentives but
reduce welfare. To do so would be to confuse means with ends. For
example, if individuals were very risk averse, imposing a large ran-
dom lump sum tax on individuals in the latter part of their lives may
induce both more savings and more labor supply, since individuals
would work harder as a precaution against this adverse contingency.
Yet such a tax could have large adverse effects on welfare (Stiglitz
1982). A particular example of this point is the changes in risk asso-
ciated with a movement from defined benefit to a defined contribu-
tion system. A mean-preserving increase in risk could lead to greater
labor supply but would be undesirable from a welfare perspective
(Rothschild and Stiglitz 1970, 1971).

* A key frade-off exists between redistribution and incentives. It is
usually possible to provide more redistribution only at the cost of
weakened incentives. Redistribution typically creates labor market
distortions.® As Peter Diamond argues, “economists have raised the
issue of the extent to which the payroll tax distorts the labor market.
Suggestions that switching to a defined-contribution system will pro-
duce large efficiency gains are overblown. . . . Any redistribution
will create some labor market distortion, whether the redistribution
is located in the benefit formula or in another portion of the retirement
income system.” (Diamond 1998a).

* More generally, given other distortions in the labor market (for exam-
ple, a progressive tax system), assessing how specific provisions of a
pension program affect the efficiency of the labor market is a com-
plicated matter (Diamond 1998b). As one example, the redistributive
aspects of the Social Security program in the United States increase
the return to work among the poor who, given the phaseouts associ-
ated with various other welfare programs, often face very high mar-
ginal tax rates (Stiglitz 1998; Lyon 1995).

¢ The distortion imposed by the payroll tax is not measured by the pay-
roll tax itself, but rather by any difference between the net present
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value of marginal benefits and the marginal tax (Feldstein and
Samwick 1992). Similarly, the labor supply of those who do not fully
value mandatory retirement savings—those who would not on their
own have saved as much—will generally be affected by such a pro-
gram, but it is wrong to infer that the mandatory savings program nec-
essarily reduces labor supply. The key issue is what happens to the
mean marginal utility of consumption, which could either increase or
decrease (Stiglitz 1998).

* One of the most difficult questions in assessing any program is the
appropriate counterfactual against which to judge it. For exarnple,
assume that workers who did not save for retirement—or who invest-
ed their contributions poorly—knew that they would be bailed out
by the government. Funds for the bailouts would have to be raised
through distortionary taxes, which would then affect labor supply.
Savings, investment, and labor supply behavior would all be affect-
ed by the (potential) bailout and associated taxes. Whether they
would be more or less affected than under an alternative social insur-
ance program is an empirical question. Similarly, consider a pro-
gram of privatization without prefunding. The additional taxes nec-
essary to finance the debt generated by privatization without
prefunding could distort labor market incentives. Indeed, in sirnula-
tions reported by Corsetti and Schmidt-Hebbel (1997), a debt-financed
transition to individual accounts reduces output by between 1 and 4
percent in the long run because of the distortions from higher income
taxes necessary to finance the debt.

* Most of the discussion of the labor market effects of social insurance
has focused on supply-side effects in competitive markets. Particularly
in developing countries, the assumption of a perfectly competitive
labor market seems inappropriate—suggesting that an exclusive
focus on the supply side may be misplaced. Stiglitz has begun the
exploration of labor market effects in a broader context (Stiglitz
1998).3% More recently, Crszag, Orszag, Snower, and Stiglitz (1999)
explore these issues in a model that incorporates interactions between
the characteristics of the labor market and the pension system, while
itis also capable of studying interactions between the pension system
and the unemployment insurance system. They conclude that there
is no simple dominance of one system over another in terms of labor
market incentives.

Muyth 6: Defined Benefit Plans Necessarily Provide More of an
Incentive to Retire Early

The seminal work edited by Gruber and Wise (1999) shows that public
defined benefit plans in the industrialized economies incorporate sub-
stantial taxes on work among the elderly, and that the provisions of those
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plans are often an important factor in early retirement. Some proponents
of individual accounts have therefore suggested moving to a system of indi-
vidual accounts as a way of avoiding this blandishment for early retirement.

This myth is thus related to Myth 5, but focuses specifically on older
workers. This issue provides a vivid illustration of the “inherent vs. imple-
mented” point we noted in the introduction. A public defined benefit plan
need not necessarily impose an additional tax on elderly work. (An inter-
esting question in evaluating the importance of such taxes is the degree to
which we should be concerned about early retirement per se.)*

The net effect of a pension system on the incentive to retire comprises
three components: the marginal accrual rate for additional work (additional
benefits relative to additional taxes or contributions, for any given age of
initial benefit receipt), the actuarial adjustment for delaying the initial
receipt of benefits (regardless of whether work continues), and the rules for
whether benefits are reduced because of earnings. In all three components,
defined benefit plans need not provide more of a disincentive against work
in favor of claiming benefits than a defined contribution plan. For exam-
ple, benefit accrual rates are higher under many forms of defined benefit
plans (some forms of final salary plans, for example) than under defined
contribution plans—potentially providing a stronger incentive for contin-
ued work at older ages. The actuarial adjustment within a defined benefit
plan is a policy parameter. And the presence or absence of an earnings test
need not depend on the form of the pension system.

This comparison between a defined benefit and defined contribution
approach therefore shows that the latter need not provide better incentives
in theory. But what about the as-implemented comparison? Here, too, the
situation is complicated. Many industrialized countries are reducing the
incentives for early retirement within their defined benefit structures
(Kalish and Aman 1997). In the United States, for example, Diamond and
Gruber (1999) find small subsidies at age 62 and small net tax rates until
age 65, with substantial tax rates from ages 65 to 69. Those large tax
rates above age 65, however, will fall over time—under current law, the
delayed retirement credit, which provides increased benefits to those
who delay claiming benefits past 65, has been increasing, and is scheduled
to reach 8 percent for each year of delayed claiming by 2005.3¢ (That level
is viewed as being approximately actuarially fair.)¥” Increasing the delayed
retirement credit has a particularly strong effect on encouraging work among
the elderly (Coile and Gruber 1999). Similarly, the economies in transition
have generally increased the retirement ages within their traditional de-
fined benefit programs over the past decade (Cangiano, Cottarelli, and
Cubeddu 1998).

It is also worth noting that Sweden recently introduced a new pension
system, including a “notional defined contribution” approach to the pay-
as-you-go component,?’8 that reflects concerns about the return to work
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among the elderly (Sundén 1998). A similar system was earlier imple-
mented in Latvia and Poland (Fox 1997).

The key point is that the encouragement of early retirement is not a nec-
essary element of a public defined benefit plan, and the Gruber-Wise find-
ings do not necessarily provide a rationale for moving to individual accounts.

Myth 7: Competition Ensures Low Administrative Costs under
Private Defined Contribution Plans

Another myth is that competition among financial providers will neces-
sarily reduce administrative costs on individual accounts. For example, the
Economist (1999) has stated that in creating individual accounts countries
should “let many kinds of firms (banks, insurance companies, mutual
funds) compete for the business. Fierce competition in sophisticated mar-
kets has driven down costs in these businesses. There is no reason why the
same should not be true for pensions, although the need for adequate pru-
dential and saver-protection regulation will clearly remain.”

Competition, however, only precludes excess rents; it does not ensure
low costs.? Instead, the structure of the accounts determines the level of
costs. Furthermore, centralized approaches—under which choices are con-
strained and economies of scale are captured—appear to have substantially
lower costs than decentralized approaches.

One approach to individual accounts would be to have centralized man-
agement with restricted investment options. In the United States, the
Advisory Council on Social Security estimated that administrative costs
under such a system would amount to roughly 10 basis points per year.
Such costs, accumulated over 40 years of work, would reduce the ultimate
value of an individual account by about 2 percent relative to its level with-
out such transactions costs.0

An alternative approach would be a decentralized system of individual
accounts, in which workers held their accounts with various financial firms
and were allowed a broad array of investment options. Under such an
approach, costs tend to be significantly higher because of advertising
expenses, the loss of economies of scale, competitive returns on financial
company capital, and various other additional costs. Administrative costs
under such a system could easily amount to 100 basis points or more per
year. Such costs would, over a 40-year work career, consume about 20 per-
cent of the value of the account accumulated over the career.

Experience from both Chile and the United Kingdom is consistent with
these predictions and indicates that a decentralized system of individual
accounts involves significant administrative expenses (NASI 1999;
Diamond 1999a; James, Ferrier, Smalhout, and Vittas 1998; Mitchell 1998).
Both Chile and the United Kingdom have decentralized, privately mariaged
accounts, and administrative costs in both countries have also proven to
be surprisingly high (Diamond 1998a; Congressional Budget Office 1999).
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Murthi, Orszag, and Orszag (1999a) present an accounting structure for
administrative costs and then show that the administrative costs for indi-
vidual accounts in the United Kingdom are substantial. The administrative
costs associated with any system of individual accounts can be broken
down into three components:

s The accumulation ratio captures fund management and administrative
costs for a worker contributing funds to a single financial provider
throughout his or her career.

* Thealteration ratio measures the additional costs of failing to contribute
consistently to a single financial provider over an entire career. It
includes any costs from switching from one financial provider to
another or from stopping contributions altogether (because of a with-
drawal from the labor force, for instance). Many analyses have ignored
the costs of transferring funds or stopping contributions.#!

* The annuitization ratio reflects the costs of converting an account to a
lifetime annuity upon retirement. These costs include mortality cost
effects, since those purchasing an annuity in the United Kingdom (or
elsewhere) tend to have longer average life expectancies than the
general population. In a competitive market, such longer life
expectancies will be reflected in higher annuity prices. Consequently,
if someone with a typical life expectancy wishes to purchase an annu-
ity, he or she must pay these prices, which means such a person will
pay a higher price than the actuarially fair price for people with aver-
age life expectancies.*?

Given interaction effects, various fees and costs consume between 40 and
45 percent of the value of an individual account for the typical worker in
the United Kingdom. Furthermore, given the fixed costs associated with
individual accounts, costs for smaller accounts (for example, in develop-
ing economies with lower levels of GDP per capita) would be even higher
relative to the account size if the U.K. experience were replicated in such
countries.

Charges can be high either because profits or underlying costs are high.
The competitiveness of the individual account market in the United
Kingdom and the departure of some providers from the market suggest the
market is not excessively profitable. It is thus likely that charges primari-
ly reflect underlying costs rather than unusually high profits for providers.
Examples of the underlying costs include sales and marketing costs, fund
management charges, regulatory and compliance costs, record-keeping,
and adverse selection effects.3

The bottom line is that both the U.K. and Chilean experiences indicate
that a decentralized approach to individual accounts is expensive—and the
administrative costs would be even higher (relative to the account balances)
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if the accounts were smaller. A centralized approach to individual accounts
could offer substantially reduced administrative costs. It is also worth not-
ing that a centralized system could incorporate some competition, sufficient
to obtain most of the benefits without the costs associated with a fully decen-
tralized system.

Political Economy Myths

Muyth 8: Inefficient Governments Provide a Rationale for Private
Defined Contribution Plans

Some proponents of individual accounts argue that corrupt and ineffi-
cient governments provide a strong motivation for moving away from pub-
lic systems toward private ones. To be true to our idealized versus as-irnple-
mented distinction, we should emphasize that this myth is very much in
the as-implemented world: in an idealized world, democratic governments
are not inefficient or corrupt, since political competition forces efficiency
in the provision of public services, just as market competition does for pri-
vate goods and services.*

On an as-implemented basis, however, the issue is more complicated
than it may initially appear. Even under a private system, as Estelle James
(1997) emphasizes, “considerable government regulation is essential to
avoid investments that are overly risky and managers who are fraudulent.
Some minimum reliability is required from the civil service for regulation
to be effective.” It is difficult to know why a government that is inefficient
and corrupt in administering a public benefit system would be efficient and
honest in regulating a private one.

Tobe sure, the likelihood of government malfeasance under different pub-
lic programs—regulatory versus direct government management—may dif-
fer markedly, and we are only just beginning to understand the causes of any
such differences. Among the relevant factors are undoubtedly transparen-
cy and complexity and, more generally, control systems within the public sec-
tor, as well as the magnitude of private incentives for abuses.*>

Kazakhstan, which lacks a well-developed set of financial markets and
has little of the infrastructure and regulatory prerequisites for the proper
functioning of individual accounts, offers a good example of the risks.
Even in industrialized economies with relatively efficient governments
and well-developed financial markets, the scale of the regulatory chal-
lenge should not be underestimated. For example, according to Arthur
Levitt (1998), chairman of the Securities and Exchange Commission in the
United States, more than half of all Americans do not know the difference
between a stock and a bond; only 12 percent know the difference between
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a load and noload mutual fund; only 16 percent say they have a clear
understanding of the Individual Retirement Account; and only 8 percent
say they completely understand the expenses that their mutual funds
charge. The investor education and investor protection measures required
to ensure that an individual account system operates well despite these
knowledge gaps seem substantial, especially in developing countries.

The bottom line is that public malfeasance or incompetence can be just as
dangerous under individual accounts as under public defined benefit
systems. The key questions are the difficulties of constructing open, trans-
parent systems under alternative regimes, and the capacities of individuals
and organizations to monitor the public sector. In some cases, government
failures may be so substantial that any form of prefunding—either through
a public trust fund or through private accounts—would not be advisable.

Muyth 9: Bailout Politics Are Worse under Public Defined Benefit
Plans Than under Private Defined Contribution Plans

Another political economy myth is that bailout politics are more severe
under public defined benefit plans than under private defined contribution
plans. In other words, the assertion is that the government will experience
greater pressure for social protection under a public defined benefit system
than a private defined contribution one.

This myth, like the previous one, is largely based on comparing systems
as they are implemented. After all, in an idealized world, programs would
be designed with the “efficient” bail-out provisions. But even on an as-
implemented basis, the distinction in this myth is overdrawn: it is simply
not politically realistic to claim that governments will fail to come to the
rescue in some way if financial disaster (say, a stock market crash) looms
for a nontrivial share of the population.

In a sense, this myth is related to the previous one. If the government
fails to do an effective job in regulating the private sector, and if individu-
als are allowed to invest in risky securities, those whose investment deci-
sions turn out to be poor will likely turn to the government for assistance.
In many countries, the guarantee is more than implicit: Governments often
provide some sort of guarantee on the returns earned under the individ-
ual account approach.#¢ As Rocha, Hinz, and Gutierrez stated in chapter
5, in most countries with a mandatory second pillar, some form of guar-
antee on returns exists. Such guarantees ultimately involve some type of
explicit government backstop.*

Diamond and Valdés-Prieto (1994) examine the government guaran-
tees inhering in the Chilean system at that time. They note that the gov-
ernment guaranteed 100 percent of an annuity up to the minimum pension,
plus 75 percent of its value above the minimum pension; the mini-
mum Administradoras de Fondos de Pensiones (AFP) relative return if
the guarantee bonds posted by the AFPs are temporarily exhausted; and,
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finally, the minimum pension, so that the government shared in accrual risk
(and longevity risk, if a phased withdrawal is chosen rather than an annu-
ity). They further argue that “implicit government guarantees may exist
because of the mandatory nature of contributions.” (Diamond and Valdés-
Prieto 1994).

Some analysts may argue that the government does not have to issue
guarantees in the second pillar of a pension system if the first pillar were
optimally constructed. Yet such an approach seems unlikely to be a polit-
ical equilibrium. Dynamic inconsistency concerns are likely to loom large.
Governments that regulate privatized systems—and surely some govern-
ment regulation of the second pillar is necessary—are inevitably blamed
for any failures in that system.*® The comfort provided by the first pillar is
unlikely to be sufficient to calm the political unrest resulting from any sig-
nificant financial losses suffered by the middle and upper classes.

A more fundamental question is, if the first pillar were indeed so well
designed that bailout pressures in a private second pillar were low, why
bailout politics in a public second pillar would be so strong. The differences
between a private, defined contribution system relative to a public, defined
benefit one is difficult to assess ex ante. The outcome depends on a com-
plicated political dynamic, which undoubtedly differs from country to
country. To what extent does any increased risk under a defined contri-
bution approach—and the related inability to spread risk across genera-
tions—increase the likelihood of a bailout? To what extent does the “pri-
vatized” nature of a private defined contribution system insulate the
government from pressure for bailouts? These are important questions, and
worthy of further study. We submit that the answers are far from clear at
this point.

Concerns about potential bailouts following adverse financial perfor-
mances are particularly germane to developing countries, since such
economies typically experience substantially higher volatility than devel-
oped ones (Easterly, Islam, and Stiglitz 1999).%°

Finally, the likelihood of a bailout of individual accounts may be height-
ened in postsocialist economies that had engaged in voucher privatiza-
tions.™ In such voucher privatizations, shares in large and medium-sized
companies were sold in exchange for vouchers. Since the normal fiducia-
ry rules to be listed on a public stock exchange were bypassed by many
firms undergoing privatization, shares in these firms are illiquid. Voucher
investment funds, which were organized as intermediaries for the vouch-
er privatizations, hold most of the illiquid shares.>! Pension reform schemes
in these countries may have the effect of transferring illiquid shares from
the voucher funds to pension funds. Such a transfer may benefit the vouch-
er funds but could also necessitate a government bailout of the pension
funds should the illiquid shares prove to be worth less than their current
“market price.”%? To be sure, the pension reforms are often touted as
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“deepening the stock market.” Yet they may ultimately merely reallocate loss-
es from one set of funds to another—and in a potentially regressive fashion.>

Muyth 10: Investment of Public Trust Funds Is Always Squandered
and Mismanaged

Another myth is that public trust funds are always squandered or misman-
aged. Estelle James (1998) has written that “data gathered for the 1980s
indicate that publicly managed pension reserves fared poorly and in many
cases lost money—largely because public managers were required to invest
in government securities or loans to failing state enterprises, at low nominal
interest rates that became negative real rates during inflationary periods.”

Several points are worth noting here. The first concerns the nature of the
capital market. If capital markets were perfect, then it would simply not be
possible (apart from corruption or a failure to diversify the portfolio across
a sufficient number of assets) for funds to be badly invested. Efficient mar-
kets ensure that returns are commensurate with risk, as long as the investment
portfolio is sufficiently diversified. Given efficient markets, those that
accuse the government of investing poorly therefore must be accusing the
government either of corruption or of choosing a portfolio that does not cor-
respond to the risk preferences of pensioners. With respect to the latter, lit-
tle evidence is typically presented. Furthermore, if individuals can undo
the public fund portfolio by adjusting their own portfolio risk, public finan-
cial policy—including how the government invests its trust funds—is irrel-
evant (Stiglitz 1974, 1983, 1988). The assumption of perfect capital markets
is not entirely convincing, especially in many developing countries. But then
the opportunities for uninformed investors to make mistakes or to be
exploited are increased.

Averting the Old Age Crisis noted that real rates of return on many pub-
lic trust funds were negative during the 1980s. But that information alone
does not tell us much: we would like to know how the real rate of return
on the trust fund compared to other investments, after controlling for risk.
Figure 3.7 in Averting the Old Age Crisis only offers one such comparison:
between the U.S. Old-Age and Survivors Insurance trust fund and returns
earned by U.S. occupational pension funds, and it does not control for risk.
The risk adjustment is essential, since we should not be particularly con-
cerned about funds that earn equal risk-adjusted rates of return but differ
in their portfolios. Table 1.3 includes the other countries in Averting the Old
Age Crisis, along with ex post real market interest rates between 1980 and
1990 computed from the International Monetary Fund's (IMF) International
Financial Statistics. As it shows, a comparison with market interest rates indi-
cates that the returns earned on public pension funds during the 1980s were
indeed lower than risk-free market interest rates in most cases. But the
degree of shortfall is much less pronounced than column (A) by itself
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Table 1.3. Ex-Post Real Returns

Real return on public fund, Average real ex-post
as published in Averting discount rate, 1980-90,
the Old Age Crisis® geometric mean® Difference
(A) (B) (A)-(B)

Peru -37.4 na. n.a.
Turkey -23.8 —4.4 -19.4
Zambia® -234 -12.4 -11.0
Venezuela -15.3 6.4 -8.9
Egypt -11.7 -4.1 -7.6
Ecuador -10.0 -10.2 0.2
Kenya -3.8 1.8 -5.6
India 0.3 0.8 0.5
Singapore 3.0 43 -1.3
Malaysia 4.6 1.1 3.5

n.a. Not applicable.

a. Note that the time perjod in column (A) covers different subperiods of the 1980s for dif-
ferent countries, so the comparisons with columns (B) and (C) are not precise. Nonetheless,
the qualitative results are similar regardless of the subperiod.

b. The real ex-post discount rate in any year is computed as

r=100{1+"—1}
1+n7m

where 7 is the real interest rate, 7 is the nominal discount rate (line 60 in the International
Financial Statistics), and t is the consumer price inflation rate (the percentage change in
line 64 in the International Financial Statistics). The figure shown is then the geometric
mean of the cumulative real return across 1980-90.

¢. The real market rate is for 1980-88 because of data limitations.

would suggest. According to Iglesias and Palacios (see chapter 6), more
recent research suggests that even after undertaking some risk adjustrnent,
public trust funds tend to underperform private. But data problems plague
the analysis, and undertaking an accurate risk adjustment is difficult.

In the United States, where the data are somewhat better than in rnany
other countries, the debate over public pension investment performance has
been particularly heated. On the basis of earlier research undertaken by
Olivia Mitchell and others, Alan Greenspan has noted that state and local
pension funds tend to underperform market rates of return (Mitchell and
Carr 1996; Mitchell and Hsin 1997; Greenspan 1999). On closer analysis,
however, the data do not seem to support this conclusion: Munnell and
Sundén (1999) reexamined the evidence on state and local pension funds,
and concluded that “public plans appear to be performing as well as pri-
vate plans.”
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Finally, it is important to emphasize that countries are experimenting
with institutional arrangements—such as independent boards, clear leg-
islative mandates to avoid political investing, and restrictions on invest-
ments to broad market indexes—to protect trust funds from political pres-
sures. For example, Canada has recently changed the regulations governing
its Canada Pension Plan to allow that system to invest a portion of its
reserves in private securities. Another interesting model, which is already
fully operational, is the State Petroleum Fund (SPF) in Norway. The SPF,
which, admittedly, is not formally a pension fund but still a public trust
fund that may ultimately be used to pay pensions, held assets of about 15
percent of GDP at the end of 1998. It invests primarily in foreign bonds; its
equity investments—which are mostly in managed and index funds—are
externally managed by several foreign companies. The fund is managed at
very low cost, and tracking errors relative to the benchmark have been rel-
atively low (IMF 1999).

The impact of a trust fund'’s institutional structure deserves closer atten-
tion—funds with independent boards and sources of financing, a clear legal
mandate to pursue competitive returns, and a focus on broad market index
funds may fare better than other funds. (Active private fund managers do
not tend to outperform index funds, so it is hard to argue—at least when
the public trust fund would be a relatively small share of the market—that
private funds would outperform a public fund that is invested solely in
broad indexes.) Given the critical importance of prefunding in many coun-
tries, further scrutiny of whether public trust fund structures can be
designed to avoid malfeasance and underperformance (even on a risk-
adjusted basis) is crucial to a full evaluation of policy choices, particularly
between public and private approaches to prefunding.

Conclusion

Underfunded public pension systems represent a potential threat to the fis-
cal soundness—and, more broadly, economic stability—of many devel-
oping countries. Averting the Old Age Crisis provided an invaluable service
in drawing attention to this problem and in discussing specific policy
changes to address the issue. Unfortunately, as often happens, the sug-
gestions have come to be viewed narrowly—focusing on a second pillar
limited to a private, nonredistributive, defined contribution approach.
Most of the arguments in favor of this particular reform are based on a set
of myths that are often not substantiated in either theory or practice.

The goals of pension policy—promoting old age security, developing a
robust capital market, and encouraging domestic investment—often come
into conflict, especially in developing countries. Private funds may help
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deepen domestic capital markets, but they may also expose the elderly to
greater risks and dissipate more resources in administrative costs. Allowing
investment of pension funds abroad, which is not politically popular in
most countries, may reduce risk but could undermine the objective of
deepening domestic capital markets. It may be possible to design arrange-
ments that reduce risk without such adverse consequences—for example,
swaps across countries—but these arrangements may be easier to under-
take with public rather than private pension funds. Clearly, trade-offs
exist, especially since developing country capital markets are imperfect and
are likely to remain so for some time.

A move toward privately managed defined contribution pensions may
or may not have an adverse effect on savings, welfare, labor supply, or the
fiscal balance. We have identified a number of factors that affect the out-
come in any specific country. In developing economies, there is not, we
would argue, any presumption in favor of the conventional wisdom—a pri-
vately managed, defined contribution system. Less developed countries
usually have less developed capital markets, with less informed investors
and less regulatory capacity, making the scope for potential abuse all the
greater. Moreover, the presence of greater volatility and the absence of
many types of financial markets make many kinds of insurance provided
by traditional defined benefit programs all the more valuable.

The debate over pension reform would benefit substantially from a
more expansive view of the optimal second pillar, which should incorpo-
rate well-designed public defined benefit plans. A privately managed sec-
ond pillar is not always optimal. A more expansive perspective would allow
policymakers to appropriately weigh all the trade-offs they face, including
private versus public systems; prefunding versus not prefunding; diver-
sifying versus not diversifying; and defined contribution versus defined
benefit pension plans.

Notes

1. Another crucial issue is whether the second pillar is redistributive.
In general, the optimal system of redistribution involves taxes and subsi-
dies in each “pillar,” rather than confining the redistribution role to a sin-
gle pillar.

2. The popular interpretation may be understandable, since many of the
Bank’s leading pension scholars could easily be misinterpreted as advocat-
ing it. For example, Estelle James writes that the second pillar should be “a
mandatory, privately managed scheme....[The scheme] should be private-
ly and competitively managed (through personal retirement savings accounts
or employer-sponsored pension plans) to produce the best allocation of
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capital and the best return on savings.” See Estelle James, “Outreach #17:
Policy Views from the World Bank Policy Research Complex,” August 1995,
pp. 2-3.

3. In Hong Kong, Croatia, and Venezuela, multipillar systems are sched-
uled to begin in 2000.

4 In addition, a private system may involve some public guarantees,
such as those that ensure pensioners are protected when pension funds
declare bankruptcy.

5. The cash balance plans becoming more prevalent in the United States
are one example. It is also interesting that many analysts assume that
retirees under a defined benefit pay-as-you-go system would partially
share in any positive long-term productivity shocks. Such an assumption
changes the nature of the system from a pure defined benefit one to an amal-
gam of defined benefit and defined contribution systems, with the accru-
al risk arising from productivity and demographic variables rather than
financial markets.

6. An inherent feature of a program is one which would be true for all
feasible implementation strategies and institutions.

7. Botswana is apparently in the process of implementing a pension
scheme.

8. Precisely to avoid having to make trade-offs across these generations,
economists typically look for Pareto improvements—reforms that make
everyone better off while making no one worse off. Almost all proposed
reforms, however, fail to meet this test. The situation therefore becomes
much more complicated.

9. The conditions under which this effect occurs are complicated. The ear-
lier literature analyzing the impact of (mean-preserving) increases in risk
discussed them widely. See, for example, Diamond and Stiglitz (1974),
and Rothschild and Stiglitz (1971).

10. The distinction between narrow and broad prefunding is similar to
the distinction between “apparently funded” and “ultimately funded”
pensions highlighted by Valdés-Prieto (1997).

11. The evidence from Chile on the impact of pension reform on nation-
al saving is somewhat mixed. The national saving rate rose substantially
from the early 1980s to the mid-1990s, but it is unclear precisely how much
of that increase should be attributed to the pension reform (Kay 1997).

12. Another issue that carries national saving implications—admitted-
ly in the “as-implemented” category—is whether early (preretirement)
withdrawals are allowed from individual accounts. In many cases, sub-
stantial political pressure may be applied to allow such early withdrawals.
Yet succumbing to such pressures could reduce both narrow and broad pre-
funding. In the United States, for example, Samwick and Skinner (1997)
show that nearly US$50 billion in pension assets were distributed prior to
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age 59-1/2in 1990, and that roughly half of those early distributions were
spent rather than rolled over into other retirement accounts.

13. Holzmann notes that “a redistribution of total debt between implicit and
explicit liabilities should have little effect on the pure interest rate. It affects
the capital stock and national saving only marginally.” (Holzmann 1997).

14. Note that we are assuming that from a macroeconomic perspective,
implicit and explicit debt are equivalent. For further discussion of whether
implicit unfunded liabilities are equivalent to explicit public debt, see
Hemming (1998), pp. 15-16. Note that in asserting that changes in the sum
of implicit and explicit debt do affect national saving, we are assuming that
the conditions required for neo-Ricardian equivalence fail.

15. For references to the existing literature on pay-as-you-go systems
internationally, see Mackenzie, Gerson, and Cuevas (1997). For refererices
to the existing literature on the United States, see Feldstein (1998).

16. This proposition can be put somewhat more formally. For any pro-
gram of gradual conversion of a public pay-as-you-go system to a narrowly
prefunded individual account system, a set of taxes exists that would con-
vert the public pay-as-you-go system to a narrowly prefunded public sys-
tem and that would leave aggregate consumption and output at each date
(in each state of nature) unaffected relative to the individual account system.

17. More generally, Samuelson’s original paper on the consumption
loan model illustrates this point quite vividly. Broad prefunding involves
intergenerational trade-offs of the type discussed in the introduction.

18. Nicholas Timmins. “The Biggest Question in Town: America Faces
Critical Choices Over the Future of Its Most Popular Spending Programme.”
Financial Times, March 20, 1998, p. 23.

19. Palacios and Whitehouse (1998), p. 5.

20. These projections are taken from the U.S. Bureau of the Census. See
Statistical Abstract of the United States 1998, table 1340.

21. Dynamic efficiency requires that no generation can be made better
off without making other generations worse off (for a fuller articulation, see
Cass 1965). An economy that is dynamically inefficient could “dissave” and
reduce its capital stock, increasing consumption for the current generation
and every subsequent generation. While the conditions for dynamic
efficiency have been widely discussed in hypothetical economies with no
land, the issue typically is not even germane in the “real world” with land.
Consider, for example, an economy with zero growth. Dynamic ineffi-
ciency would then require a negative real interest rate, which would pro-
duce the absurd result of land with infinite value! Also note that the con-
ditions for dynamic efficiency in a stochastic setting are complicated (see,
for example, Abel, Mankiw, Summers, and Zeckhauser 1989).

22. Tronically, there are cases in which a switch to a pay-as-you-go sys-
tem can increase the welfare of earlier generations without making later
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generations worse off. Indeed, that was Samuelson’s fundamental insight
in his consumption loan paper: In the reversal, from a pay-as-you-go sys-
tem to a fully funded one, it is possible that every generation could be worse
off. To be sure, our concerns about existing systems are somewhat differ-
ent—Samuelson focused on Ponzi schemes that were viable in the long run,
but most real-world systems do not seem to share that property. Some type
of reform is inevitable.

23. This simplified example and much of its discussion is taken from
Orszag (1999), which is itself based on Geanakoplos, Mitchell, and Zeldes
(1998, 1999).

24. Some may argue that the only feasible way to abolish the redistrib-
ution would be to convert the program from a public one to a private one.
Even if that were true, the choices involved would then become substantially
more complicated than a simple rate-of-return comparison would suggest.

25. Boldrin, Dolado, Jimeno, and Peracchi (1999), p. 27.

26. This is an example of the more general theorem showing that pub-
lic financial policy is irrelevant with efficient markets (Stiglitz 1983).

27. Council of Economic Advisers (1997), p. 113.

28. Heller (1998), p. 11.

29. It is often asserted that differential mortality rates by income imply
that on a lifetime basis seemingly progressive systems are not actually pro-
gressive. In the United States, at least, that statement is somewhat mis-
leading. See Steuerle and Bakija (1994); Garrett (1995); and Duggan,
Gillingham, and Greenlees (1995).

30. As noted above, a defined benefit program could be thought of as a
defined contribution program combined with appropriate financial options.
In principle, the government could issue the options independently of the
pension system, allowing individuals to create synthetically a defined ben-
efit pension out of an otherwise defined contribution system. Yet there may
be benefits-—for example, in terms of bailouts-—to bundling the options sole-
ly with the pension system.

31. A related concern is that government ownership of private equity
would distort investment allocations. Restricting public investment to
broad market indexes may attenuate such concerns.

32. Another implication of the failure of the public sector analogue to the
Modigliani-Miller theorem is that a movement of government trust funds
out of bonds and into stocks could increase interest rates on the government
bonds. The higher interest costs to the government could then at least tem-
porarily worsen the government’s cash flow (e.g., if most of the short-run
returns from holding equities are in the form of unrealized capital gains
rather than dividends). The deterioration in cash flow could then require
additional reliance on distortionary taxation, which could then affect labor
supply. In effect, one could think of an investment restriction in which the
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public trust fund holds only government bonds as a tax imposed on the pen-
sion system. Lifting the investment restriction then shifts the tax to a dif-
ferent base (all taxpayers).

33. Whether redistribution should be undertaken through the pension
system or other means (such as the income tax system) is a serious ques-
tion. If the redistribution is better undertaken through alternative mecha-
nisms, then a complete analysis of defined benefit versus defined contri-
bution pension systems must also take into account the distortions
engendered by the alternative redistribution mechanism.

34. Consider, for example, an efficiency wage model in an environment
in which an urban job entitles one to participate in a public social insurance
program. The subsidies associated with such a system increase the rents of
those who obtain jobs in the urban sector (one of the most often stated crit-
icisms of such public systems), but the increased public subsidy shifts the
no-shirking constraint (for example, in a Shapiro-Stiglitz model of efficiency
wages) down, so that equilibrium wages are reduced and equilibrium
employment increased. Whether social welfare increases from such a wage
subsidy is thus a complicated matter.

35. Some social insurance programs implicitly provide “obsolescence”
insurance against technological shocks that affect the value of human cap-
ital. Experience normally increases an individual’s human capital, but
rapid technological change may diminish its value, so that older workers
face diminishing productivity and wages. Some workers may want to
obtain insurance against this risk, in the form of an “option” to retire early.
Carefully defined retirement insurance programs could provide an element
of such insurance by providing early retirees some increment in the pre-
sent value of benefits over contributions. To be sure, like most insurance,
moral hazard concerns arise with such insurance: The provision of the
insurance at the margin induces some individuals whose productivity has
not fallen to retire earlier than they otherwise would have. Optimal insur-
ance balances the risk reduction and moral hazard effects. It is a valid crit-
icism to say that balancing has not been undertaken properly; it is not a valid
criticism to say that some adverse incentive effect exists. In a related spir-
it, Diamond and Mirlees prove the optimality of taxing work for insurance
purposes in an ex ante identical workers model (Diamond and Mirlees 1978,
1986, and forthcoming).

36. The delayed retirement credit applies to delays past the normal
retirement age (currently 65). For claiming before the normal retirement age,
the actuarial adjustments are 6.67 percent of the worker’s Primary Insurance
Amount per year. That is also approximately actuarially fair.

37. A difficult issue involved in actuarial “fairness” is which population’s
mortality projections to use in evaluating such fairness. For example, many
of those retiring early are less healthy than average. In evaluating actuarial
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fairness for early retirement, should the mortality experience of those actu-
ally choosing to retire early be used, or the mortality experience of the pop-
ulation as a whole? Similarly, a program that is actuarially fair for the pop-
ulation as a whole will generally not be actuarially fair for specific subsets
of that population. See, for example, the discussion in Gruber and Orszag
(1999).

38 A notional defined contribution system is a pay-as-you-go pension
system in which the worker’s benefit is accrued in a notional account,
which is then uprated each year by wage growth (in Sweden’s case, wage
growth per capita). The “account” thus provides a real rate of return equal
to real wage growth (per capita), which is why the system is referred to as
a “notional defined contribution” system. Upon retirement, the value of
pension rights is divided by remaining life expectancy. Therefore, the later
benefits begin, the higher annual benefits will be, since the downward
adjustment to reflect remaining life expectancy will be smaller. (Benefits can
be claimed as early as age 61.)

39. Moreover, in a world with monopolistic competition (which, given
imperfect information, is often a better description of markets than perfect
competition), competition leads to zero profits but not necessarily eco-
nomic efficiency.

40. More recent estimates suggest that costs may be somewhat higher
under this approach (Diamond 1999a). Diamond also notes that the admin-
istrative costs for a decentralized approach may be 100 to 150 basis points,
slightly higher than the 100-basis-point estimate applied to the Personal
Security Account proposal in the Advisory Council report.

41. Murthi, Orszag, and Orszag (1999a) discuss these alteration costs in
much more detail. The high level of alteration costs in the United Kingdom
seems to reflect a particularly inefficient approach to implementation of
individual accounts.

42. This point is related to one made in a footnote above: It is always
important to ask “actuarially fair for whom?” It is also important to note
that mortality selection effects are a cost to the typical individual but do not
necessarily measure the profit to the provider, the loss of utility to the
consumer, or the resource cost to society from the selection effect in the
annuity market. Rather, they represent a financial loss for the typical per-
son, if he or she decided to purchase an annuity, relative to an annuity that
accurately reflected his or her life expectancy. For further discussion of the
annuities market in the United Kingdom and the impact of selection effects,
see Murthi, Orszag, and Orszag (1999b). For further discussion of the var-
ious selection effects in annuities markets—not all of which necessarily rep-
resent market failures—see James and Vittas (1999).

43. It is important to note that most studies examine the costs of indi-
vidual accounts to consumers, not the resource costs to society. In many
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situations, the two concepts may not be identical. For example, selection
effects are of a somewhat different nature than many of the other costs list-
ed above: most of the accumulation costs, for example, likely represent
direct resource costs to society, whereas selection effects represent indirect
costs (by discouraging individuals from participating in the insurance
market). Similarly, such studies do not necessarily measure the utility loss-
es from charges. The approach is a financial one, not a utility one, and is
not presented in utility-based terms.

44. The theory of government failures explains why competition may not
lead to the desired results for public goods, just as the theory of market fail-
ure does for private goods. It is possible that there are inherent reasons that
one set of failures is more severe than another, but the case for such inher-
ent differences is more subtle than the argument that underlies Myth 8.

45. For example, a rule-based system in which public funds are invest-
ed in government bonds or in broad market indexes is relatively easy to
monitor and therefore seems to involve limited scope for abuse. In contrast,
given the wide variety of ways in which private actors can circumvent the
intent of any specific rule, a government regulatory system can be quite
complex. Such complexity may increase the potential for corruption, as
actors try to “bribe” regulators to approve nontransparent schemes. Such
concerns are of particular importance in developing countries, where non-
governmental consumer and investor protection organizations may be
weak and unsophisticated.

46. For a contingent claims approach to valuing these guarantees, see
Pennacchi (1999).

47. Note that the guarantees transform the system from a pure defined
contribution one toward a mixed private defined contribution-public
defined benefit system. They thus facilitate some degree of intergenerational
risk sharing absent from the pure private defined contribution system.

48. Any government that chose nof to regulate a privatized system could
increase the risk of a crisis; for example, the lack of prudential standards
may raise the possibility of a large account provider failing to deliver on
its promises to retirees. In any case, if such a crisis hit, the government—
despite its ostensible lack of involvement—would likely be forced to pro-
vide a bailout anyway.

49. The higher financial volatility in developing economies could be
attenuated by allowing individuals to invest in foreign assets. If such
investments were appropriately chosen, the returns should then be inde-
pendent of outcomes in their own country—insulating the individuals
from the effects of higher domestic volatility. But this approach raises a
number of sensitive issues. For example, in the presence of endogenous
growth elements or any differential between social and private returns to
capital, investing abroad is not necessarily equivalent to investing at home.
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If pension savings are invested abroad, the country benefits from the pri-
vate return to capital in foreign markets but does not necessarily capture
the full potential social return. This effect could thus provide a policy ratio-
nale for limiting foreign investments.

50. The authors thank David Ellerman for his insight into this problem.
This section relies heavily on his contributions.

51. The voucher funds were creatures of the voucher privatization and
are far more numerous and powerful than mutual funds in the West. For
instance, in one small country, there are about 10 actively traded compa-
nies and over 30 voucher funds (and more than 1,000 voucherized com-
panies with tradable, but illiquid, shares).

52. Given the illiquidity, the current market price is not necessarily par-
ticularly illuminating.

53. In practice, in at least one country, voucher privatizations were
accompanied by looting, with rapid erosion of the value of shares.
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Comments by Robert Holzmann, The World Bank

This is an interesting and provocative chapter that raises key issues for
debate. However, it has a very strong U.S. orientation and, hence, reveals
very little about what happens in the world—in both academic and actu-
al pension reform contexts. Nor is it concerned with how to address the
complex and differentiated pension reform issues that the World Bank con-
fronts. Despite these limitations, the chapter helps us to identify important
points of contention and areas for future investigation; for example, regard-
ing the possibility of learning from mistakes and cross-country experi-
ence, the significance of market weaknesses and failures, and the impor-
tance of political failures and the effectiveness of measures to limit them.
I agree with many of the points raised, partly because of the way in which
the “myths” were formulated (“necessary,” “always,” “has no,” etc.), and
partly because many of the points have been long adopted within and out-
side the World Bank. Since the publication of Averting the Old Age Crisis in
1994, thinking on pension reform implementation has become much more
differentiated and sophisticated. Within the World Bank, this is readily evi-
dent from a visit to its social protection Web site, which includes a series
of discussion papers covering cutting-edge issues in pension reform.
Inmy comments, I will (i) say a few words on the myths, (ii) address the
question of whether or not a multi-pillar system is a useful reference model
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for the steady-state, and (iii) explain why the multipillar system is also con-
sidered a useful reference model for reform.

On the Myths

Itis easy to agree with most statements about the myths; because of the way
in which the myths were formulated, they are bound to be wrong by the level
of generalization. But my understanding is that in the policy discussion and
most of the international literature, the points raised to support a partial move
toward funded, privately managed, defined contribution schemes are argued
in a more sophisticated manner. Furthermore, in these discussions not only
the comparison between idealized models enters but also the experiences
in countries with these models. Despite the caution one has to apply when
transposing “historic tendencies in one nation,” knowledge sharing is still
an important element of learning in economics as well as economic policy.
Against this background, a few remarks on each myth follow:

* Myth 1. Individual accounts per se do not raise national saving, but
they may if the transition from an unfunded to a funded scheme is
linked with a restrictive fiscal stance, or if the reform creates exter-
nalities such as financial market development and economic growth
(Holzmann 1997). These reform externalities are likely to be much
more important than a change in the national saving rate.

* Myth 2. Rates of return under individual accounts are not necessari-
ly higher. But they may be, if administrative costs can be kept in check,
transition costs are low or nonexistent for systems in a start-up phase,
or the reform externalities allow for Pareto-improving transition
(Holzmann 1999; Homburg 1990).

¢ Myth 3. Declining rates of return on pay-as-you-go (PAYG) systems
do not necessarily reflect fundamental problems. But the high returns
typically given to the start-up generation increase the initial demand
for the scheme, and political willingness to maintain high benefits ren-
ders most PAYG schemes fiscally unsustainable. Then, falling rates,
which become negative in some countries (Holzmann 1988), change
the relative prices and, as a consequence, the portfolio demand for
unfunded/funded provisions, creating pressure for reform.

¢ Myth 4. Investment of public trust funds in equities will have macro-
economic effects in a world of nonhomogeneous individuals and
imperfect capital markets. For this very reason, a (partial) move
toward funded schemes should be considered.

* Myth 5. Labor market incentives are not necessarily better under
individual accounts. But the conjecture is that it is politically easier
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to improve these incentives under a defined contribution (DC) plan
than under a defined benefit (DB) plan.

* Myth 6. DB plans do not necessarily provide more of an incentive to
retire early, but the empirical evidence suggests that they usually do.

¢ Myth 7.Competition alone does not ensure low administrative costs
under individual accounts. I was not aware of this claim.

* Myth 8. Corrupt and inefficient governments do not provide a ratio-
nale for individual accounts. I was not aware of this claim either.

* Myth 9. Bailout politics are not necessarily worse under public DB
plans. The government is always a provider/insurer of last resort. But
the bailout under a DB plan may be more expensive, since higher com-
mitments have accrued.

¢ Myth 10. Investment of public trust funds is not always squandered
and mismanaged. But the track record is not encouraging, as Iglesias
and Palacios point out in chapter 6, and the Canadian reform model,
which occurred after decades of poor investment performance, still
awaits evaluation and successful implementation in other countries.

On the Multipillar Model

The chapter almost exclusively focuses on the rationale and soundness of
the conceptual underpinnings for moving from unfunded, publicly man-
aged DB to fully funded, privately managed, DC systems, but it does not
really discuss the overarching proposal of the World Bank, namely the mul-
tipillar system as a reference model for pension reform.

Proposing the multipillar makes two assumptions: the model is an opti-
mal one for the steady-state (ignoring transition costs) or for start-up coun-
tries, and it is a useful reference point for pension reforms when a monop-
olistic PAYG scheme is already in place (discussed below).

The arguments for a multipillar system (consisting of a mandatory,
publicly managed, unfunded pillar and a mandatory but privately man-
aged funded pillar, as well as supplemental voluntary provisions, includ-
ing real and financial assets) under steady-state conditions are essentially
threefold (Holzmann 1998), in that it allows for:

* A clearer distinction between the redistributive and the income
replacement objective of mandatory schemes

¢ Risk diversification, since not all of the population’s retirement port-
folio will be subject to the same political, demographic, and eco-
nomic risk

* Better avoidance of fiscal unsustainability and reduction of negative
effects on individual saving and labor supply decisions
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Most but not all of these objectives can, in principle, be achieved in a well-
structured and publicly managed DB scheme operating under partial fund-
ing. But based on the worldwide experience, the conjecture is that the like-
lihood of this happening is slim. The authors themselves state that “from
a risk perspective, the socially optimally system may be a diversified, par-
tially funded one.” The multipillar system shares this view, but admitted-
ly has less confidence in the public sector to administer a reserve fund,
although it does not totally exclude it.

The application of the model for start-up countries has a much larger
potential than the authors suggest. In most of the World Bank’s client
countries, the existing PAYG schemes have low coverage (mostly in the
range of 10 to 30 percent), and in many countries provident funds arrange-
ments exist, making less prominent the issue of transition costs.

On Multipillar Pension Reform

When a country has an existing and comprehensive PAYG system, which
urgently needs to be reformed for short- and long-term fiscal reasons, its
evident negative impact on labor supply and retirement decisions, and its
questionable distributive implications, the question naturally arises if a
move toward a multipillar system is Pareto-improving, or if the reform
effort should not concentrate on a PAYG-only reform.

The needed reforms can, in principle, be addressed by reforming the
PAYG system, that is, by changing the parameters of the pension system
(such as retirement age, accrual factors, length of assessment period, index-
ation, etc.) and by engaging in partial prefunding in a public reserve fund.
The political unattractiveness, however, to engage in a comprehensive
PAYG reform—the fiscal and economic gains would be harvested at the
time when the responsible politician is already out of office—while under-
taking continuous marginal changes creates a time consistency problem.
Politicians cannot make a convincing argument that the proposed “para-
metric” reform is a lasting one (that is, one that puts the scheme on a sound
long-term financial basis) and that they have no incentive to change the ben-
efit/contribution structure for political reasons in the future. Given this
credibility problem, individuals have an incentive to oppose a “paramet-
ric” reform from the very beginning. And examples of marginal paramet-
ric reform attempts, many of which failed or came about only after inten-
sive political fighting, are abundant (Demirgti¢-Kunt, and Schwarz 1999).

Perhaps a more promising strategy for PAYG reform employs a “para-
digm shift”—that is, putting forth a conceptual structure that changes the
usual terms of debate. A paradigm shift is inherent in proposals to move to
a Chilean-style funded scheme. The close analogue in the PAYG context is
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the construct of notional defined contribution (NDC) accounts, which China,
Italy, Latvia, Mongolia, Poland, and Sweden have enacted or are discussing,

Against this background of the political difficulties of engaging in com-
prehensive parametric reform and of problems of establishing and secur-
ing a reserve fund that is publicly managed, the proposed reform approach
toward a multipillar pension system has the quality of a “paradigm shift,”
provides more credibility, overcomes resistance among broad segments of
the population, and may deliver reform externalities. This is the experience
in advanced economies such as Australia, Denmark, the Netherlands,
Switzerland, and the United Kingdom; it is the experience in Latin America
and Eastern Europe where the World Bank is heavily involved (Lindernan,
Rutkowski, and Sluchynsky 2000; Queisser 1998).

Yet, while the multipillar pension system serves as a reference model,
itis not a blueprint that is applied blindly in all cases. When supporting pen-
sion reforms, the World Bank, among other things, (i) takes account of coun-
try preferences and circumstances; (ii) applies sound reform criteria (Does
the reform meet distributive concerns? Is the macro and fiscal policy accom-
modating the reform sound? Can the administrative structure operate a
new multipillar pension scheme? Are the regulatory and supervisory
arrangements and institutions in place to operate the funded pillar with
acceptable risk?); (iii) links client assistance with knowledge management,
such as through the establishment of a pension reform primer; and, (iv) pur-
sues an active research agenda on the many open problems mentioned in
the chapter. As a result, while recent pension reforms in Latin America and
Eastern Europe share common characteristics, no two are identical.
Accordingly, the World Bank has supported different reform approaches.

The reforms already undertaken and those in preparation will all prof-
it from the conference papers comprising this volume and the attempts by
the World Bank to underpin the reform efforts with best knowledge from
academic research and best practice experience from client or sponsor
countries. Theoretical introspection is very important, but so is hands-on
experience reform from countries. This is fully in line with the tone of the
chapter and its U.S. background, “It ain’t necessarily so. . ..”
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Comments by Estelle James, The World Bank

The biggest goal of researchers is that other people will think about and
debate their ideas. In the policy arena researchers have the equally impor-
tant goal that governments will implement some of their ideas. In both
respects, the team that wrote Averting the Old Age Crisis is gratified more
than it possibly could have hoped when the book was first published five
years ago.

Although, in the spirit of this debate, the chapter by Peter Orszag and
Joseph Stiglitz emphasized some of the points of continuing dispute, I
would like to start by emphasizing the substantial shift toward consensus
among academics and policymakers observed over the past five years.
This shift has occurred in part because of the force of events—we have all
become increasingly aware of the problems that will be caused by tradi-
tional social security systems as populations age and as active progrowth
strategies become essential. The flow of information and ideas in numer-
ous books and articles has also helped to shape the new consensus, and 1
like to think that Averting the Old Age Crisis played a role in this intellectu-
al process. The many points on which many economists and policymakers
might have disagreed five years ago, but on which they now largely agree,
include the following;:

¢ In choosing an old age system, we should take account of its broad-
er macroeconomic and microeconomic impacts, which affect the wel-
fare of the young, as well as its impact on the standard of living of the
old. This broad economic impact, indeed, constitutes the core ratio-
nale for the multipillar recommendation of Averting the Old Age Crisis:
funding to increase national saving, private management to maxirnize
the productivity of pension capital, and defined contribution to pro-
vide good labor market incentives, especially regarding the age of
retirement.

* Some degree of prefunding is desirable in an old age security system.
This helps to insulate the system from demographic shock and, if used
in conjunction with other appropriate policies (constraints on gov-
ernment dissaving and on consumer credit), can also be an instrument
to increase national saving.

* Prefunding is obviously a different concept from privatization.
However, once funds are accumulated, someone must manage them,
and they must be invested in some portfolio. Most economists now
agree that generally the funds that are accumulated should be invest-
ed through the private capital markets, in a diversified portfolio, to
maximize productivity and rate of return for a given risk. And, the
larger the funds are, relative to gross domestic product (GDP) and to
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the country’s total capital stock, the more important it is to use a
decentralized mechanism for accomplishing this in order to avoid dis-
tortions and misallocations due to political control. Decentralization
also facilitates capital market development and deepening, which is
important for many countries. Some disagreement continues about
the best type and degree of decentralization, especially in cases where
the accumulated funds are relatively small. I will talk more about this
important issue later.

Itis important to avoid incentives for early retirement in the structure
of the system. That is, early retirement should be penalized and con-
tinued work rewarded on actuarially fair terms, and Gruber and
Wise (1999) have shown that workers respond to these incentives. This
point will become crucial as populations age so that early retirement
has an increasing impact on labor force size and system costs. A
defined contribution plan that converts the capital accumulation into
an annuity through the market automatically accomplishes this. In
principle a DB plan can also be designed to accomplish this. However,
in the real world very few countries have systems that currently do
this, and efforts to change DB systems to do it have almost always met
with failure.

How the transition is financed can have a big effect on its ultimate
impact. For example, national saving will not be increased if the tran-
sition is financed 100 percent by debt with no other change in bene-
fits or contributions. An increase in saving requires a cut in con-
sumption—either public or private. Thus either taxes must increase,
benefits must be cut, or other government spending must decline, as
a transition financing mechanism, in order to increase national sav-
ing. Partly for this reason, every country that has made the transition
from a PAYG system to a partially funded system has used a combi-
nation of these methods (plus some debt finance to smooth the dis-
tribution of the burden) to finance the transition. Although Orszag and
Stiglitz list this as a point of contention, I would list it as a point of con-
sensus.

Diversification is important to reduce risk. The Orszag-Stiglitz chap-
ter mentions this, and, of course, that is why we recommend a mul-
tipillar system with diversified income sources and investments. A
system that includes a funded component earning returns from cap-
ital plus an unfunded component based on labor income reduces risk
through diversification.

We should look at systems in practice, not only systems in theory.
Political economy considerations as well as practical implementation
problems may (and usually do) lead systems to turn out somewhat
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differently from initial expectations. For this reason, continued mon-
itoring and analysis of reformed systems is essential, and second-gen-
eration reforms are inevitable. This is part of the work we are doing
here at the World Bank, and some of the papers at the conference pre-
sented preliminary analyses of these data. Countries that are now in
the process of reforming can learn from the experience of those that
went before, and countries that reformed early are now improving
and fine-tuning their systems. Corrections are ongoing in life. At the
same time, in social security as in other aspects of life, the absence of
ex post data ex ante should not prevent us from undertaking reforms
that, on a probabilistic basis, seem likely to improve the situation.

¢ Every country is different, and this should and will be reflected in the
design of social security systems. Again, the chapter lists this as a point
of disagreement. However, I certainly do not disagree with that state-
ment, nor does anyone I know. By now, numerous countries in Latin
America; Hungary, Poland, and Croatia in Eastern and Central
Europe; a scattering of OECD countries; Kazakhstan and, most recent-
ly, Hong Kong, have adopted the general approach outlined in
Averting the Old Age Crisis: their new systems contain a publicly man-
aged, tax-financed, defined benefit social safety net; a funded, pri-
vately managed, defined contribution pillar; and space for addition-
al voluntary retirement saving. But reforming countries have
reformed in somewhat different ways, with differing public-private,
funded-PAYG mixes, and World Bank advice is always adapted to
country circumstances.

* Finally, we all share the common goal of creating an old age system
that is sustainable, redistributive toward low-income groups who
probably do not earn enough during their working years to support
themselves in old age as well, and is favorable, rather than discour-
aging, toward economic growth. However, we disagree to some
extent on the ways to accomplish this.

I will now discuss some ways in which I disagree with the chapter by
Orszag and Stiglitz. One basic problem is that they ruled out a discussion
of political economy on grounds that each country’s politics is different. But
politics, like economics, is subject to certain regularities, and I will give
examples below of how the political regularities have systematically cre-
ated problems for traditional DB PAYG systems and for publicly managed
funded systems.

A second basic problem is that their chapter deals with a world in which
most of the assumptions and evidence come from the United States and,
to a somewhat lesser extent, the United Kingdom, and this world presents
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a situation different from that which prevails in the rest of the world. The
chapter is disappointingly devoid of experience—problems, solutions, and
data—from the World Bank’s client countries. Perhaps this is not surpris-
ing, considering that Joseph Stiglitz spent several years chairing the Council
of Economic Advisers in the United States and Peter Orszag was on the
Council during that time. U.S. conditions and politics inevitably shaped
their mindset. But we should all remember that the United States is not the
world, especially the world in which the World Bank works. While I per-
sonally favor the creation of individual accounts in a multipillar system in
the United States, because of the macroeconomic impact mentioned above,
the case is even stronger in other countries, especially the countries in
which the World Bank operates. It is important to be aware of the ways in
which their initial conditions and political economy differ from those in the
United States and from those assumed in the Orszag-Stiglitz chapter,
adding even more impetus for a multipillar reform. For example:

* The paper begins by distinguishing between how one would design
anew system and how one would redesign an already existing mature
system. The authors apparently feel the arguments are stronger for a
largely funded system with an important DC component in the for-
mer case (a new or immature system), but they assert that most coun-
tries fall into the latter case (old and mature). Now, that is true of the
North American and European countries, but it simply is not true of
most of the rest of the world. Recent regressions show that global
social security coverage is less than one-third of the labor force.

* If welook at Africa or Asia or Central America, for example, we find
that formal systems cover fewer than 20 percent of workers, most of
whom are government employees. The private sector has yet to be
covered on these continents. Middle-income countries in the south-
ern cone of South America have somewhat greater coverage, but
even there less than half of private sector workers are covered. Many
of these countries have a large population bulge below the age of 35.
These countries have not yet given away a large PAYG windfall
because few workers and retirees are covered. But if coverage were
suddenly increased in a new or expanded PAYG system, this would
imply a large giveaway, and future generations would be saddled
with a huge pension debt that does not yet exist. I think it is danger-
ous to give advice to these countries based on the assumptions that
mature systems exist there, as in the United States, when that is
patently not the case.

* The chapter assumes that there would be high transition costs upon
a shift to a funded system, in large part because of its assumption
about the existence of mature systems. The fact is that transition costs
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(defined as the existing implicit debt that would become an explicit
liability during a transition) would be far less than 100 percent of GDP,
sometimes less than 50 percent of GDP, in practically all World Bank
client countries outside Eastern Europe. This is because most of the
systems in these countries are immature; the few covered workers
have only acquired a few years of experience; and the systems are par-
tially funded; and /or they consist mainly of a first pillar that offers a
flat or means-tested benefit, to which a second pillar could be added
with little or no transition costs. In other words, these costs would be
less than in the United States or any existing OECD country. Of
course, if these countries continue along a PAYG path, their pension
debt and transition costs will grow much larger. These countries
have a chance to reform their systems before a large debt accumulates,
making a transition more difficult.

¢ The chapter assumes that most traditional systems have progressive
benefit formulas, as in the United States, while this simply is not
true. To begin with, in many of the World Bank’s client countries, only
the upper half or quintile of the population is covered, so any positive
transfers, usually intergenerational, go to those who are better off, by
definition. Additionally, most DB formulas are not progressive and give
larger transfers and rates of return to high earners. Basing benefits on
the last years of work in the face of rising age-earnings profiles for high
earners and having a low ceiling on taxable wages are examples of such
features. (Even in the United States studies have indicated that lifetime
transfers are not redistributive to the poor, although on an annual
basis they appear quite redistributive.) Moreover, most systems feature
idiosyncratic redistributions that benefit special groups without any
corresponding efficiency or equity gains. Examples are unreduced
benefits to early retirees and low incremental benefits to second work-
ers in a household. These are nontransparent ex ante redistributions,
not Pareto-improving insurance against unpredictable risk.

¢ Often attempts to change DB formulas to make them more equitable
and efficient meet with unmitigated failure for political reasons: the
beneficiaries are well-defined groups who know they are benefiting
and do not want to lose their privileges. Marginal changes, as in the
adoption of a multipillar system, can sometimes be more difficult to
achieve than changing the system completely in a way that eliminates
these undesirable features as a by-product. And it is more difficult to
hide perverse redistributions in a smaller, less complicated public pil-
lar that has the explicit and primary objective of providing a social
safety net.

¢ Furthermore, the chapter assumes that the systems penalize early
retirement in an actuarially fair manner, as in the United States, or that
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the systems that do not already do this can easily accomplish it.
Actually, few countries in the world outside of the United States and
Japan penalize early retirement, and this is one of the most difficult
things to accomplish within the confines of a DB PAYG plan. All of
us can cite examples from our own experience of policymakers who
met defeat when they tried to make their systems more actuarially fair.
Moreover, as longevity increases successive governments must
repeatedly raise the normal retirement age, so even if today’s gov-
ernment is successful, tomorrow’s may not be. One of the strongest
political regularities outside of the United States is the difficulty in
raising the retirement age and penalizing early retirement.

In contrast, a DC plan that annuitizes in the private market upon
retirement automatically accomplishes both of these things. People
who retire earlier automatically get lower benefits, which is a deter-
rent to early retirement, and as longevity increases benefits decline
unless people continue to work longer. Significantly, if people decide
to retire early, they internalize the costs themselves instead of shift-
ing the costs onto others. So they do not take this option unless the
value to them outweighs the cost, and the system as a whole remains
financially sustainable. Thus annuitization of a DC plan puts the sys-
tem on automatic pilot with regard to early retirement, and this is one
of its big advantages. In the context of the United States, which penal-
ized early retirement and is raising the retirement age, this may not
seem to be a big deal, but in the rest of the world in which most of us
operate, we know that it is. Indeed, many policymakers favor DC sys-
tems precisely because they automatically create the right retirement
incentives and thereby get them and their successors off a very painful
hook. (Recently some countries have adopted notional DC plans hop-
ing to emulate this desirable feature of funded DC plans.
Unfortunately, when DC plans remain notional or pay-as-you-go,
they may continue to be susceptible to allowing early retirement on
nonactuarial terms for political reasons—as with Latvia’s early min-
imum pension for women.)

Stiglitz and Orszag deal with a world in which the total contribution
rate is low (12.5 percent in the United States), and contemplated con-
tributions to a funded pillar are very small relative to GDP and other
capital stock in the economy. So how these funds are invested is
important, but probably not as important as in countries where these
funds are the country’s major source of long-term capital. In the lat-
ter countries, which are the countries in which the World Bank works,
funds from a mandatory funded pension plan could grow to more
than 100 percent of GDP, and they would be the major source of long-
term capital. How this capital is allocated then becomes crucial.
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Surely, Orszag and Stiglitz are not recommending that governments
should be in charge of the lion’s share of a country’s investments. That
has already been tried, and it failed, as participants from the Former
Soviet Union and Eastern European countries are only too well aware.

¢ Itis difficult to separate out “inherent” from “implementation” prob-
lems and to avoid political economy concerns in discussing publicly
managed funds. But, almost by definition, such funds must either be
nondiversified, invested in government bonds, and potentially
expanding the amount of government deficits, or invested in the pri-
vate market, leading to government control of private enterprise. I do
not believe that most people want to advocate either course. Evenin
the United States, if the trust fund were invested in stocks, it could
lead to substantial government control over small cap stocks—and in
other countries most stocks are small caps. With large amournts of
money involved, the Scyllian choice between a growing government
debt or backdoor nationalization of a country’s private sector could
only be avoided by investing the funds outside of the country.
Norway is doing that with its Petroleum Fund, but practically no other
country is willing to follow this course.

¢ Finally, the chapter raises the issue of risk and safety, implying that
public management is safer than private management. In the United
States, where the trust funds are invested in government bonds that
earn positive real returns, this argument may apply (aithough a huge
equity premium is being sacrificed in return for a small diminished
risk). But in most of the rest of the world, this argument about the safe-
ty of publicly managed funds simply does not stand up to empirical
examination. In chapter 6, Augusto Iglesias and Robert Palacios show,
in a rather large sample of countries with publicly managed pension
reserves, that the rate of return on these funds was consistently less
than the bank deposit rate or the rate of per capita income growth in
these countries. In contrast, privately managed funds generally earned
positive returns that exceeded the bank deposit rate or the growth rate
of per capita income. (Incidentally, the chapter deals with net returns,
after subtracting administrative costs).

* These lower returns either imply a hidden tax on the pension system
or a misallocation of capital to lower productivity investments, or
both. It seems very strange to me to call these negative, below mar-
ket returns safe. If I were a worker in one of these countries, I would
not feel very safe because I would realize that ultimately either my
contribution rate would have to rise or my benefits would fall, or the
government would have to tax me in other ways to cover the pension
debt when investments were dissipated by politically motivated
choices.
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Indeed, the latter point is the crux of the issue and the essence of the
remaining disagreement. The alternative to public control is private decen-
tralized control, by workers (as in Latin America) or their unions and
employers (as in the OECD). As I discuss in a chapter of this volume, on
administrative costs, this choice of managers and investment strategies
always is and should be constrained by government, to a greater or lesser
extent. But, to avoid the risk of low returns and misallocated capital, I
believe the evidence indicates that some degree of decentralization and
competition, that is, regulation rather than direct control, is essential. This
does not eliminate political risk, but it sets up a countervailing force that
allows higher returns to be realized, even in countries in which govern-
ments malfunction.
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Comments by Professor Axel Borsch-Supan,
University of Mannheim, Germany

Before dealing substantively with the Orszag-Stiglitz chapter, I will first
make a brief introductory remark: Although the chapter claims to be delib-
erately provocative, I found only one really provocative statement in it, on
the bottom of the first page, specifically that the chapter is “nuanced.”

Nuance is certainly a matter of perspective. The chapter’s narrow-mind-
ed view may be helpful in the United Kingdom or the United States, where
pension system development has gone far in the direction of private defined
contribution (DC) plans. However, the conference concerns the world. In
fact, there are many parts of the world—actually a majority of the coun-
tries—that have only one monolithic public defined benefit (DB) system,
and this chapter does little justice to the many attempts of moving towards
more balanced systems that combine elements of public defined benefit and
private defined contribution (DC) plans. A nuanced view would take at
least a bit of a glimpse at the problems of those countries. As a European,
specifically as a German who lives in a country in which, despite all kinds
of serious troubles ahead, the reform towards a more balanced system has
been repeatedly stalled, I say this with quite a bit of frustration. This brings
me to the following substantive points.

Demographic Constraints Are Serious

Demographic changes will increase implicit public debt in a way that is
unsustainable even for rich countries. Thus prefunding in the broad sense,
as defined in the chapter by Orszag and Stiglitz, is a simple necessity.

This is an important point. The chapter misses this, or at least its fun-
damental significance for the debate. The chapter actually minimizes this
fundamental political constraint by somewhat loosely referring to the itlu-
sion that the choice of prefunding or not is only a matter of “intergenera-
tional trade-offs.” For many countries, this is simply wrong because the
future payroll taxes will reach levels that are unsustainable and will not per-
mit any trade-off.

Again, the perspective is important. In spite of all the discussions in the
U.S. Congress, the U.5. demography is relatively harmless. The United
States expects to have a dependency ratio in 2030 that is as high as that in
many countries today. However, in those countries the dependency ratio
will continue to rise rapidly, doubling from this current high level until the
year 2030 and seriously constraining policy options.
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Corporate Governance of Public Investment

Given that we need to prefund in the broad sense, the remaining core
question is whether prefunding should be done publicly or privately.
Orszag and Stiglitz advocate public investment. As opposed to the title of
the conference, this is not a new idea. It has been done before with results
that have been documented quite a few times. Examples are the provident
funds in Asia, which have rather low returns even after the correction
done in the chapter. Other examples are the partially funded systems in the
Middle East that frequently squandered funds in order to finance dubious
public investment projects.

But there is a more subtle point, namely the question regarding who
should exert corporate governance. In order to answer this question, it is
important to get volumes right. Let me pick up the German example. In
order to fund 50 percent of Germany’s pension claims, the fund would have
to be about one-third of current gross fixed capital stock. The political
economy of a government running such a significant share of the econo-
my is well known and not favorable. There are plenty of discouraging exam-
ples in France, Italy, and Sweden, so I do not have to mention the many
countries in the Former Soviet Union and in developing countries.

There is the illusion that the government can passively invest in index
funds. This illusion is also shared, by the way, by a proposal recently put
forward by Franco Modigliani. This will not work. Somebody has to enforce
corporate governance—either the owner of the capital directly or her
agents. Direct control is out of the question for most workers and pen-
sioners. So the central question is what motivates the agent, the government
in the case proposed by Orszag and Stiglitz. I do not see any compelling
corporate governance mechanism that guarantees market rates of return
in this case.

Political Risks versus Capital Market Risks

Belittling political risks and being cavalier with political economy questions
is another worrisome tendency in Orszag and Stiglitz’s argument. I find the
discussion in Myths 8, 9, and 10 on the political economy particularly trou-
blesome. While it is correct that the regulation of capital markets is imper-
fect and subject to corruption and ignorance, it is by no means a logical con-
clusion that therefore one might as well leave all governance to the state.
There is a clear hierarchy and a division of labor. It starts with day-to-day
management, continues to the supervisory role of the governors, and final-
ly ends at the establishment of a regulatory environment by the govern-
ment. The closer the state has been to day-to-day management, the more
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problematic it has been, as has been proved over and over again in expe-
riences all across the world.

Again, the discussion is very centered on the North American context
and misses the reality in most developing countries (and evenin large parts
of Western Europe) where a large share of GDP is government related and
deregulation is slow. To give some actual examples: in Germany a board
of state-appointed but independent trustees overseeing a third of the cap-
ital stock, as proposed by Orszag and Stiglitz, is wishful thinking in the light
of the fact that the social security actuaries have recently adjusted their
demographic forecast to match the long-term budget limits of the public
pension system. And Germany is not the only country (add certain non-
government organizations) in which demographic projections are treated
as political, not scientific, exercises.

Incentive Effects on Participation and
Internal Rates of Return

I will be very brief on Myths 5 and 6, related to economic incentive effects.
Orszag and Stiglitz are correct that labor supply disincentives are not nec-
essarily implications of public DB plans. But this is theory. In practice, two
significant effects—participation effects and early retirement effects—clom-
inate almost all existing public defined benefit plans, even if they are par-
tially funded.

Concerning participation incentives, evidence in many countries shows
that participation declines as soon as public DB plans become voluntary.
“Opting out” has been overwhelming in Hungary, the United Kingdom,
and the Latin America reform countries. In a similar fashion, public opin-
ion policies on public DB plans yield miserable grades.

The negative incentive effects on participating in public DB plans are
governed by the perceived rate of return differences vis-a-vis capital mar-
ket returns. The chapter by Orszag and Stiglitz is quite correct in dismiss-
ing superficial comparisons, particularly if transition costs are ignored. But
this does not leave rates of return under PAYG DB plans and fully funded
DC plans equivalent. Again, I am missing a more subtle (may I say
“nuanced”) approach to this question. The equivalence of maintaining the
PAYG system and a transition to a fully funded system shown by Breyer
(1989), Brunner (1994), Fenge (1995}, and others only holds in very simple
economies that are frictionless (for example, perfect capital markets) and
have a fixed technology. If there are liquidity constraints, diversification
constraints, or if the technology changes because productivity is affected
by changes in the pension system (Corsetti 1994), these results do not hold
and provide room for a genuine difference in the rates of return.
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Incentive Effects on Early Retirement and
the Political Economy

In terms of early retirement, it should be stressed that the United States is
an outlier. Most other countries in the Gruber and Wise (1999) volume have
not managed, or did not want, to make their defined benefit plans actuar-
ially fair. This is not by chance but has systematic reasons, namely a link to
unemployment policies—the false belief that reducing old age labor force
participation will reduce unemployment because labor is a fixed lump—and
pork barrels politics—because in many countries the elderly are the largest
special interest group among voters (Mulligan and Sala-i-Martin 1999).

Getting quarrels, such as those about actuarially adjustments, out of the
day-to-day special interest politics and into the realm of actuaries and
insurance managers is an important reason to move away from pure pub-
lic DB plans—maybe not all the way. Here are exactly the missing nuances
that the chapter claims to deliver.

Political Risks versus Capital Market Risks, Revisited

This brings us back to the question of political risks. In being so one-sided,
the chapter also misses the point that defined benefits are not defined ben-
efits anyway. It is simply a myth that defined benefit plans carry no risk.
And itis simply a myth that any pension system can be risk-free. Public DB
plans have an enormous political risk. Social security benefits have been
changed up and down for all kinds of reasons in the major European
Union countries, as can be studied in the many institutional comparisons
available. Once again, this chapter should have expanded its perspective
from the United States to include the European, Latin American, or North
African experiences.

I provide two examples: in spite of being “defined benefit” plans, in most
countries it is not possible to get an official statement of what these defined
benefits are for a specific individual. This includes my own country. And
taking another example from Germany: during the last eight months,
future pension benefits have been increased and reduced again by 15 per-
cent when laws were revoked and administrative rules were changed to
fit budget requirements.

On top of this, indexation to inflation is discretionary and subject to pork
barrel politics in most developing and even some European countries. Of
course, it is not a necessary feature of public DB plans in theory. In reality,
however, governments rarely bind themselves in this manner. The histor-
ical evidence clearly shows that governments prefer to keep their ability to
make discretionary policy.
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I do not want to belittle the risk inherent in private DC plans. All things
considered, this very much speaks for a multipillar system in which one
part is run by the state and might be pay-as-you-go or funded, and anoth-
er part consists of individual funded accounts. Very obviously—since cap-
ital market and political risks are unlikely to be perfectly correlated—a com-
bination reduces overall risk. The balance between political risk and capital
market risk is not only country specific (as the chapter correctly and repeat-
edly points out ) but will also vary within countries from rich to poor and
according to preferences. It is thus important to give the people some
choice of how much the second pillar is investing in public bonds or pri-
vate equities, very much along the lines of Prime Minister Tony Blair’s
stakeholder pension idea.

Whom to Trust?

The fundamental disagreement in our debate is on which choices to leave
to the people and whom the people should trust. If we take the historical
evidence, in most countries—maybe the United States is an exception—gov-
ernments have a rather bad track record when trusted with running large
funds. We have to bite part of this bullet for redistributional tasks because
the state provides the only way to organize this. However, it is not neces-
sary to bite all of this bullet, in particular for the nonredistributive bulk of
the old age insurance, as this chapter—with too few nuances—suggests.
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Comments by Peter Diamond,
Massachusetts Institute of Technology

First, I agree with all 10 myths in the chapter—the economic and political
advantages of defined contribution individual accounts have been exag-
gerated. I agree that one should compare politically plausible, well-
designed DB and DC systems (excluding economywide earning-related sys-
tems) in countries where political plausibility varies for both DB and DC
systems and should not compare a well-designed system of one kind with
a poorly designed system of the other. The latter sort of comparison may
be the stuff of polemics, but it does not belong in good policy analysis.

The politics of DB systems vary across countries, and many countries
have been less successful in good design than the United States has been.
But DB systems can be improved, and some of the worst features occur at
the start of a system and are of little or no relevance to the question of reform.
The politics of DC systems also varies across countries, and the quality of
design has already been worse in some countries than in Chile. Additional
countries and future developments are likely to show more problems.

I want to use this opportunity to discuss an 11th myth—that DC systems
are more transparent than DB systems and therefore more democratic.
There are issues in pension design where alternative institutions do differ
primarily in transparency—the extent to which information is made avail-
able and salient. However, in contrasting DB and DC systems, it seems to
me that the right vocabulary is that of framing, not of transparency. As we
know from cognitive psychology, particularly the work of Kahneman and
Tversky (1984), framing has a very powerful effect on thought. It is not sur-
prising that it also has powerful effects on political outcomes. Thus DB and
DC systems vary in the focus of what is transparent (or salient), not in the
presence or absence of transparency.

DC systems make the financing of benefits particularly salient. This
includes making redistribution particularly salient. However, DC systems
make the outcomes opaque, measured by benefit levels relative to some
measure of needs (replacement rates, measured in some way). Benefits
depend on the returns to assets (which are stochastic and with the right sto-
chastic process in dispute) and on the pricing of annuities (which is also sto-
chastic and also subject to dispute about mortality trends as well as future
rates of return). But it is not just that individuals find it hard to tell what
benefits they will receive conditional on future earnings. It is also that the
pattern of outcomes across different individuals is opaque, and citizens care
about the pattern of incomes within a cohort.

In contrast, DB systems make individual annual benefits and benefit pat-
terns visible, conditional, of course, on future earnings. That is, a DB system
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makes clear the outcomes of the system in terms of what the retirement
income system is trying to do, which is to replace lost earnings. (The pres-
ence of a DB retirement system may also affect the disability insurance pro-
gram; indeed, it is difficult to integrate well a DB disability system with a
DC retirement system.) While DB systems will be adjusted from time to
time, so actual benefits are stochastic, that adjustment takes place in the con-
text of the salience of the benefit pattern. But DB systems make the con-
nection between individual financing and individual benefits opaque.
(This is also why benefits are generally related to earnings subject to tax,
not to taxes paid, another design feature that affects outcomes.)

It is interesting that the contrast in outcomes between public DB and 2C
systems also occurs in corporate pension systems. Giving past-service
credits to long-term employees was common when DB systems were being
set up in the United States. Giving analogous lump sums to similarly
placed employees when setting up DC systems has certainly been rare in
the United States—I have not heard of a single one, although my search has
not been exhaustive.

This tension is not unique to the provision of pensions. Every govern-
ment expenditure has a benefit side and a cost side. While both sides are
relevant for policy, no one has found a magical governmental institution
that gives just the right salience to the two sides. The earmarking of pay-
roll tax revenues for pension benefits changes the visibility of financing and
the distribution of cost bearing, and so changes political outcomes. For
example, tariff revenues financed pension benefits for Civil War Union
Army veterans in the United States. So supporters of these pensions were
big fans of protection. Most analysts believe that the government spends
too much on some programs and too little on other programs, although ana-
lysts disagree about which programs are which. So the connection between
government institutions (both political and administrative) and the eval-
uation of outcomes varies across analysts.

In democracies, salience affects outcomes. The real question is how
much one expects to like the political outcomes that come from different
institutions. So the question here is to evaluate the different patterns of
redistribution, within and across cohorts, that come with different pension
institutions. The conventional wisdom is that DC systems are likely to
give more to future generations, and unified DB systems are likely to give
more to the poor within each cohort. If true (and the pattern may be more
complex since DC pensions automatically cut benefits for longer lived
cohorts and DB systems may include some elements that primarily bene-
fit the politically well connected), which is more important? That will
depend on how well any particular country will do both types of redistri-
bution under the two different institutions. And it will depend on values.
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As an example of how pension design may affect outcomes, let me
contrast a unified DB system with a mixed DB/DC system starting with
roughly the same funding and the same overall redistribution. If there is a
decline in growth, then the underfunded DB benefits will need adjustment.
Some of the adjustment may come from taxes. Let us focus on the adjust-
ment that comes on the benefit side. If, for example, the mixed system is
like the Pension Security Account (PSA) proposal in the United States—a
flat DB benefit with a nonredistributive DC system, then the response is like-
ly to be a phased-in cut in the flat DB benefit. That is, every member of a
cohort will have the same absolute cut in benefits. It seems implausible that
a unified system with the same financial problem would choose that out-
come. Thus a mixed system puts more of the risk of the pay-as-you-go
financing on the poor. However, a mixed system may put more of the rate-
of-return risk on high earners if the unified DB system adjusts benefits in
proportion rather than concentrating benefit cuts on high earners. Of
course, a DB system can spread rate-of-return risk over many cohorts,
possibly making that risk less of a concern.

It is interesting to consider the analog for Medicare. As a DB system,
Medicare is described as giving everyone the same health insurance poli-
cy, with financing coming from payroll tax and general revenues. What if
we set up Medicare as a fully payroll tax-financed DC system? We could
describe it as follows. Everyone is forced to save for his or her retirement
medical expenses. Then there are transfers from high to low earners, from
healthy to sick persons, and from short-lived to long-lived persons, in
order to give each person the amount needed to finance covered medical
expenses. This description does not seem to be more transparent, just
focused on different issues. It risks losing sight of the apparent purpose of
the system, which is to provide everyone with the same health insurance.
It might result in a different uniform policy and it might result in transfers
that do not give everyone the same health insurance policy. It might result
in more funding and less use of pay-as-you-go. Framing can matter.

So, too, individual pension accounts hide how the system provides
income relative to past earnings. There is a trade-off —making some aspects
more salient makes others less salient. Maybe highlighting who pays for
redistribution is the most important thing that can be done. It seems to me
that highlighting who has how much relative to their past earnings is high-
lighting what the system s, in its own terms, trying to do. In the United States,
there are individual account proposals that eliminate all redistribution in the
system, except that coming from uniform annuity pricing. It is not acciden-
tal that people who oppose redistribution favor individual accounts—it
would be hard to be taken seriously if one proposed to remove progressiv-
ity from the Social Security benefit formula, which is a similar policy.
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Institutions that frame issues differently have different patterns of
salience or transparency and so will often lead to different outcomes. It is
simply wrong that one system is transparent and the other is not.
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Comments by Salvador Valdés-Prieto,
Catholic University of Santiago, Chile

This chapter can be summarized as an update of a portion of the recent lit-
erature on pension reform produced by academic economists in the United
States. Unfortunately, it does not provide sufficient attention to the critical
pension issues being faced outside the United States.

The chapter devotes a lot of space to theoretical results that have been
well known to the economics profession in Latin America for years. For
example, the potential for substitution between the public debt hidden in
pay-as-you-go finance and explicit public debt issued to finance the tran-
sition was well explained in papers by Coeymans (1980) and Arellano
(1982), both published in Spanish-language journals. Many macroecono-
mists in Latin America have understood these issues since the early 1990s.

Even accepting the U.S. focus, the chapter has a narrow focus. Asis well
known from practice and well established in the academic literature, the
critical issues regarding pension policy concern the incentives for politicians
to think for the long term versus yielding to the needs of current voters.
Almost 25 years ago, Browning (1975) proved that it is rational for politi-
cians to overpromise pensions in a democracy, since the benefits are to be
paid by future generations, but the chapter does not mention this literature.

The chapter also fails to report on the attempts by the policy establish-
ment in the United States to improve fiscal institutions, in particular to erect
barriers against legislation that results in the use of Social Security surpluses
to finance non-Social Security expenditures. The relevance of this debate
for pension reform is substantial: its outcome may help to determine
whether the savings of public trust funds can be shielded from the tendency
of governments to spend those savings. Iregret the chapter does not report
on the illuminating American experience with fiscal institutions.

The Myths

Regarding the so-called myths, most of them kill strawmen and miss the
real policy points. They fail to acknowledge the useful policy lessons that
the profession has learned and that have been used by reforming countries.

Myth 1: “Private defined contribution plans raise national saving.” Of
course, that statement is not correct in general. But the following statement
is true: “Moving the pension plan from pay-as-you-go to prefunding offers
a unique opportunity to raise national saving.”

For decades, pay-as-you-go debts were hidden to the public in the
United States, in most rich democracies, and even more so in the countries
of Latin America. This is a serious communication and political problem
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that led overall fiscal policy astray in almost all countries, reducing nation-
al saving. In the 1960s and 1970s, the economics profession failed to empha-
size that the growth of social security debt could be stopped at the then cur-
rent level and that society could make an informed decision. Instead, many
economists argued that there was no choice but to let social security debt
rise for the next three or four decades. Even today, the national accounts
published by most countries fail to report second-pillar pension payments
as debt amortization and contributions as new debt issues.

Today societies may be given the option to change course, but only if the
appropriate information is provided. One of the most effective methods to
drive reality home is to shift the social security institution to prefunding.
This policy increases the information set for public opinion and opens an
opportunity to choose again the appropriate level for the overall public
debt. It also offers an opportunity to stop the pension overpromising and
the trend towards early retirement that has dominated pension policy in
many countries since 1945.

A credible revelation of the true scale of the overall public debt may lead
public opinion to accept an increase in consolidated government saving
over the coming decades. If this happens, the profession does expect the
reform to increase national saving, because the offset coefficient between
public and private saving has been shown to be much below 1 by several
World Bank studies.

Take the United States as an example: If the current proposals for pre-
funding Social Security are abandoned for good, will future Congresses
keep the promise to “save the deficit for social security?” I do not wish to
guess for the United States, but for many countries in Latin America, my
answer is no. That is why Myth 1 misses the point.

Myth 2 states that “rates of return are higher under individual accounts.”
This myth is debunked because, as the transition must be financed some-
how, rates of return under prefunding cannot be compared with those
under pay-as-you-go financing. In addition, it argues that “diversification
undertaken through a public system involves less financial risk for any
given individual than diversification undertaken through a private system,
because the public system can spread risk across generations.”

Consideration of political risk, however, changes that conclusion. Future
pension policy is uncertain and risky. It is entirely possible that interme-
diation of pensions by the government may increase risk, as compared to
market intermediation in which property rights are upheld by the rule of
law rather than by shifting political majorities. Families can also spread
risk across generations, and in many developing countries they probably
do so better than governments. A comparison of political and family
risks is absent from the chapter, but is crucial in many developing
economies.
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The Argentinean, Brazilian, Chilean, and Mexican record of stability for
state pension policy since 1945 is frankly weak. Even the American record
is patchy. If you are lucky, your pension may be overindexed, as in the
United States starting in 1972, and you will get a large transfer. Who wants
a pension promise whose value depends significantly on which party wins
the presidency next time?

The chapter also fails to consider the growth effects of a reform that rais-
es fiscal saving. Recent empirical research at the World Bank suggests that
for emerging economies there exists a virtuous circle between saving and
growth. In the presence of such externalities, the financing of the transition
may offer an opportunity to jump start the virtuous cycle between saving
and growth by increasing public saving. And once it starts, the iron link
between rates of return and transition finance is broken.

It is clear that a country could use fiscal policy alone to start this virtu-
ous cycle, dispensing with pension reform. But we should recognize that
a pension reform offers a substantial opportunity to put the option of a long-
term tighter fiscal policy on the political agenda, allowing the citizens to
take a long-term view. Of course, the value of such opportunities may dif-
fer significantly across countries, but this does not preclude that in some
countries the value of this opportunity may be high. The chapter fails to
mention this important policy point.

When discussing Myth 4, the paper argues that from a risk perspective
the socially optimal strategy would be partial funding and partial pay-as-
you-go financing, because the latter allows investment in the labor market
income of future generations. This is unconvincing. If the government has
unique access to an asset that is not traded in the financial markets, then it
should simply complete the market. For example, the government should
issue long-term bonds with both capital and interest indexed to the labor
income of future generations (as measured by tax collections in the future).
There is no need to engage in pay-as-you-go financing to complete the finan-
cial markets. Moreover, I suspect that the stocks of corporations that sell
services to the young already span a portion of future labor income risk.!

More important, pay-as-you-go financing produces a “security” very dif-
ferent from the hypothetical security indexed to the labor income of future
generations. Future legislation can and does change contribution rates, ben-
efits, and pension ages over time, usually with a short-run perspective ori-
ented to the next election. Thus pay-as-you-go financing is a “security” sub-
ject to unilateral modification by the political system, which has a conflict
of interest because it knows that the links between pension finance and the
budget can affect reelection probabilities. This means that pay-as-you-go
financing does not generate a secure “security” but an asset subject to
moral hazard by politicians, and this is probably a dominated asset (see
Valdés-Prieto 1998). The chapter fails to mention this essential point.
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Old and New Issues

I want to avoid devoting all the allotted space to evaluate the so-called
myths and instead contribute a Latin American perspective. One way of
classifying the main issues in current Latin American debates about pen-
sion reform is by distinguishing between the new issues that originated in
the wave of pension reforms of the 1990s and the old issues not faced by
the reforms and left for later discussion.

Old Issues Not Faced by the Pension Reforms of the 1990s

Among the issues left for later discussion, the most critical is how to
increase coverage of independent workers and of people that work at
home. In my country, Chile, 30 percent of employment is in the self-
employed sector, which is not mandated to participate in social security.
Comparable figures are much higher for Mexico and Brazil. Unfortunately,
the chapter does not even mention this topic.

In Latin America, a forced saving continues to be perceived as major tax
on participation in the covered labor market. Using a large microeconom-
ic data set for Chile, Torche and Wagner (1997) found that half of the con-
tribution rate of 22 percent to all branches of social security in Chile was
perceived to be a pure tax. We need to identify low-cost and practical
means to reduce the pure tax component in social security contributions.

One reason for this result may be that it is economically unsound for the
young to save for old age in the years when labor income is much below
expected average lifetime labor income. The young are overrepresented
among the self-employed. This has led to proposals to exempt all workers
under the age of 30 from the mandate to contribute for old age income. This
is the sort of concrete proposal that Latin America expects from the World
Bank.

Minimum Asset Allocation Limits

Among the new issues that originated in the wave of Latin American pen-
sion reforms of the 1990s, minimum asset allocation limits are important.
Many of the mandatory pension funds that have emerged in Latin America
are forced to invest at least a certain share or amount in designated asset
classes, specifically in government bonds and in domestic securities. These
limits should not be confused with prudential regulations and with limits
on the level of overall risk pension portfolios may attain, which have more
robust rationales.

For example, the minimum asset allocation limits in Mexico require
Administradoras de Fondos para el Retiro (AFORE) to hold only fixed-
income securities, which effectively forced them to invest an average of 97
percent in government debt as of june 1999.
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Here is where Myth 4 by Orszag and Stiglitz could make an important
contribution, if expanded to escape a narrow opposition between public
trust funds and private pension funds. The result that matters is that invest-
ment of mandatory pension funds in equities has positive welfare impli-
cations (see Valdés-Prieto 1997).

Such liberalization is unrelated to the method of finance of a transition
to funding, because the pension funds would simply exchange government
securities for private sector securities with other investors. The World
Bank could draw on the experience of Hungary, which has managed this
transition by supplying ample information on the overall public debt (as
explained by James 1998), to drive this point home in Latin America.

Administrative Charges

The other important issue that emerged in Latin America from the wave
of pension reforms of the 1990s is the generally high level of administra-
tive charges.? It is a major mistake to project current commission rates for
several decades into the future, as the chapter by Orszag and Stiglitz does
in Myth 7. When the basis of the main commission rates grows over time,
that procedure involves unrealistic assumptions regarding the profit of
intermediaries, that is, the difference between commission income and
production costs in the future, which may be resolved by substantial reduc-
tions in commission rates. For the same reason, measuring commissions as
a “charge ratio” leads to major mistakes.

Charge ratios also lead to major mistakes when there exists a significant
component of flat production costs within administrative charges. Under
this condition, the charge ratio will be larger when the contribution rate is
smaller, as in Mexico (6.5 percent), the United Kingdom (4.8 percent), or
Sweden (2.5 percent), even if the absolute administrative charge is lower
than in other countries. That is why we should stick to current dollar
charges for a comparable basket of services, as in table 2.1.

Table 2.1 shows that charges during 1999 differ substantially across
Latin America and that some of the lowest charges are found in industries
with decentralized collection and record-keeping and decentralized choice
of trustee (Bolivia, savings passbooks at banks, and index equity funds in
the United States). Bolivia has administrative charges close to US$25 per
year per member, comparable to the charges in the Federal Thrift Savings
Plan (FTSP) in the United States.

What industrial organization leads to low charges? Orszag and Stiglitz
sidestep this critical question. So let me propose an answer: an organiza-
tion that leads to a high price elasticity of demand for trustees. This is need-
ed to avoid rent-seeking incentives for firms to engage in nonprice com-
petition, such as offering many portfolios to people who barely understand
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Table 2.1. Charges Per Member and Per Contributor, 1999
(Dollars per year at market exchange rates; noncontributing members are alrnost
free of charges in Latin America)

Ratio Dollars Dollars
Industry contributors/members  per contributor  per member
AFJP Argentina 0.45 239 108
PPP Great Britain (1994) n.a. 229 n.a.
APFP Peru 0.425 193 82
AFAP Uruguay n.a. 192 n.a.
AFPC Colombia 0.67 140 94
AFP Chile 0.53 127 67
AFP El Salvador 0.49 93 46
AFORE Mexico 0.854 78 67
Ind. Funds Australia na. 78 na.
Equity Index Funds U.S. (1995) n.a. 68 n.a.
FTSP, US. 0.86 31-39 27-34
AFP Bolivia n.a. 25 n.a.
Chilean Banks n.a. 10 n.a.

(savings passbooks)

n.a. Not applicable.

Sources: Valdés-Prieto (1999); for equity index funds, see Mitchell (1996); for FTSP, see
chapter 7; for Australia, see Bateman and Valdés-Prieto (1999). The figures for Colomtia
and Peru are based on an estimate of the true cost of the disability and survivors insurance
that is based on a comparison of number of damages with Argentina.

the differences between stocks and bonds. A high price elasticity of demand
for trustees can be achieved in several ways.

First, Bolivia and Panama did it with a bidding process in which an ini-
tial allocation of members is given to those trustees that offer the lowest
commissions. This approach is potentially superior to the monopoly trustee
approach—such as the Swedish Allman Tjdnste Pensionspodng (earnings-
related supplement) funds recently abandoned by Sweden—because the
workers can be given the freedom to shift between the trustees that won
the bidding. The Bolivian workers that live in the central cities—the major-
ity—are free to choose their trustee.®

This freedom is a major advantage because it allows workers to leave
those providers that expropriate the funds, either by exploiting conflicts of
interest or by making deals with the authorities to make social invest-
ments or to finance government spending in exchange for regulatory slack.

A second method to increase the price elasticity of demand for trustees
is the mutuality approach, as in the Australian Industry Funds. In this case
the clients themselves set up a trustee organization to search for the



86 NEW IDEAS ABOUT OLD AGE SECURITY

lowest commissions. However, we know that mutualities are subject to the
risk of capture by management, so the success of this option depends on
the willingness of the members to spend resources to keep management
under control. That has been achieved in Australian Industry Funds by giv-
ing employers the choice of trustee.

A third method to increase the effective price elasticity of demand is to
legislate a ceiling on commission rates, as in Colombia, El Salvador, and
Sweden. The ceilings are more complex in Sweden because the authorities
are trying to avoid predefining benchmarks and thus want to allow sub-
stantial product differentiation—this may raise commissions, as it violates
condition (i) below.

When high administrative charges lead to tariff regulation, they become
a source of political risk: dissatisfaction with charges may lead the author-
ities to regulate commissions, creating an ideal environment for collusion
in investment decisions between the private trustees and government.
Under such circumstances, the government can get the pension funds to
be oriented towards social investment or to finance government spending
in exchange for looser tariffs.

Tariff regulation increases the risk of worsening investment perfor-
mance by limiting competition among private trustees, and this risk may
be more damaging than the high charges themselves. For example, for cur-
rent Chilean contribution and commission rates, a modest 40-basis-point
drop in investment performance is enough to reduce pensions by 10 per-
cent, eliminating any gain obtained by lowering commissions to the level
of the cheapest alternative.

A fourth method is suggested by the other low-cost examples in table
2.1 (equity index funds in the United States and savings passbooks in
Chilean banks and Poland).* They suggest that a high price elasticity of
demand for trustees can be achieved by assuring the existence of close sub-
stitutes, which necessitates (i) a limited variety of portfolios and commis-
sion rates, to make choice simple, (ii) availability of transparent performance
benchmarks for each portfolio, (iii) transparent indicators of the sum of all
commission rates, and (iv) allowing switches to other trustees over time,
as learning occurs.

All of these conditions seem to be met in equity index funds in the
United States and in savings passbooks in Chilean banks. Only the last of
these conditions is present in the British personal pension plan market, so
we should not be surprised by the high charges it exhibits. The same hap-
pens in the American retail mutual fund market for actively managed funds.
I submit that in this market the variety of portfolios is so large and time vary-
ing that choice is made too complex to yield a high price elasticity of demand.>
If workers do not know the difference between a stock and a bond, how can
they know which is the benchmark for their mid-cap technology fund?
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The more expensive Latin American private pension industries seem to
meet these condjtions, so we expect them to be cheaper than the British per-
sonal pension plans and the U.S. actively managed mutual funds. They are
somewhat cheaper according to table 2.1, and much cheaper according to
data presented by Mamta Murtha, J. Michael Orszag, and Peter R. Orszag
in chapter 8. But why are commissions in Argentina or Peru not as low as
in Bolivia or Poland?

Isuggest two answers. First, condition (iii) is not met in practice. Workers
in those industries do not have access to clear and transparent indicators
of the sum of all the commissions they pay. Commission rates are expressed
as a percentage of wage, looking small, rather than as in Poland where they
are presented as a percentage of contributions, which look big. In Chile the
account statements sent to workers do not report commissions in a simple
format but rather report the combined peso amount discounted for disabil-
ity insurance and commissions and, in addition, do so separately for each
of the last four months. Most workers do not know how much they pay in
commissions every year.

Second, condition (iv) is not met, as other regulations preclude
price competition, prevent expansion of competitors, and limit entry,
concretely:

e The type of price cut that has proven most attractive to plan memnbers
in Latin America is the introductory discount. However, the pension
laws make such discounts illegal. Introductory discounts have been
forced underground, where they have taken the form of illegal gifts
from salespeople to the members that accept a switch of trustee. Thus
prohibition has led many of the most informed members to shy away
from requesting gifts or introductory discounts, limiting competition
in introductory discounts to the more hardened members, who also
tend to be the least informed.

s All pension laws in Latin America prevent secret price cuts and
require the use of the posted price institution. Plott (1989) summarizes
experimental evidence that shows that requiring producers to post
their commission rates publicly with the prohibition to change them
for a fixed period, as the law requires in Administradoras de Fundos
de Pensiones (AFP) markets, is an institution that raises observed
prices. In addition, Tirole (1988, pp. 262-64) summarizes Stigler’s
(1964) and Green and Porter’s (1984) models to show that a regula-
tion that prevents secret price cuts increases the likelihood of collu-
sive strategies that raise prices. Tirole (1988, pp. 330-32) also sum-
marizes Cooper’s (1986) model in which allowing firms in an
oligopoly to offer most-favored customer price protection leads to an
increase in prices.
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¢ In the last two years, the Superintendencies of Argentina, Chile, and
Mexico joined the Peruvian one in introducing regulations that make
it difficult for members to switch AFP. These regulations prevent the
existing AFPs from expanding market share and prevent new AFPs
from entering the market. The result is that commission rates tend to
be set either by implicit bargaining with the authorities or by collu-
sion. In both cases they end up being too high.

Summing up, the recent Latin American experience shows that admin-
istrative charges can be quite modest in decentralized, privately managed
pension systems with individual choice, as shown by savings passbooks
in Chile and Poland. To this end, policymakers need to apply the appro-
priate transparency policies. However, Latin America also shows the dan-
gers of tariff regulation and of capture of regulators to support collusion.

Notes

1. The spanning condition must be tested using a wide variety of stock
returns, not the return of a few aggregate stock indices as mentioned in a
footnote.

2. 1 define administrative charges as high when their current level
expressed in dollars per member per year is over twice the lowest compa-
rable charges.

3. The Spanish banks that owned the two Bolivian AFPs merged in late
1999, reducing competition in the Bolivian AFP market. In response, the
Bolivian government is bringing forward a new bidding stage.

4. Admittedly, current commission levels in Poland are introductory
prices. However, the experience in other countries where introductory
prices were observed—Chile, Peru and, Mexico—suggests that it is unlike-
ly that charges will double in the long term.

5. In chapter 9 of this volume, Shah and Fernandes show that the ratio of
noise to signal in individual fund returns is so large that individual perfor-
mance cannot be assessed. In order to test the hypothesis that a given fund
manager has enough skill to add 2.4 percentage points per year of return,
the worker needs to observe the results for at least 32 years before he or she
canreject the null hypothesis of no ability at a 95 percent level of significance.
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New Approaches to Multipillar
Pension Systems: What in the
World Is Going On?

Louise Fox and Edward Palmer

IN 1994 THE WORLD BANK PUBLISHED Averting the Old Age Crisis: Policies to
Protect the Old and Promote Growth with the intention of surveying the
“state of the field” at the time the book was being written.! Michael Bruno’s
opening words summarized the diagnosis of the book: “Systems provid-
ing financial security for the old are under increasing strain throughout the
world” (World Bank 1994). This message is still relevant today, especial-
ly in the developing world. Several factors have contributed to this result.
While dependency ratios continue to increase, reform has not been easy to
implement, so the fiscal costs of the systems in the developing world have
for the most part continued to increase as well. In some countries, economic
shocks worsened the fiscal picture by lowering growth and increasing
public debt. Finally, the trend in economic policy goals toward lower infla-
tion, tighter fiscal policy, and increased monetary system interdependence
has put a sharper focus on implicit pension debts.

Much has happened in the area of pension reform in the short time since
the publication of Averting the Old Age Crisis. This chapter reviews the
more comprehensive reforms since 1994, with a focus on those that gener-
ated an improvement in the 1994 choice set. Our review is stylistic rather
than exhaustive.? Our aim is to highlight new approaches or new answers
to the problems mentioned above and identify emerging models. We focus
on experiences that may be transferable to the developing and transition
economies, the clients of the World Bank.

Nowadays more often than not pension reform discussions refer to
“multipillar” systems. What exactly constitutes a pillar? Authors define this
term in different ways, trying to capture the key dimensions in the design
of national pension systems. Most authors have considered the following
elements important in describing systems:

90
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* Coverage: Is it universal?

* Participation: Is it mandatory or voluntary?

¢ Contributions: Where is the system on the spectrum that has, on one
end, a general revenue-financed (perhaps means-tested) benefit,
moves to some form of earnings-based formula, defined benefit (DB)
scheme, and has, at the other end, a pure individual lifetime account
scheme that is defined contribution (DC)?

* Benefits: To what extent do benefits (annuities) reflect the life expectan-
cy of the retiree at retirement?

* Funding: To what extent do assets cover future liabilities?

¢ Management/ownership/governance: Is it public, private, or some mix?

Categorizing systems on the basis of these criteria is not easy. For exam-
ple, consider funding. Few pay-as-you-go (PAYG) systems operate with-
out any cash reserves at all, and a few have very substantial reserve funds.
Few “funded” systems have the assets to meet all liabilities regardless of
economic conditions or demographic changes. Likewise, an employer, a
branch (as in the case of automobile manufacturing), or a whole sector (for
example, employees of the state, all affiliated unions in a confederation of
unions) may require all employees to participate in a pension plan. From
the point of view of society, participation is voluntary, but it is mandato-
ry for anyone who wants to be an employee.

In this chapter, we focus on the dimensions of funding and risk in pub-
lic, mandatory systems, since these have been two major areas in which
practice has evolved since 1994. For our purposes, we propose the follow-
ing definitions of the pillars:

¢ Pillar 1: Alarge, mandatory public or quasi-public system with inter-
and intragenerational redistribution, which can be fully funded (for
example, Denmark and the Netherlands);3 partially funded (for exam-
ple, Morocco, the United States, and India); or unfunded (for exam-
ple, Germany and Brazil) and in which a DB or notional defined con-
tribution (NDC) formula determine benefits.

*® Pillar 2: Fully funded, defined contribution systems in which benefits
depend on the assets in the individual’s account at retirement. These
may be (i) centralized and government-managed provident fund sys-
tems, which usually provide lump-sum benefits but may offer an
annuity purchase, or (ii) individual financial account systems in
which the participants” money is invested in privately managed mar-
ket funds. Participants may take benefits as a lump sum, use them to
purchase an annuity, or withdraw them in phases.*

A minimum guarantee may supplement these two pillars. This guar-
antee, regardless of how it is formulated, is tax-financed, and, by definition,
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breaks the direct link between contributions and benefits. Some countries
(for example, Poland) have called the tax-financed guarantee the “zero pil-
lar.” Countries also provide a last resort safety net in the form of social assis-
tance for the very needy. Government-regulated, voluntary or semivo-
luntary, privately managed pension systems may also supplement pillars
1 and 2. These systems are often referred to as pillar 3 (World Bank 1994).
We use this definition of pillar 3 except when the law mandates employ-
ers to provide a benefit scheme that in principle covers all (or practically
all) employees in the country. We classify these cases as pillar 1 if they are
defined benefit schemes (for example, Denmark and France) and pillar 2
if they are defined contribution (for example, Australia), although this
classification is not universally accepted.> Our reason for doing this is to
highlight (i) the universal mandatory character, and (ii} in the case of DB
systems, the extent to which the implicit liability is actually public. In this
chapter we focus on contributory, publicly mandated pension programs,®
largely ignoring the zero and third pillars.

Countries may offer contributors only pillar 1, only pillar 2, or a blend.
The blend may be a mandatory combination of the two pillars (as, for
example, in Poland) or a choice between the two pillars (for example,
Colombia). We call countries “blend countries” if this offer is universal.
Other countries have pillar 2 pensions for the private sector and a system
of DB pensions for the public sector (for example, Indonesia). We do not
consider these countries as blends, as they do not offer a combined system
to all contributors. In effect, with this design, the so-called pillar 1 system
is instead an unfunded occupational (pillar 3) system.

In early 1994 (when Averting the Old Age Crisis was substantially com-
pleted), most of the world had pillar 1 systems (table 3.1). With regard to
pillar 2 systems, government-run provident funds constituted the main
model. At this time Chile was the only country with a privately managed
pillar 2 system.

Chile was not widely received as the best model for the future in 1994.
Members of all sides of the political economy spectrum had criticized the
Chilean reform. Bonilla and Gillion (1994) raised the issue of system cover-
age, arguing that pillar 2 systems do not provide enough incentives to cover
low-income workers and that only the public system would take on this task.
Diamond and Valdés-Prieto (1994) reviewed the experience of Chile and
noted the following issues with respect to its application in other countries:

¢ In countries with a large pension debt, either a politically difficult mas-
sive savings effort is required to pay off the debt or the PAYG system
continues in a less flexible and more inefficient form.

¢ The decentralized model that Chile followed has high overhead costs,
which can eat up returns.
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Table 3.1. National Pension System Architecture, 1994 and 1999
First-pillar only Second-pillar only
Provident Individual
Year DB NDC fund accounts Blend
1994 OECD (rest) Australia,
Switzerland,
Latin America Chile United Kingdom
Central and
Eastern Europe
and Former Soviet
Union (FSU)
Middle East and Gambia, Kenya
North Africa, Tanzania,
Africa (most) Uganda, Zambia
Cambodia, China Asian islands,
Rep. of Korea, Papua New
Lao PDR, Guinea,
Philippines, Singapore
Vietnam Malaysia
Malaysia (public) Indonesia
Indonesia (public)
Brunei, Thailand
India (public) India, Nepal,
Sri Lanka (public) Sri Lanka
1999  OECD (rest) Italy Australia, Sweden,
Switzerland,
United Kingdom
Latin America Bolivia, Chile, Argentina,
(rest) El Salvador, Colombia,
Mexico Peru,
Uruguay
Central and Kyrgyz Rep. Kazakhstan Croatia,
Eastern Europe Hungary, Latvia,
and FSU (rest) Poland
Africa (most) Gambia, Kenya,
Tanzania,
MENA Uganda, Zambia
Cambodia, Korea, China, Asian islands,
Laos, Philippines, = Mongolia Brunei,
Vietnam Papua New
Guinea,
Singapore
Indonesia (public) Indonesia Hong Kong (PRC),
Malaysia (public) Malaysia Thailand
Sri Lanka (public) Nepal, Sri Lanka India

Source: World Bank data.
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¢ Individual purchases of annuities may not work out given the prob-
lems of moral hazard in these markets, but lump sum payments do
not provide much insurance.

Proponents of individual financial account systems began to search for
alternatives to the Chilean approach that possess fewer of its negative
aspects, while proponents of the PAYG system sought to improve on the
1994 model. Both approaches succeeded. The years following the publica-
tion of Averting the Old Age Crisis have been ones of blossoming innovation
in reform of mandatory pension provision, with an upsurge of ideas for cre-
ating financially sustainable mandatory public systems. Within pillar 1, the
trend is towards tightening the links between contributions and benefits.
The most fundamental and innovative change has been the implementa-
tion of NDC schemes to date in six countries: Italy, the Kyrgyz Republic,
Latvia, Mongolia, Poland, and Sweden. Within pillar 2, innovation has
addressed the high costs of running individual financial account systems.

The chapter is organized into two sections. The first section reviews the
main issues and the reforms in five groups of countries—Organization for
Economic Co-operation and Development (OECD) countries, European and
Central Asian countries with transition economies, Latin American coun-
tries, Asian countries, and the middle- and low-income countries of Africa
and the Middle East. In our survey we find that many more countries have
followed Chile in converting acquired PAYG DB rights into something else.
However, the most popular major pension reform turns out to be a blend
of pillars (table 3.1). To date only five countries have passed legislation to
completely phase out the PAYG system—Chile, three others in Latin
America, and Kazakhstan in Central Asia.

The second section analyzes the issues that have permeated the discus-
sion in the 1990s, identifying areas where consensus seems to be emerging
and where issues remain unresolved. Here we find that the PAYG system
is still alive and well, but pillar 1 reforms have primarily focused on get-
ting PAYG systems to look to the contributor more like DC financial
account systems but with little or no funding. This has in essence reduced
the differences between the two pillars. We then consider why blends have
emerged so strongly as the most popular innovation. We conclude that one
of the key driving forces has been the need to finance a high implicit debt
in the countries that have reformed. At the same time, the individual finan-
cial accounts have gained popularity in pillar 2 reforms, partly because inno-
vations have been made to lower overhead costs of individual accounts.

A number of issues, however, are still open in pension system design,
two of which we tackle in our closing section. The first is the issue of man-
aging the risks of public pension systems, where we find that outstanding
controversy remains over allocating among individuals and generations the
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cost of increasing life expectancy and the moral hazard risk of early exit
from the workforce. The second issue is whether or not we have achieved
a model for low-income countries. Here it is not clear whether the benefits
of any system, be it pillar 1, 2, or a blend, outweigh the costs. The concluding
sections synthesize lessons for those countries that have yet to reform.

Review of the Major Reforms

This section examines the main issues that the pension systems face in five
different groups of countries and what these countries are doing to address
them. Some OECD countries have introduced funding, but the main reform
efforts have focused on systemic reform and the introduction of notional
defined contribution arrangements to the old PAYG systems. A similar sit-
uation has prevailed in the transition economies of Europe and Central Asia.
Latin American countries have been the most aggressive regarding the
implementation of individual financial account systems, often in blend
arrangements. Pension systems in Asian countries mainly demonstrate
the blend model. Middle-income countries in Africa and the Middle East
still have not undertaken major reforms of their pension systems.

OECD Countries

By the late 1980s, it was already evident that OECD countries faced demo-
graphic and labor market participation trends that were moving in trou-
blesome directions for pension systems (OECD 1988). The picture is even
bleaker a decade later, as survival rates continue to be revised upwards,
older workers are still exiting the workforce early, and birth rates remain
low. The OECD population will age dramatically in the coming three
decades. People over 60 are projected to increase from 20 to 27 percent of
the population by 2020 and to 30 percent by 2030 (table 3.2). These expect-
ed trends are the result of increased longevity, combined with low birth rates.

The OECD counties mostly designed their DB systems on premises con-
sistent with the industrial economy of the first half-century, when life
expectancy was lower and jobs were physically more demanding. In the
postwar period, they added generous benefit rules to provide adequate ben-
efits to people unfortunate enough to have lived through two world wars
and a deep depression. Optimistic system dependency projections using
the high fertility rates of the 1950s and 1960s helped justify these increased
benefits. Since that time, however, demographic and social conditions
have changed. Not only has life expectancy increased, but fertility has
declined. As a result, system dependency ratios deteriorated from rough-
ly 3.5 workers per pensioner in the 1950s to roughly 2.5 by the 19905 and
are expected to reach 2.0 in the near future.
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Table 3.2. Projected Share of the Population over 60, by Country Group
(percentage)

Year
Country group 2000 2010 2020 2030 2050
OECD 19.9 23.1 27.0 30.7 31.2
Transition countries 17.0 18.2 21.5 227 26.5
Latin America 7.7 93 12.2 16.0 23.5
Asia 7.3 8.6 11.6 15.0 20.7
Middle East and North Africa 7.3 8.1 10.0 12.4 18.1
Sub-Saharan Africa 4.4 45 49 59 99

Source: World Bank 1998.

The demographics are not the only explanation of why there are increas-
ingly fewer workers per pensioner. Another reason is that people are leav-
ing the labor force early. Although the retirement age for a full defined-ben-
efit pension in many countries in the OECD is 65, in all countries the de facto
average age of exit from the labor force is lower. For some OECD countries
it was as low as 56-57 for women and 59 for men by the mid-1990s, and the
average age of exit for men has dropped about 3-5 years over the 20-year
period from 1976 to 1995 (Palmer 1999a).

Early exitis not justifiable solely on health grounds. On the contrary, the
subjectively evaluated health of persons under 70 has improved, and jobs
are becoming less physically demanding. For example, in the United States
the percentage of workers in physically demanding jobs has declined from
around 20 percent in the 1950s to 7.5 percent in the mid-1990s (Steuerle,
Spiro, and Johnson 1999). The same authors report that only about 20 and
30 percent of Americans 55-59 and 65-69, respectively, say their health is
fair or poor—the vast majority of persons over 60 are in good health. In
other words, as economic and social developments have favored working
longer, men have been working less. Over the same period, women raised
their age of exit by 3-8 years, depending on the country. Nevertheless, in
most countries, the labor force participation of women is still below that of
men, and the average age of exit for men and women together is still falling
(Palmer 1999a).

With the prevailing demographic trends, labor will be in shortage, and
this ought to influence employer behavior, including adapting work envi-
ronments more to the needs of older workers. The timing of exit from the
labor force for persons in good health depends on their individual prefer-
ences for work and leisure, given their economic resources. Older work-
ers’ economic resources depend in part on the overall tax-benefit system.
Consequently, it is reasonable to believe that, overall, tax-benefit systems
influence the behavior of older workers. A recent set of studies of 11 coun-
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tries, edited by Gruber and Wise (1999), provides strong evidence that pub-
lic benefit and tax systems do in fact influence the behavior of older work-
ers. Using the same calculation model for all countries, the studies exam-
ined the after-tax gain (or loss) in lifetime wealth of working an additional
year from age 55. The results reveal that in countries where the net gain to
the individual from staying longer in the workforce is smaller, there are
fewer persons age 55 and older in the workforce. This study highlights how
a combination of the overall tax-benefit structure and occupational schemes
reinforce individual decisions about work and leisure, in favor of the lat-
ter.

In sum, people are healthier and living longer, but at the same time the
design of tax-benefit systems, together with employer behavior, have rein-
forced individual preferences to exit the labor force at an early age. Early
exit creates a moral-hazard risk for the insurance collective as a whole. The
individual actors (employees and employers) behave individually in accor-
dance with the country’s system of rules and their own preferences, but the
result of this aggregate behavior is to push up the country’s implicit debt
and future taxes for themselves or their children.

The implicit public sector pension debt has been rising. Recently, Disney
(1999) concluded from empirical analysis that most OECD countries have
not accumulated sufficient funds in their PAYG systems to cover the extra
costs associated with the large postwar baby boomers, let alone the costs
that increasing longevity will bring. Countries need to reduce liabilities by
tightening up rules or increase funding (taxes and contributions) now to
meet unchanged obligations.

WHAT ARE OECD CouNTRIES DOING?

Three countries have increased funding in their systems by introducing
individual account systems. The United Kingdom had already moved in
the direction of increasing advance funding in the 1980s by offering peo-
ple the option to “contract out” of the state earnings-related pension scheme
(SERPS) and join private schemes. Reforms in the 1990s strengthened this
move. Australia mandated employer coverage, building on existing
employer-financed schemes.” Sweden, in a series of steps leading to indi-
vidual choice of fund managers in the year 2000, introduced individual
financial accounts on top of its new PAYG notional account system. It
already had a large reserve fund in the public PAYG system in 1994 (Palmer
2000). Following the reform, the Swedish quasi-mandatory (central labor-
management negotiated) schemes have also largely converted to DC finan-
cial account schemes.

These countries form a group with a large element of funding in man-
dated or quasi-mandated systems. They share this feature with Switzerland,
which has mandated, funded, employer-based schemes, and Denmark
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and the Netherlands, with large, fully funded, quasi-mandated schemes—
quasi because they are based on central agreements between management
and labor.

Most other countries have focused on reducing liabilities, often in the face
of strong vested interests that inhibited systemic reform. The most common
liability-reducing reform has been to change indexation formulas. Many
countries have gone from wage indexation to less generous price indexa-
tion. For example, the United Kingdom converted to price indexation in the
beginning of the 1980s. In Japan, this was a component of the cost-cutting
package legislated in early 2000. Countries are also raising the full-benefit
pension age. As early as 1983, the United States legislated a gradual increase
to age 67 to be reached after the turn of the century. Germany will gradu-
ally eliminate special (seniority) rules and raise the full-benefit pension age
to 65, with a possibility for continued revaluation past the age of 65. The
Japanese reform package also proposes gradually increasing the pension
age for the earnings-related part of the Employees Pension Insurance (EPI)
from 60 to 65 over the period 2013-25 for men and 2018-30 for women.

Countries have also tightened the links between benefits and lifetime
earnings and contributions. For example, in 1986 the United Kingdom
changed the SERPS benefit to reflect a wage based on a career average
instead of the best 20 years. France is changing the calculation basis for a
benefit from the best 10 to the best 25 years of earnings and is increasing
the number of contributory quarters needed for a full benefit from 150 to
160. Italy went from a 5-year earnings basis for calculating benefits to an
entire career (depending on the scheme) for persons still covered by the old
system. Italy and Sweden have developed and implemented the notional
defined contribution pay-as-you-go account systems, which introduce a full
link between benefits and contributions.

NDC PAYG Has EMERGED IN OECD COUNTRIES

Extending the years of coverage required to receive a full benefit helps bring
down costs in DB systems but only goes part way in managing the risks of
early exit and increased life expectancy. The NDC PAYG systems legislat-
ed in Sweden (1994) and Italy (1995) are designed to manage these risks
directly. The appeal of the NDC account system is that it isa PAYG scheme
that emulates the principles of a DC scheme but relies on demographic
funding. It provides a middle road to the bipolar conflict between tradi-
tional PAYG DB systems and fully funded DC financial account systems
that continued to dominate the pension debate into the 1990s.

In the NDC PAYG system wage earners pay contributions at a fixed rate,
the value of which are accredited their notional accounts—this is the
defined-contribution feature of the system. People pay contributions on
earnings as long as they work. The previous year’s account value is indexed
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annually with a nominal per capita wage index in Sweden® and gross
domestic product (GDP) in Italy. Information about changing life expectan-
cy and, given an individual’s account record, its effect on an annuity
claimed at a specific age is available at any time in the Swedish adminis-
trative system. In other words, individual decisions about when and how
to exit from the labor force can take into account the parameter of chang-
ing life expectancy. In principle, the NDC structure makes it possible to
claim any percent of a benefit at any time after a legal minimum age for eli-
gibility. People can combine a full or partial NDC benefit with work (and
continue to contribute and acquire new rights) and then get a recalculated
benefit at some later date.

The NDC benefit is calculated by dividing the value on the account at
the chosen time of retirement with a factor based on unisex life expectan-
cy. In addition to this, the annuities in Sweden and Italy incorporate a real
rate of return of 1.6 and 1.5 percent, respectively. This form of front-load-
ing is an alternative to possible wage indexation (from a lower initial level)
over the lifetime. Both countries also index annuities to annual changes in
prices. Annual indexation in the Swedish scheme includes an adjustment for
digressions of actual real growth from 1.6 percent. This keeps the aggregate
contribution rate in line with the individual contribution rate of 16 percent.’?

Proponents of the NDC PAYG formula claim that it represents a para-
digm shift in social security thinking (Palmer 2000). By creating a direct link
between contributions and the annuity and by basing the size of the annu-
ity on life expectancy at retirement, NDC systems reduce the impact of indi-
vidual behavioral choice and unexpected changes in longevity on system
costs. In the DB framework the burden of the risk is unclear. It may fall on
future generations of workers or on present workers before they retire.

Finally, it is important to note the following about NDC account systems:

* By definition, fully funded DC systems insulate against labor supply
fluctuations. PAYG systems do not provide natural insulation. But
NDC PAYG systems, with demographic reserves and indexation of
capital and benefits that follow the growth of the contribution base,
yield approximate long-run financial stability (Palmer 1999b). Both
funded DC systems and NDC systems rely on good life expectancy
projections and require adjustments somewhere when life-expectan-
cy factors are systematically under- or overestimated. Under specif-
ic circumstances, other forms of benefit indexation in the NDC sys-
tem (for example, price indexation) may also work.

* NDCPAYG systems with or without advance funding are subject to
the same “political risks” as DB PAYG—"political” management of
public funds causing low rates of return, special interest lobbying,
etc. For example, in Italy the rate credited to the notional account is
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actually higher than the payroll tax earmarked for pensions, while in
Poland it is lower. What the NDC provides is a framework for mon-
itoring the costs of these interventions (Fox and Palmer 1999).

¢ The NDC contribution still has the tax element of any PAYG system
if the net rate of return on financial investments (after administrative
costs) is higher than the rate of return on the notional account.

In sum, OECD countries have not moved aggressively to address sys-
tem cost and stability issues. Since the United Kingdom introduced “con-
tracting out” of the earnings-related PAYG SERPS, Sweden and Australia
have been the only countries to create a component in the mandatory sys-
tem with DC-funding through individual financial accounts. NDC PAYG—
an explicit, rule-based scheme, with benefits linked to life expectancy—has
been the most significant solution for the OECD DB conundrum, and both
Sweden and Italy have adopted it. The legislative bodies of other countries
(for example, Germany and the United States) have also discussed the
idea of creating a benefit formula that is directly responsive to changes in
longevity but have yet to adopt it.

The increasing debt implicit in the continued application of the current
PAYG rules in many countries will eventually lead to higher contributions
for workers and/or higher income taxes for both workers and pensioners.
While these same high implicit debts are an obstacle to the introduction of
extensive DC funding, the possibility of further innovation in OECD coun-
tries should not be ruled out.

Transition Countries of Europe and Central Asia

The transition economies include a large number of diverse countries,
from the relatively well-off, such as the Czech Republic and Slovenia, to the
very poor, such as Armenia and Georgia. Within countries, the distribution
of earnings spread out dramatically during the first decade of transition,
and, generally, poverty tends to be high, especially in the rural areas.
System dependency ratios dropped from around 2.5 workers per pen-
sioner in the 1980s to around 1.5 in the 1990s.

The transition from centralized to market economies brought new issues
to the pension reform discussion and new solutions. Briefly, the new issues
were the following:

* High initial implicit debt. Acquired rights and commitments to benefit
recipients were unchanged after the transition, but the means at the
disposal of governments to collect revenues to meet contemporary
and future commitments had changed dramatically.

* Weak administration capacity. Administrative institutions that could
work in a market economy needed to be established.
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* Falling number of contributors. Following the breakdown of the com-
mand economy, the covered wage bill remained relatively high in the
wealthier transition countries (central Europe) but fell dramatically
in the poorer countries (the former Commonwealth of Independent
States, or CIS). This resulted from a fall in economic activity, a decline
in female labor force participation, and considerable movement into
the informal economy.

* Many special groups. Legacies of special privileges for selected groups
created problems in moving towards mandatory pension systems
suited for the market economy.?

* Low retirement age. In all the post-Soviet and Eastern European coun-
tries but Poland,!! the full DB pension age was 60 for men but only
55 for women, even though the gap in life expectancy between men
and women is 7-10 years, and the labor force participation of men and
women up to the pension age is often about the same. In additior, the
special privilege of early retirement afforded to many groups lowered
the average effective rate of exit from the labor force even more.

The picture emerging in the 1990s was not entirely bleak, however.
With the transition came public anticipation and demand for market-ori-
ented change. Since the demographic pressure will come later than in the
OECD (table 3.2), a brief demographic window of opportunity for system
reform will be available.

WHAT HAVE THE TRANSITION COUNTRIES OF EUROPE AND CENTRAL ASIA
BEEN DOING?

Initially, policy was largely reactive. Countries were forced to trim bene-
fit payments to meet financial resource limitations. The general result was
the emergence of flat benefits with price indexation, when this was afford-
able. In poorer countries, even after stabilization, benefits still depend on
whatever means are available, rather than adherence to benefit formulas.
As the 1990s progressed, however, policy became proactive.

A first step involved phasing out privileges for special groups. Two
approaches emerged. One is to discontinue granting new rights and con-
vert rights already acquired in the old scheme into rights in a reformed pub-
lic scheme. This is the approach most countries have followed. The other
is to transfer acquired rights to newly created occupational schemes. Poland
followed this approach, converting the acquired rights of a large group of
miners into an occupational scheme (Chlon, Géra, and Rutkowski 1999).

Increasing the retirement age has proven to be an especially difficult
issue. Hungary was among the first countries to successfully introduce a
gradual increase to a higher normal retirement age (62) for both men and
women, and Croatia has followed. These are the exceptions, not the rule.
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For example, proposals to equalize the pension ages of women and men
in Poland!? and Russia met vociferous defense (and maintenance) of the sta-
tus quo. In 1995 legislation in Latvia scheduled an annual increase of the
minimum pension age for women by a half year to the age of 60, but
amidst protests the next Parliament reversed its decision to allow women
to continue to claim small pensions from age 55. As a result most women
had claimed an actuarially reduced benefit by age 56, often at the very min-
imum of what people can live on alone. If married, these women will even-
tually outlive their husbands by quite a few years. Unfortunately, as Louise
Fox and Paulette Castel note in chapter 12, this pattern, which is similar in
many of the transition countries, is likely to increase the number of long-
term poor.13

In the mid-1990s, countries began to work on systemic changes. In leg-
islation passed in 1995 and implemented in 1996, Latvia became the first
country to reengineer the first pillar by converting PAYG commitments
acquired under the previous regime into NDC PAYG accounts. In 1997
Hungary legislated the next systemic reform, linking contributions to ben-
efits through the introduction, in 1998, of a financial account system to sup-
plement the PAYG system. New entrants were mandated into the finan-
cial account system, but current workers were given the choice of either
remaining entirely in the PAYG system or entering the financial account
system. For a worker in the new system, a financial account with a pension
fund replaces one-third of the PAYG system (Palacios and Rocha 1998).
During the choice period, people received information to help them decide
which alternative was likely to be best for them. In 1997 Kazakhstan became
the first (and to date only) transition economy to follow the example of Chile
in phasing out the public PAYG system after a transition period of paying
off current acquired rights.

Poland passed legislation for an NDC reform of the old PAYG scheme
in 1998, topped by a mandatory financial account system that in time is
aimed to give a 50-50 split of contributions between the NDC and finan-
cial account schemes. With implementation in 1999, Poles under 30
years of age were mandated to participate in the financial account system
(with a 9 percent contribution rate), and persons 30 to 50 had the option
to join.

In 1998 Croatia chose to reform its PAYG pillar along the lines of the
German point system, and in 1999 it legislated a funded pillar on top, to
be implemented in 2001.!* The second pillar is mandatory for persons
under 40 and optional for persons 40-49. Latvia followed up its NDC
reform with financial account legislation passed in early 2000. In 2001 it will
begin to phase in a 50-50 split of a 20 percent contribution rate between the
NDC and financial account schemes, mandating participation for those
under 30 at the time of introduction and enabling those age 30-50 to choose.
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All countries moving in the direction of NDC and financial account systems
have retained or created a minimum guarantee of some form.

Kazakhstan, Hungary, and Poland have followed Latin American in pro-
viding participants in financial account systems a choice between a limit-
ed number of funds, whereas Croatia and Latvia will employ the clear-
inghouse model,'> which will enable individual choice among a number
of investment funds as the systems develop. Yet another innovation in the
Latvian pillar 2 legislation is the option at retirement for the individual to
choose between purchasing a market annuity or transferring capital from
the financial account into his or her NDC account.

Other countries have developed systemic reforms of their pillar 1 sys-
tems without including a pillar 2. These countries have reduced the avenues
for early exit, especially among special groups and tightened benefit for-
mulas in earnings-related PAYG systems. Examples include the Czech
Republic (one of the first to phase out special privileges), Estonia, Georgia
(flat pensions and a jump in the pension age by 5 years in one go), Kyrgyz
Republic (an NDC system), Lithuania, Moldova, and Romania. Several of
these countries are now considering how to add funding to their systems,
using the fiscal space created by the reforms.

REMAINING IssUES IN TRANSITION COUNTRIES OF EUROPE AND CENTRAL ASIA

Although there has been a wave of innovation in some of the transition
countries, reform has been slow in coming to the majority of the popula-
tion in this region (mainly because Russia has not yet reformed). The com-
ing decade is likely to bring even more innovation, in both the low- and
high-income transition countries.

The challenge for transition countries is to design benefit systems so as
to minimize long-term free rider costs by providing incentives for the par-
ticipation of younger workers on the fringes of the market economy. At the
same time, the systems must provide security for current workers on the
margins of transition. This implies tightly linking benefits to contributions
for younger workers, sending a clear message to those who do pay their con-
tributions and possibly increasing coverage and revenues in the long run.1¢

In parts of the transition region, even if earnings-related schemes are
introduced, a majority of the population may be largely or wholly outside
the system owing to growing urban informal and rural private agricultur-
al sectors. One of the most urgent questions entails financing the basic needs
of the impoverished aged. The situation may become more acute as younger
family members leave home to take jobs in more economically dynamic
regions. Whether poverty support is provided through some form of guar-
antee or flat-rate benefit (demogrant), there is a question as to what tax
instrument to use to accomplish redistributional aims while encouraging
high compliance in the earnings-related schemes.
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Latin America

The last five years have seen an explosion in pension reforms in Latin
America. This occurred for several reasons.!” The most important was that
the successful stabilization programs of the late 1980s and early 1990s
exposed the weaknesses of the PAYG systems, especially in terms of fiscal
costs, which high inflation had obscured in two ways. First, benefit adjust-
ments rarely kept up with inflation, which resulted in the constant erosion
of the real value of benefits granted to an affordable level. Second, in most
systems, benefits depended on the last 3-5 years’ earnings, which inflation
also eroded. As a result, actual replacement rates were far from the
promised replacement rates until inflation stopped. As coverage and cov-
ered real wages were not growing rapidly, system deficits emerged. These
deficits threatened the gains from the painful stabilization. Latin American
systems usually had extra benefits for privileged groups. Ironically, the
democratization of the 1980s increased pressure to make these special ben-
efits universal, but this was also unaffordable.

In the 1990s the pressure to reform was strong. At the same time, the
Chilean model seemed to be a success. Savings in individual financial
accounts were accumulating high rates of return in Chile, suggesting
that workers could look forward to good pensions at retirement.
Meanwhile, piecemeal reforms in Argentina—the reform leader of the
second wave—had failed. An intellectual consensus around the benefits
of a second pillar as well as constituencies for reform in the younger
generations were developing in the region. Reform leaders liked the
microeconomic incentives an individual account system offers, with a
lifetime contribution-benefit link (lacking in most of the region’s DB
systems). They also liked the potential for capital market development,
as now stable financial systems sought to tap regional and global financial
markets.

WHAT HAVE LATIN AMERICAN COUNTRIES BEEN DOING?

The lead reformer, Chile, basically kept its existing system, which channels
10 percent of wages into pension fund companies, which hold them in indi-
vidual accounts.!® A separate body regulates these companies (AFPs), and
the government does not participate in the collection of benefits. AFPs must
provide a minimum relative rate of return guarantee, and they are restruc-
tured if they do not meet this regulation. The government offers a minimum
pension guarantee. Acquired rights in the old system were capitalized
into no-coupon bonds carrying a fixed rate of interest that beneficiaries
redeem at the time of retirement (a continuing liability of the government).
Those in the labor force at the time had the option of remaining in the PAYG
first pillar, but this pillar allowed no new entrants. Thus the explicit PAYG
system will end in Chile sometime in the coming half century.
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The first reforms did not follow the Chilean model to the letter. The first
reformers were Argentina, Colombia, and Peru, followed closely by
Uruguay in 1995 (Schmidt-Hebbel 1999). Mexico and Bolivia joined in
1997, and El Salvador reformed its system in 1998. Most of the early reform-
ers adopted a blend approach. Two kinds of blends emerged:

¢ The first type is similar to that observed in Europe and is present in
Argentina and Uruguay—a PAYG first pillar combined with a mod-
est second pillar. In Argentina, the first pillar is flat, whereas in
Uruguay it increases with contributions. The second pillar is option-
alin Argentina, and contributors can have the earnings-related por-
tion of the pension come from the scaled back PAYG system.

¢ The second type of blend is a choice of pillars. In Peru and Colornbia
contributors are either in the first pillar (scaled back PAYG) or the
second pillar. In Peru, once in the second pillar, participants must stay
there, but Colombia allows shifts back and forth.

Surprisingly, after these blend models emerged, the next reforms were
all second-pillar-only reforms—Mexico, Bolivia, and El Salvador. They
allowed no choice for new entrants, nor were combinations possible. The
Chilean model was moving north.

A KEY IssuUE IN LATIN AMERICAN COUNTRIES: SECOND-PILLAR DESIGN

Latin America shows a surprising consistency with respect to the system
design features. All countries except Bolivia adopted the basic Chilean
model for second-pillar design—private pension-fund firms, or AFPs, com-
pete for the right to manage individual accounts. At the outset all countries
issued tight regulations with respect to allowable investments (with a
heavy concentration on bonds and on national assets), although they have
loosened them as systems gain experience. Two main innovations are note-
worthy: (i) centralized contribution collection and (ii) integrated supervi-
sion of private fund managers.

Argentina was the first country to introduce centralized contribution col-
lection. In the Chilean model employers withhold contributions from
employees and pass them on to the pension fund of the employee’s choice.
In Argentina and Mexico the employer remits the funds directly to the
national revenue agency. This innovation emerged as a response to the high
costs of the Chilean pension funds (AFPs). It was also supposed to help
increase coverage, as one tax agency monitors all payments and can track
down evaders. The practice may not be yielding the desired cost savings,
however. In Argentina collection costs are even higher and coverage is no
better than in Chile (DeMarco and Rofman 1998). Bolivia, however, boasts
better results, which likely result from the tax collector being a private firm
under contract from the government (von Gersdorff 1997).



106 NEW IDEAS ABOUT OLD AGE SECURITY

Chile created a separate agency to supervise the new AFPs as a part of
the reform. The main reason related to doubts about the other financial sec-
tor supervisory agencies. The ensuing banking crisis of the early 1980s con-
firmed these doubts. However, creating separate agencies is costly and flies
in the face of the increasing integration of financial markets (Taylor and
Flemming 1999). Subsequent reformers have attempted to integrate the AFP
supervisory function into existing supervisory agencies (Colombia,
Uruguay, and Bolivia).

Two MODELS ARE EMERGING IN LATIN AMERICA

The Argentinean and Bolivian reforms illustrate well the two different
emerging models. Argentina had one of the highest implicit pension
debts in Latin America at the time of the reform—in 1990 it had a ratio of
the elderly to the working age population (65+/15-64) of 14.8 percent,
close to that of Australia or Canada in the OECD, for example. Payroll taxes
of 21 percent were not covering system costs, estimated at about 5 percent
of GDP. Without a strong fiscal surplus or any prospects of windfall rev-
enues from new, unexploited resources, Argentina had no prospects of
moving straight into a fully funded system. It raised the contribution rate
to 27 percent, keeping 16 percent in the PAYG system, with the rest in the
funded system. It mostly honored acquired rights under the old system and
will pay off contributors as they retire (compensatory pension). This is
expected to be cheaper than the Chilean approach, which involved the
issuance of compensatory bonds, since the rate of return to existing rights
is not fixed in real terms in advance, and the pension is only paid to those
who live to retirement age. However, the government, not the individual,
bears the longevity risk. New PAYG rights are related only to years of con-
tribution and not to the individual contribution wage. The funded system
transition is therefore mostly tax financed, with a reduction in future ben-
efits for contributing participants as well.

Bolivia is a much younger country than Argentina, with a ratio of per-
sons 65 and over to persons 15-64 of only 6.3 percent. At the time of reform,
pension costs were much lower, at a modest 1.5 percent of GDP. In addi-
tion, privatization of energy and mineral resources yielded a fiscal dividend.
Bolivia moved completely and instantaneously to a second-pillar system
for all participants. Following the practice in Argentina, it will pay acquired
rights in the old system at retirement. In addition, Bolivia will pay a spe-
cial dividend at age 65 to all those aged 21 or higher in 1995 (the Bonosol).
This onetime distribution of the privatization funds does not carry forward
to future generations. The funds for the Bonosol are in special accounts man-
aged by the private AFPs.

Bolivia also had a relatively thin and inexperienced capital market in 1995.
In order to ensure that funds were well managed, the government divided
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the country into two monopoly AFPs—all other countries in the region
have used an open AFP process. International firms competed to purchase
these monopolies. The monopoly lasts for five years, after which time the
market is scheduled to open up for new entrants (von Gersdorff 1997).

REMAINING QUESTIONS IN LATIN AMERICA

Its success in developing pension reform models has bolstered Latin
America as a region. These reforms have succeeded in reducing pension
debt and bringing about more fiscally sustainable systems (Schmidt-Hebbel
1999). However, system coverage has remained at about where it was before
the reform—with the exception of Bolivia, at about 4560 percent of the
active labor force (Holzmann, Packard, and Cuesta 2001). This has raised
questions about these reforms as social risk management systems. Related
to the coverage question is the cost of the decentralized system. The mag-
nitudes of the costs and the reasons behind them remain a controversial
topic.
Asia
With over half of the world’s population, and facing rapid declines in fer-
tility and increasing life expectancy, Asia holds many of the pension sys-
tem problems for the 21st century. While most of the region is demo-
graphically young today, a rapid transition is predicted (table 3.2). For
example, in East Asia the ratio of elderly to the working age population is
expected to triple over the next 40 years.!® In Sri Lanka the proportion of
those over 60 is projected to rise from the current level of 9 percent to about
20 percent in 2025. This transition will likely occur at a much lower level
of income in Asian countries than in OECD or Latin American countries.

Asia has a wide variety of pension systems today (table 3.1). National
provident funds are quite common, as are pillar 1 systems. Several coun-
tries exempted the public sector from the national provident fund system
and instead provide it with an unfunded or partially funded DB system
(Indonesia, Malaysia, and Sri Lanka). Coverage varies and is not strongly
correlated with level of development. For example, coverage, as a per-
centage of the labor force, is high in the high-income countries of Malaysia
(60 percent) and Singapore (65 percent) and in the low-income countries
of Sri Lanka and Mongolia (both over 50 percent). However, it is lower in
Vietnam and India (about 10 percent) and the Philippines (28 percent). Most
countries in the region continue to rely on informal, family-based systems
to support the elderly. These systems will be tested in the future by the rapid
rate of demographic transition.

Most of the fiscal pressure in the region comes from the unfunded PAYG
systems in the lower income countries. The unfunded civil service occu-
pational pension plans, whose large liabilities the government has, for the
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most part, not yet costed out, have encountered particular difficulty. For
example, in Sri Lanka transfers for civil servant pensions are already one-
third of the total government wage bill. Transition economy pension sys-
tems in Asia have all fallen into the same difficulties as those in Eastern
Europe and the former Soviet Union. Pressures on government budgets
from unfunded state-owned enterprise (SOE) liabilities are rising in China,
especially in the poorer provinces, and in Vietnam, where contributions
already do not cover current outflows. The collapse of the Soviet Union and
the resulting fall in income in Mongolia produced a fiscal crisis in this coun-
try’s pension system. In the other countries with pillar 1 systems, there are
substantial reserves, so short-term fiscal pressures are not motivating a
major reform.

The most common criticism of Asian pension systems relates to their
asset management regimes. Not only do these tend not to be open to pub-
lic scrutiny or accountability, but they also tend to require a high level of
investment in government bonds or publicly held assets, which lowers
returns. For example, average real annual returns to assets in plans in Sri
Lanka, the Philippines, and Singapore have all been under 2 percent per
annum (and negative in Sri Lanka), while income growth during the same
period was above this level (Iglesias and Palacios 2000). As a result, bene-
fits from the DC schemes are low, while the funding ratios on the DB
schemes are dropping. For these countries, there have been pressures to
relax investment rules and offer participants a choice of fund managers.

Malaysia is a notable exception to this trend. Although the system is pub-
licly managed, in 1991 and again in 1995, the government relaxed invest-
ment rules, and the share of equities, bonds, and money market instruments
in fund assets has risen to over 50 percent. Rates of return have also risen.

Other problematic issues for Asian countries include the existence of sep-
arate pension schemes for the public and private sectors. Even where these
systems still have reserves, differences in the schemes impede labor mobil-
ity. Where separate public systems include SOEs, enterprise restructuring
may be hindered. Equity issues may also arise with the lack of a national
system, as participants tend to have higher than average incomes.

WHAT HAVE AsiAN COUNTRIES BEEN DOING?

Major reforms in Asia have covered the spectrum of reform possibili-
ties. Thailand and India have gone for blends by adding or strengthening
pillar 1 while keeping pillar 2 systems. China and Mongolia are convert-
ing the PAYG DB systems into NDC systems. In Hong Kong SAR, the gov-
ernment is adding an individual accounts pillar 2 system.

The reforms in Thailand and India extended DB plans to the formal sec-
tor workforce in order to complete the development of a full old age
security system. Both reforms were part of overall efforts led by unions to
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mandate comprehensive social insurance benefits. In both cases substan-
tial funding is envisaged to avoid fiscal crises caused by the demographic
transition. This will require public management of reserves of the DB sys-
tems for long periods of time. India already had a DB plan for civil servants
and a less generous plan for the private sector. In 1995 the private sector
employees’ plan was substantially upgraded. Thailand had a system of vol-
untary provident funds as well as a civil service pension scheme. Reforms
over the last decade built on this foundation by (i) mandating the estab-
lishment of provident schemes in private sector firms over a minimum size
and (ii) adding a publicly run, comprehensive social insurance program
including sickness, maternity, disability, and old age pension (as of January
1999) benefits. In both cases expanded benefits required higher payroll taxes.

As constructed, the systems of India and Thailand could suffer from the
problems of European and Latin American systems. Retirement ages are
fairly low (late 50s, and India allows a length of service pension), encour-
aging early exit. Payroll taxes may encourage evasion, leaving coverage
ratios low. Unlike systems in Europe and Latin America, however, both sys-
tems are designed to be mostly funded. Investing the funds in high-yield
assets and adjusting the benefits to changes in life expectancy could help
avoid the type of benefit crisis common in Latin America. This does not
seem to be part of the current program, however, leaving cause for concern.
India’s track record to date on managing funds does not provide much opti-
mism for its system. With most assets in government bonds and the postal
savings system, returns have lagged economic growth.

NDC IN Asia

NDC has proved a popular reform for the transition economies of Asia,
despite their very different initial conditions. China established the begin-
nings of a comprehensive national pension system in the 1950s. However,
during the cultural revolution, the government shifted the responsibility
for pension provision to the enterprise (with nationally mandated benefits)
and spent the funds accumulated in the pooled system. In this context
pensions were called “retirement salary.” This system has proved to be a
major obstacle to reform of the state sector, as well as being an issue in
fiscal decentralization (World Bank 1997). Since 1986 China has been try-
ing to return to a national PAYG pension system with intergenerational
income redistribution. In addition, China seeks to introduce funding into
the system.

In August 1997 China set the framework for the national unification to
take place over the next few years. It substitutes a new DB plus NDC
PAYG system for the current fragmented system. The DB section is a flat
benefit equal to 20 percent of the provincial average wage (called the basic
benefit). On top of this flat benefit is a quasi-NDC benefit. The system is not
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fully NDC because the benefits are not linked to life expectancy. Instead,
the balance in the account is divided by 120 to compute the annuity bene-
fit. This approach in effect assumes a life expectancy of 10 years for every-
one at all ages and, as a result, (i) may not be stable, and (ii) encourages early
exit. There are transition arrangements for those with 15 or more years of
service, for the new benefit is less generous than the previous DB rules
enterprises were supposed to follow (compliance depends on profitabili-
ty). Partial funding is envisaged in the pillar 1 system, but how this would
happen remains unspecified. China’s strong economic growth rate and
record of good fiscal management gives some scope for this to occur.
Regulations supporting private pillar 3 pensions are also pending.
Mongolia approved an NDC reform in 1999 in the face of a continuing
fiscal crisis. It does not have a basic benefit but instead offers a minimum
guaranteed benefit equal to 20 percent of the average wage with 15 years
of service. Although this reform cut benefits significantly, contributions still
do not cover current payouts. However, the return of wage growth and the
decline of obligations should reverse this situation over the next decade.
Once the current spending level declines as a share of contributions, the
addition of a second pillar may allow for partial funding of the system.

HonNG KONG: AN EMERGING ASIAN-STYLE CHILE?

While it was still under British rule, Hong Kong began considering the
establishment of a national, funded pension system to supplement the
existing Australian-style demogrant system (which is means tested). After
considering the government-run provident fund model, in 1995 Hong
Kong opted for a system of individual accounts to be managed by private
fund managers. Preparations continued through the return to Chinese
sovereignty. The system is scheduled to start in the beginning of 2001.

The Hong Kong system differs from the Chilean model in several impor-
tant aspects. First, benefits will be lump sum (and tax exempt). As a result,
the annuity market is expected to remain thin. Second, the employer will
choose and contract the asset manager. Employees may have their choice
of funds but only within the employer’s contract. This innovation is expect-
ed to lower the costs of maintaining accounts and monitoring compliance.
It may have coverage consequences, however, as asset managers cannot be
expected to race to conclude contracts with small employers (especially
those with low average wages). Existing supervisory bodies will handle
supervision of asset managers, while a new authority will monitor com-
pliance. Other regulations to control administration costs are currently
being formulated. With this organization, Hong Kong is combining the ben-
efit features of the Asian model with the asset management features of the
Latin American systems.
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SUMMARY OF CHANGES IN ASIAN COUNTRIES

If Asian pension systems are converging toward a model, it is clearly a
blend. Pillar 1 can take several forms—a classic European DB, a demogrant,
or an NDC (transition economies). For now pillar 2 is mostly provident fund
and provides mostly lump sum benefits.?’ Hong Kong is the main excep-
tion to this trend. Several transition economies are considering converting
PAYG obligations to individual funded accounts but have not had the fis-
cal resources to do so. Major transformations have not yet taken place in
provident fund systems.

Africa and the Middle East

African and Near Eastern middle-income countries have not embarked
upon major reforms. In part this is because the partially funded DB PAYG
systems in countries in North Africa, South Africa, and the Middle East
still have enough reserves to get by over the time horizon of the average
politician. For example, Jordan's system for private employees has reserves
estimated at 16 percent of GDP and saves on average just under 1 percent
of GDP per year, although its public system is unfunded. In Morocco all
four systems (two public, one private, and one voluntary) have reserves
ranging from one-half to four years’ worth of benefits. In addition, the coun-
tries are still young and rural, and informal old age systems still function.
Projections suggest that these systems will also become a fiscal burden with-
out reform but not until well into the next century (Boersch-Supan, Palacios,
and Tumbarello 1999).

Pension systems in most low-income countries (countries with a per capi-
ta income less than US$700 per year) are in an infant stage. As can be
expected, owing to the high percentage of the labor force in agriculture (on
average, nearly 70 percent), most systems in Sub-Saharan Africa are mar-
ginal in economic terms, often covering less than 5 percent of the labor force
and expending less than 1.5 percent of GDP on pensions. The countries are
demographically young, with an old age dependency ratio (60/15-64) of
4.4 percent in Sub-5aharan Africa (World Bank 1998).

In many countries, what is called a national social insurance system is
actually a public employee’s pension scheme. These schemes can be cuite
generous, with full pensions often offered at 55 with as little as 10 years of
service. In the more developed countries of Sub-Saharan Africa, coverage
reaches about 10 percent of the total labor force, extending into the formal
private sector. In anglophone Africa, the predominant model is separate
schemes for the public and private sectors, usually a DB, unfunded civil ser-
vice scheme, and a funded, DC provident fund scheme for the rest of the
formal sector, mostly parastatal and foreign companies (for example,
Zambia and Kenya).
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Several countries have large reserves for these systems. Generally, a
major concern is the management of reserves. Iglesias and Palacios (2000)
provide dramatic evidence that assets in low-income countries tend to be
mismanaged. In Egypt and Zambia annual compound real returns trailed
bank deposit returns by 8-12 percent on average. In Uganda between
1986-94, the real annual compound rate of return was highly negative
(-33.1 percent).

Reform is not a major topic on the policy agenda, as most of these coun-
tries, especially in Africa, are spending all their energies in a losing fight
against hunger and disease in the face of secularly declining prices for com-
modities, their major exports. Nonetheless, signs of trouble are emerging.
For example, in 1998 Kenya spent 100 percent of contributions on admin-
istrative costs (Barbone and Sanchez 1999). In Senegal, payroll taxes for the
pension system are 14 percent, and total payroll taxes are a whopping 35
percent, contributing to urban unemployment.

IssuEes IN COUNTRIES OF AFRICA AND THE MIDDLE EAST

Countries face two related issues: (i) ensuring long-term equity and sus-
tainability in the face of rapid demographic transitions and (ii) the man-
agement of reserves. The demographic transition is happening faster in
these countries than it did in Western Europe (World Bank 1994; 1998). For
example, in Egypt the share of the population over 60 is predicted to rise
from 9 to 18 percent in 30 years, while the same progression took place over
a 100-year period in Western Europe. Second, promised replacement rates
are much higher than those found in Western Europe in the infancy of pub-
lic pension schemes. Rates of 40-60 percent after 30 years of contributions
are quite common, compared with about 20 percent in European countries
before the Second World War. These high rates will rapidly put pressure
on the DB schemes. Finally, as the full implications of the HIV/AIDs cri-
sis are felt in the labor force, dependency ratios could rise sharply.

In the poorest countries pension reform is primarily a public sector pay
and employment issue, since coverage is so low and the wage economy so
small that pension systems cannot possibly be the answer to old age pover-
ty.2! The poor in these countries continue to rely on private transfers.
Pension systems may actually be regressive, depending on the tax incidence
and the public sector pay structure. Governments are reluctant to address
this difficult problem, preferring to give in to public sector workers’
demands for generous deferred compensation. Even where employees
contribute, those contributions have in effect gone back into paying their
current salaries, as the reserves have primarily financed public sector cur-
rent expenditure. Strong public sector unions, used to rent-seeking, and
powerful but corrupt public sector agencies that “manage” these funds, will
make this problem difficult to tackle. At the same time, with a rapidly aging
population, elderly poverty is likely to emerge as a critical issue.
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Reserve management will continue to be a difficult issue. Improvements
in overall governance and in banking regulation and reduced corruption
in the public sector will be required to address these problems.

Emerging Models

The last five years offer a wealth of experience in pension reform. Most
reforms have been implemented in politically open systems, amid signif-
icant debate. Does this imply that models are emerging? This section looks
at three areas where pension reforms are beginning to converge in the mid-
dle and upper income countries: (i) the shape of the first pillar, (ii) the size
of pillars and the financing of the existing pension debt, and (iii) measures
to lower administrative costs in multipillar systems.

Building a Better First Pillar

Based on the experiences summarized above, sizable, contribution-relat-
ed, state-managed, first pillars are here to stay in the OECD, transition
economies, and probably most other countries with a share of the popula-
tion over 60 greater than 12 percent. But the shape of this first pillar is chang-
ing. As a result, reform of the first pillar is now seen not only as a prereq-
uisite to the introduction of a second pillar with financial accounts but also
as the key overall reform, since it intends to decrease liabilities and thus
implicitly increase advance funding.

The most striking feature of the recent reforms of the first pillar is their
central direction. They are trying to reduce early labor force exit by tying
benefits to individual lifetime account schemes, hoping to replicate the labor
market incentives of DC individual financial account systems. This decreas-
es redistribution within the public, earnings-related insurance system,
both among age cohorts and within age cohorts.

The large number of reforms in the transition countries has partly dri-
ven this result. These countries have had a clear political will to reduce the
redistribution in their systems, consistent with the drive to create a mar-
ket economy and reduce the scope of the public sector. The NDC paradigm
is the most explicit attempt to replicate the incentives of a DC financial
account system, and transition economies are adopting it. In Latin America
the trend is also away from redistributional privileges. Only Argentina has
bucked the trend by creating a first pillar more redistributional than the pre-
vious system.

How important to economic growth and welfare are the objectives of
reducing the labor market distortions of a redistributional DB system?
Economic theory tells us that the effect of distortions on individual behav-
ior depends on the flexibility of the labor supply. If people can adapt their
labor supply, tax wedges create distortions and affect incentives. People can



114 NEw IDEAS ABOUT OLD AGE SECURITY

supply more or less labor, but, provided they have the opportunity, they
can also move in and out of the formal economy. Generally, with output,
capital, and labor market imperfections, the theoretical results are less
clear (Diamond 1997).

There are some important examples of distortions that should be taken
into consideration. First, if the rate of return on PAYG contributions is below
the net rate of return on other savings, the difference becomes a tax, and if
the individual were to choose freely how to use his or her funds, the invest-
ment alternative would be the preferred alternative. This is the main argu-
ment for restricting the scale of the mandatory public system. Second,
high payroll taxes paid by the employer can also raise the effective mini-
mum wage, and possibly reduce the demand for labor—at least taxed
labor. Third, if people are forced to “buy” more coverage than they would
freely choose (or need in order to stay out of poverty) and cannot borrow
to offset this, the net result on their welfare is negative. If they can borrow,
but only at a rate that is above the rate of return on paid contributions, an
additional tax element emerges. This tax element may be quite high because
poor households often face capital rationing. In poor households in mid-
dle-income and poor countries, people must be expected to put present
needs before future needs. Their discount rate can be quite high, and may
rise even more if they have reason to expect much better times for them-
selves in the future.

As already discussed, for a selected group of OECD countries, Gruber
and Wise (1999) use empirical evidence to make a strong case that explic-
it and implicit taxes on work affect the timing of exit from the labor force.
In countries with a higher tax on staying, people tend to exit earlier. Their
results demonstrate the importance of the whole system of tax and bene-
fit incentives. The message is that generous systems promote early retire-
ment in OECD countries—on average around eight years earlier than what
nowadays seems to be a universal goal of at least age 65. Early retirement
for today’s pensioners costs future taxpayers, whose wealth profile is
unknown. Reformers in the 1990s have approached this problem by imple-
menting individual account systems. However, middle-income countries
that have attempted to reduce the distortions through the implementation
of individual account systems linking benefits strongly to contributions
have not had much success in increasing coverage or participation
(Schmidt-Hebbel 1999; Fox and Palmer 1999; Holzmann, Packard, and
Cuesta 2001). Most of the reforms are still new, and there is no evidence yet
on their effects on the age of exit from the labor force.

Redistribution to the lifetime poor and very low-income pensioners has
not been eliminated in countries introducing lifetime account systems.
Redistribution to the poor in old age has been made an explicit part of social
policy, often financed with general tax revenues from the state budget.
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Redistribution commonly takes the form of a minimum pension guaran-
tee that supplements the earnings-related benefit (or provides a full bene-
fit for an individual without an earnings-related annuity) or means-tested
benefit. Universal flat-rate benefits from a certain age can achieve the same
goal but must be set high enough to achieve their purpose and are there-
by distributed to a large number of people who do not need them. Where
there is a trade-off, a larger earnings-related scheme for the same money
would have been preferable.

Several authors have expressed concern about the effects on poorer
women with low wages and interrupted work histories of lifetime earnings-
based systems in the middle- and upper-income countries. Even in OECD
countries there is some concern that support systems for low earners in old
age have been reduced too much. For example, Disney (1996) expresses con-
cern that the reforms in the United Kingdom will push this group into
poverty. The purpose of guaranteed minimum benefits is to protect this
group. Unfortunately, without massive redistribution, persons who are
poor during their working careers are usually poor as pensioners, but
hopefully not destitute if the safety net works.

Middle-income developing countries outside of Europe and Central
Asia have a distribution of income and wealth that is generally much more
unequal than in OECD countries. These countries need to be much mcre
concerned about publicly mandated redistributions to upper-income
groups. DB PAYG systems have clearly had that feature in these countries
(World Bank 1994). Consequently, reforms of the PAYG system using the
models being developed in the countries reviewed here would most like-
ly be welfare enhancing in these middle-income countries.

In sum, there seems to be a political and economic consensus around
reforming first-pillar systems to offer labor supply and participation incen-
tives similar to DC financial account systems, but without full funding,
while retaining a small safety net. In addition, redistribution through spe-
cial privileges for select groups is being reduced. The process of improv-
ing pillar 1 in the desired direction is moving very slowly, however, espe-
cially where benefit outcomes are promised very early in the working life
and prove politically difficult to change later. In all groups of countries,
there are examples of countries where DB pillar 1 promises are greatly out
of line with resources, indicating that we are only seeing the beginning of
a reform wave.

Putting the Pillars Together

Countries that have introduced multipillar blends in the latter half of the
1990s have tended to keep large permanent first pillars. This is quite dif-
ferent from the Chilean approach. Chile did not allow new entrants to stay
in the PAYG system and capitalized the acquired rights of those who
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switched into recognition bonds, effectively freezing their present value.
This approach (i) ensured that the PAYG system would eventually close
(an explicit goal of the Chilean reformers) and (ii) fixed the government
obligation to the switchers in real terms over time, as the bonds bear a fixed
real interest rate. Many recent reforms have not phased out the first pillar
and have not capitalized acquired rights. Even when the second pillar is
fully operational, not more than 50 percent of the total contributions with-
in the old age system are designated for second-pillar funds.

There are two reasons why other countries have not followed the Chilean
approach. In Chile the government cut spending in the years prior to the
reform, yielding a surplus of 5.5 percent of GDP, which it used to cover most
of the debt. Only about 1.5 percent of GDP per annum represented a dou-
ble burden.?? The OECD and transition countries, as well as some Latin
American countries, are demographically much older than Chile was at the
time of its reform. As a result, acquired rights of people under the existing
schemes are much more significant, and a high fiscal surplus has not been
available. For example, Sweden faced entitlements of pensioners and work-
ers together amounting to around 3.5 times GDP at the time it was con-
sidering reform. Transition countries have similar implicit debts (Holzmann
1998). This would be a sizable debt to capitalize.

Where some capitalization of debt is considered desirable, it is not obvi-
ous that the Chilean model of freezing the rate of return on these acquired
rights is the best method. Instead the real rate of return on the recognition
bond could be set equal to the rate of change in the covered wage bill, which
is the tax base for the system. This is tantamount to retaining the PAYG for-
mat. To hedge demographic risks, the value of the bond could be indexed
to longevity. This approach resembles the NDC system.

As the slogan for the Polish reform, “Security through Diversity,” sug-
gests (Chlon, Géra, and Rutkowski 1999), combining the two pillars in the
social security portfolio provides better security. Both pillars are associat-
ed with risks, and a mix of the two helps minimize the downside risks inher-
ent in each. A recent paper by Orszag and Orszag (2000) argues that in the
face of economic uncertainty on the future value of the debt, a mix of fund-
ing and PAYG is the optimal choice.??

Countries have used various mechanisms to create room for second-pil-
lar financial account systems. These include the following:

¢ Reducing PAYG commitments to pensioners, usually by changing
indexation formulas

¢ Reducing PAYG commitments to present workers by tightening ben-
efit rules

¢ Taking advantage of demographic cycles

¢ Moving other assets into the pension system to help finance the tran-
sition
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* Collecting more contributions than are credited to individual
accounts, which is just a form of general taxation

* Reducing other forms of government consumption spending (creat-
ing a budget surplus to help finance old PAYG commitments)

What are some examples? Preceding the introduction of the chance to
opt out of the SERPS, the United Kingdom tightened the PAYG benefit rules
and went from wage to price indexation. Croatia, Hungary, Latvia, Poland,
and Sweden created room by tightening the benefit rules in the PAYG pil-
lars. The NDC formulas introduced in the latter three of these countries offer
worse benefits than the DB formulas they replaced to persons with short
work careers (usually people who have not been in the country all their
working careers) and younger generations who live longer.* Countries
have also increased the minimum pension age (for example, Croatia,
Hungary, and Sweden), creating liquidity associated with postponed retire-
ment even in actuarial systems. Finally, workers who are mandated or can
voluntarily choose to switch to pillar 2 relinquish pillar 1 rights, reducing
PAYG costs over time (Palacios and Whitehouse 1998).

In determining the size of the second pillar, future dependency ratios
have also played a central role. In the transition countries of Eastern Europe,
as we have already seen, there is a “low-pressure” demographic window
lasting from 2010 through 2015. With the gradual introduction of the sec-
ond pillar occurring in Croatia, Hungary, Latvia, and Poland, the burden
on younger workers will be relatively light during this period, while the
commitments to younger workers will shift over to financial accounts in
pillar 2. Some countries may still have to tax-finance some of the transition,
but they can anticipate the extent to which this will be necessary while for-
mulating policy.

Finally, some countries are creating a larger second pillar by using pri-
vatization assets to fund pensions for current pensioners during the initial
stages of the second-pillar operation. Poland, for example, is using priva-
tization assets to help finance the transition, as did Bolivia. In Sweden
large PAYG reserves accumulated in past decades will help pay for the baby
boomers of the 1940s, helping to keep transition costs within a fixed
contribution rate for the NDC PAYG and funded pillar together. To the
extent that this does not work out, indexation will reduce NDC rights to
workers, implying that—from the point of view of younger workers—the
exercise is only meaningful if the rate of return in the financial market (after
administrative costs) is greater than this implicit tax. Of course, the main
reason why Sweden has introduced a funded pillar 2 is to take advantage
of this positive potential return.??

Chile, Australia, and Kazakhstan are combining various guarantees
with the full-scale transition to advance-funded systems with indivi-
dual financial accounts. Australia has a universal means and asset-tested
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income floor. Chile has a minimum pension guarantee for covered work-
ers plus social assistance for the poor who are not covered. In Kazakhstan
there is also a minimum pension guarantee for covered workers. There are
also some implicit costs of reform that countries may have underestimat-
ed, however. In Chile, where coverage is low, the future cost of the guar-
antee could be substantial, implying an increase in the tax rate on workers.
In fact, other countries have likely underestimated costs (future taxes) as
well, among them the United Kingdom, as we have already discussed, and
Sweden. The reason is that minimum guarantees have been price indexed,
and as time passes there will be pressure to increase the floor in these sys-
tems.26 In the blend countries, however, the PAYG system takes pressure
off the guarantee and helps make total future costs more transparent.

Lowering Administrative Costs of Individual Financial Account
Systems

Probably one of the most important debates around individual financial
accounts over the last five years concerns the costs of these accounts,
which reach as much as 1-2.4 percent of wages, annually (Schmidt-Hebbel
1999). With these cost levels in mind, Diamond and Valdés-Prieto
(1994) asked whether it is possible for system designers to strike the right bal-
ance between using the apparatus of the public sector to save costs and tak-
ing on the greater risk of political influence on investment decisions.?”

In the early 1990s, Chile, the United Kingdom, and Australia provided
three models of how to design advance-funded systems with individual
financial accounts. Chile and Australia seemed to provide the options for
mandatory systems, while the United Kingdom could be said to have
shown the way for voluntary or “opt-out” systems. In the Chilean model
individuals choose from around a dozen authorized private fund managers.
Each manager has one fund and offers a choice at retirement between
various annuities or programmed withdrawal. The Australian model
differs from this in that a large number of fund managers (around 8,000
organizations) may offer a choice of two or more investment funds, but the
employers, rather than the workers, choose the fund manager. On the
product side there is a choice between annuity products or a lump sum
(Thompson 1999).28 In the United Kingdom individuals themselves are
allowed to choose among a great number of investment managers, each of
which could have many funds from which to choose (the so-called unit-link
model). In addition, insurance products range from lump sum and pro-
grammed withdrawals to various annuities. Of the three models available
in the beginning of the 1990s, this system provided the greatest freedom
of choice to individuals.

To understand what has happened as the 1990s progressed and the cur-
rent status of the innovations, it is useful to view the separate tasks involved
in the administration of advance-funded insurance with individual financial
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accounts. These include collecting contributions, performing transactions
and keeping accounts, managing funds during the accumulation and annu-
ity phases, and providing annuities (actuarial services, customer relations,
payments, etc). We examine these one at a time.

CONTRIBUTIONS

Generally, in mandatory individual account plans, employers (and the self-
employed onbehalf of themselves) remit contributions. The employers can
either remit the contributions to the tax authority, along with other taxes,
or directly to the investment manager. In the first case, the advantage should
be a minimization of costs for businesses and the government. The argument
is that if the tax authority is already collecting part of the contributior (to
the PAYG pillar) there is essentially no marginal cost of also collecting con-
tributions to the second pillar. The disadvantage is that there may be a lag
between payment of contributions and remittance to the investment man-
ager. In the second case, the advantage is that the money goes straight to the
investment manager. The disadvantages are that (i) monitoring compliance
is much more difficult® and (ii) economies of scale in record-keeping are
lost. In principle, technology can help to overcome both disadvantages.

Countries introducing individual account systems in the 1990s generally
entrusted contribution collection to the government (for example, Uruguay,
Argentina, Sweden, Hungary, and Poland). Other countries where second-
pillar legislation is being formulated (for example, Croatia and Latvia) are
also choosing the centralized model. The cost-efficiency argument has con-
stituted a strong case for putting the collection of all public revenues and
social insurance contributions under one roof.%

Has this cost-efficiency argument been correct? In Argentina the answer
is clearly no, although it is hoped that with the new information system
recently installed the situation will improve. There is a lack of analysis of
other countries. In Europe (Sweden and the United Kingdom) contributions
are only remitted to investment managers annually (with an actual lag of
18-24 months). This occurs in part because employers are only required to
remit information to the tax authority on an annual basis (although they
make preliminary contribution payments more frequently) and in part
because it takes about this long to process and legally establish the final tax-
able earnings of all citizens.3! Here, it appears to be the existing legal struc-
tures and accompanying accounting systems of the United Kingdom and
Sweden, rather than new thinking in this area, that have determined the
current course of events. In this case, questions need to be raised regard-
ing financial returns lost.

TRANSACTIONS AND ACCOUNT KEEPING

In Chile, Australia, and the United Kingdom, the investment managers keep
the records on individual account balances. This is logical if the country is
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following the standard insurance model in which the investment manag-
er and the insurance provider are simply two sides of the same insurance
business. However, the investment side of the insurance business is tradi-
tionally separated from the provision of annuities. Since the market is full
of mutual funds, why not let people choose any mutual fund registered to
do business in the country? With the voluntary choice of funds, persons
with a high degree of risk aversion will be free to choose conservative funds,
and persons who want to take greater risks can do so (Srinivas, Whitehouse,
and Yermo 2000; Shah 1997). This is the Swedish approach.

In order to minimize transaction costs in investment management,
Sweden introduced the idea of the public clearinghouse. The public clear-
inghouse (PPM) is a public broker that performs net transactions vis-a-vis
registered funds (the number of which is, in principle, limited only by the
interest of funds themselves in participating in the system). The fund man-
agers have only one customer, the PPM, which keeps the accounts for all
individual participants. This limits the costs of fund managers to manag-
ing funds and enhances the possibilities to monitor the system. Funds
compete by offering the best net-of-cost returns.3? The clearinghouse man-
ager requires that all funds report fund returns and costs according to the
same principles and makes this information available to all participants.
Two other countries—Croatia and Latvia—are both working with the
Swedish clearinghouse model.

Little empirical evidence is available on the cost savings afforded by this
approach. Given published knowledge about costs for various models,
Thompson (1999) offered some estimates using standardized assumptions
about earnings careers and portfolio returns. Using his assumptions, a
system with efficient centralized administration, a clearinghouse approach,
a choice limited to a few index funds and centralized annuity provision
reduces gross benefits from DC account proceeds by 5 percent, whereas a
system with decentralized administration with a Latin American annuity
mandate reduces gross benefits by 25 percent. These estimates can be
viewed as lower and upper bounds and indicate that there is room for
improvement on the costs compared with the initial Latin American results.
The lower bound is achieved at the expense of providing minimal choice,
which can be questioned. In fact, there are many arguments against hav-
ing a few big index funds in a small and developing financial environment
unless they are competing “world-based” index funds with relatively few
investments in the local market.

ANNUITY PROVISION AND PAYMENT

Two models of the administration of annuity provision have also emerged.
In all the main models prevailing in the early 1990s, the worker chooses the
annuity provider. Even here, however, there are possible limitations on the
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freedom to move from one provider to another. For example, these may take
the form of high costs borne by those who make such a decision.3

The Swedish model diverges from the others on this point. In the
Swedish model, the government is a single provider of all the annuity prod-
ucts offered. Consequently, the government also administers the payment
of the second-pillar annuity together with the public PAYG benefit. On the
one hand, the Swedish model, in principle, clearly limits the potential
choice of annuity products available to individuals. In contrast, the typi-
cal insurance problems associated with adverse selection cannot arise.

In conclusion, the trend has clearly been towards centralization to keep
down administrative costs. Central collection by the national tax authori-
ty, the clearinghouse for transactions and account keeping, and the gov-
ernment annuity monopoly all work in this direction. As with other inno-
vations, empirical evidence on the effects remains weak.

Open Issues

Given the variety of countries in the world and their economic and social
differences, it is not surprising that a number of issues in the design of pen-
sion systems are far from settled. Indeed, in some parts of the world (for
example, East Asia), the debate is still a very young one. This section looks
at two issues that are still the subject of wide discussion and debate around
the world. The first looks at (i) the exogenous and endogenous risks to pub-
lic pension systems, (ii) the sharing of these risks from a social perspective,
and (iii) the trade-offs. The second issue focuses on low-income countries,
where more than 50 percent of the world’s workforce lives, that are not cov-
ered by public pension systems.

Who Bears the Risk?

Risk sharing is one of the most controversial aspects of public pension sys-
tems. Pension systems are subject to the following main risks to their long-
term financial stability and ability to offer income security to participants:
(i) long-term demographic shifts, (ii) economic risks (shocks or periods of
slow growth), (iii) moral hazard risks (the behavior of individuals and
employers, as affected by system design), and (iv) political risks (design fea-
tures offering short-term political gains that can lead to system financial
insolvency). The first two are usually exogenous to the pension system,
while the second two are endogenous to it.

In retrospect, it is usually clear who should bear the costs of the exoge-
nous risks after they occur. For example, it is obvious that the postwar gen-
eration should have transferred income back to the previous generation,
which suffered a world depression and war. Likewise, older generations
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will bear the costs of the transition to the market economy in Europe and
Central Asia, and younger generations will receive the benefits. But how
much should be promised to the baby boomers by their children in mid-
dle-income countries today is not so simple, nor is it easy to predict the
expected real cost. Should the system allocate these risks in advance or
allow the electorate to work it out as they become known? Pillar 1 systems
offer a range of opportunities for intergenerational risk sharing in the face
of major shocks. Without some floor or minimum, pillar 2 systems allocate
all the economic risk, short- and medium-term, to the contributor in indi-
vidual accounts and to the age cohort in provident fund systems.

Demographic risks are difficult to allocate fairly ex ante. DB systems allo-
cate the risk to the “funder”—in PAYG systems, this is the next generation.
Again, it is difficult to know in advance whether this will be fair. Yet, if it
is unfair, it is difficult to correct. Changes in the indexation system are the
only tool governments have once pensioners are near pension age or pen-
sions are in payment, as it is almost impossible politically to lower pensions
by other means. Even changing indexation systems can be difficult. DC sys-
tems allocate the demographic risks mostly to participants and their gen-
eration. Annuities, computed at the time of retirement, reflect changes in
life expectancy. If there are imperfect annuity markets, risk pooling may
be incomplete, lowering welfare.

The second two risks are a function of system design. We have argued
elsewhere that DB systems have a tendency to make these risks worse
because of the focus on outcomes rather than costs, whereas individual
accounts systems can make the costs of poor design more transparent. In
addition, benefits reflect individual labor force participation, which means
that the individual—and not other workers in any generation—bears the
risk of early exit (Fox and Palmer 1999). Advance funded, privately man-
aged DC systems take a big step towards reducing the endogenous risk of
PAYG pension systems (that promises are made without also stating the
source of finance), but there are also examples of funded schemes that have
gravely misjudged their future liabilities. NDC PAYG moves a big step in
the direction of advance funded DC systems.

Critics have complained that public individual account DC schemes force
the individual to bear too much risk for too low benefits. It is true that NDC
PAYG and funded individual financial accounts have created greater clar-
ity in who bears the risks. The answer is clear: the worker bears the risk.
Early exit from the labor force affects the worker’s own benefit in a trans-
parent way. This cost cannot be shifted forward to another generation
or to members of the same generation, so workers will resist employers’
attempts reduce their labor force participation. The worker will be informed
and can also determine his or her supply of labor and saving according
to personal preferences and the gradually increasing life expectancy of
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his or her generation (assuming some risk pooling in annuitization). In
sum, how the individual risks are to be borne and the costs of insuring
these risks, the “rules of the game,” are more transparent in DC thanin DB
systems.

Is this a good risk sharing? Somebody or some generation has to bear
these risks. The evidence on DB systems is summarized below:

* In OECD countries, behavior has changed in response to incentives,
and workers and employers have collaborated to reduce labor force
participation, thus increasing costs to the financiers (those who con-
tinue working and the next generations). Few systems have been
able to make the current generation adjust to risks once they are real-
ized, even if that generation has the means. Costs are pushed forward
onto generations that may not have the means to pay for these oblig-
ations.

» InLatin American countries (for example, Argentina), the DB systems
hid their full costs until benefits had to shrink dramatically. In this
case, the generation paying to insure the risks demanded a change.

Is everyone able to cope with the exogenous risks if the endogenous risks
are minimized? Many societies believe the answer is no for the poorest, and
they build some safety net or guaranteed minimum into individual account
systems. This guarantee is less common in provident fund systems. Blend
systems also incorporate safety nets (adding endogenous risks). One thing
is clear: in order for a worker to make more informed judgements, he or
she must be informed. Especially in transition countries, this aspect has been
a problem (Fox and Palmer 1999).

Expanding Coverage in Low-Income Countries and Low-Income
Groups in Middle-Income Countries

The risk-sharing issues discussed above take on a new aspect in low-
income countries, where coverage is low. In this case, it is rarely the poor
who are benefiting, so the arguments for inter- and intragenerational risk
sharing cannot be made on social grounds (although they often are). Those
who are covered are those within their generation most able to bear the
risks, and the arguments for shifting risks forward are certainly not clear
ex ante. As a result, the argument for DB systems is quite weak.

Pillar 1 pension systems in low-income African and Asian countries have
not, for the most part, presented a fiscal drain of the magnitude that they
have in transition and Latin American economies. However, given the
predicted rapid demographic transitions, the current DB systems are like-
ly to run into trouble when the endogenous risks come to fruition. Since in
many of these countries tax revenues are only 10-20 percent of GDP, even
a low expenditure, such as the 1.7 percent of GDP Sri Lanka spends on
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pensions for the civil service, amounts to 10 percent of budget resources,
with a high marginal cost. The income distribution aspects of this transfer
have not been analyzed, as these depend on both the incidence of the tax
system and the transfer. But it is likely that these civil service schemes are
regressive. Conversion to DC schemes would reduce endogenous risks.

Pillar 2 systems are also problematic, as poor reserve management in the
provident fund systems has resulted in low benefits. In at least one coun-
try (Ghana), the evaporation of reserves in the provident fund system
forced the conversion of account balances into PAYG rights during SOE
downsizing. China is currently making the same conversion. While we have
argued above that pillar 2 systems carry less endogenous risk, that risk is
not zero. Public management carries political risk.

Management of reserves in low-income countries with pillar 2 systems
is a key issue. Two changes are needed to raise returns. First, the share of
government bonds and other investments in the portfolio should be low-
ered so that government faces the true costs of public borrowing and so that
returns increase.> Second, management of reserves needs to become more
transparent. Is private management a better choice in countries with under-
developed capital markets? The analysis of Iglesias and Palacios (2000)
sheds some light on this question. In their analysis, at every level of nation-
al income, private management delivers higher returns than public man-
agement. However, Iglesias and Palacios add an important caveat—in
countries with poor governance overall (as measured by outside sources
such as Transparency International), their model predicts that even private
management can yield negative real returns. Note, however, that the gov-
ernance standard for a prediction of positive returns to private management
is fairly low. Egypt and Tanzania, for example, countries with provident
funds, are currently above this standard. In addition, the regression model
used by Iglesias and Palacios ignores the potential interactive effect of pri-
vate management on governance. In sum, for young, low-income countries
with underdeveloped capital markets, the best starting point for an old age
security system seems to be a funded DC system with private management,
investing in, for example, a mix of international assets, local bank deposits,
and government securities instruments. As local capital markets mature,
a more diverse local asset mix could be permitted.

With low coverage rates, pillar 1 systems do not offer security in old age
for most of the population today. The argument for preserving tradition-
al pillar 1 systems in low- and lower middle-income countries is that they
will grow up to be serviceable old age security systems, perhaps in a robust
blend system. The evidence on changes in coverage, based on the upper
middle-income countries, is not hopeful for the medium term. Even after
reforms, coverage of low-income populations in Latin America has not
increased.® Looking at the lives of poor households around the world, it
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is not hard to see why. Savings in pension systems are illiquid and usual-
ly earn a real rate of return no greater than 5-8 percent under the best man-
agement in developing country markets. Poor households in India regu-
larly pay 50 percent annually for credit through moneylenders and informal
credit networks for working capital. Why should such credit-constrained
households save for old age in a formal system? In general, household sav-
ing for old age is correlated with income. Historically, poor households’
income around the world tends to be too erratic to allow the type of life-
cycle savings behavior that second-pillar systems encourage. Development
of extensive welfare systems correlates with industrialization and income.

This raises the question of whose preferences are being accommodated
in the development of full-fledged pension systems in low-income coun-
tries. Is there a large unmet demand for contributory pension systems
once the true costs are known, or are these systems simply an additional
fringe benefit for government sector workers? If the latter, then there is a
strong case for low-income countries to concentrate solely on DC occupa-
tional systems and not try to create blends at this point. This would reduce
the fiscal burden, make the costs transparent, and reduce the risk of pub-
lic funds being used to bail out these systems at the cost of programs tc help
the poor (who have no chance of being covered by the systems as current-
ly designed). As countries grow richer, safety net programs for the poor
elderly can be introduced (for example, as in Hong Kong). These safety net
programs could mature into blend systems. In countries with a high level
of inequality, such as South Africa and Brazil, demogrants financed by gen-
eral taxes have a strong antipoverty effect in rural areas (Morduch 1997).
The challenge is to find a level that is affordable without the method of
financing causing large-scale evasion and an unfair or undesirable payment
burden as a result.

Conclusions

As Averting the Old Age Crisis was being prepared, Chile was the model for
systemic change from PAYG DB systems to advance-funded systems with
individual accounts. The 1990s have been a period of blossoming innova-
tion in reform of mandatory pension provision, but the innovations have
taken another course. Few countries have followed Chile more or less to
the letter. The 1990s witnessed an explosion of ideas for creating financially
sustainable mandatory public systems in different groups of countries in
Latin America and the OECD and with economies in transition. What have
we learned from the experience of recent years?

First, two-pillar systems combining a PAYG first pillar with a second pil-
lar scheme with funded individual accounts have become popular. New
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systems of this type have emerged in countries as diverse as Sweden in the
OECD; Hungary, Latvia, and Poland among the transition countries; Hong
Kong in Asia; and Argentina, Peru, and Uruguay in Latin America. These
reforms help reduce the risks of the PAYG system by reducing its size in
the long run. They shift the management of funds into the market, offer-
ing opportunities for better pensions through higher returns, greater trans-
parency and individual choice. They also diversify the social security port-
folio, offering flexibility in an uncertain world.

Second, and related to the first point, the DB system has proved more
robust than expected, as some countries have opted to fix their DB systems.
This has usually meant increasing the number of years required for full ben-
efits and the number of years counted in the actual computation of the ben-
efit. The idea of introducing a life expectancy factor into the DB formula has
also been considered. The goal is to reduce long-term costs. The ability to
reduce long-term upside risks for future generations of the DB systems
by adding on a second pillar (and simultaneously reducing revenues for
and obligations of the DB PAYG system) has probably contributed to its
popularity.

The NDC system has emerged as an alternate to the DB system when a
country desires to maintain a larger first pillar. It is possible to convert rights
acquired under fairly diverse DB systems into NDC systems, with some
advance funding to cover demographic fluctuations. Countries that take this
step (for example, Mongolia) may do so with the intention of introducing
the second pillar at a later time. Countries gain a more direct link between
contributions and benefits and account for life expectancy at the benefit pay-
out phase. Key system features, such as indexing obligations to changes in
contribution revenues, help to increase long-term financial stability.

Third, countries with funded individual financial accounts have focused
on improving old models and developing new ones. Several alternatives
for system design have emerged. The focus of innovation has been on
reducing costs and providing more individual choice, especially during the
investment phase.

Fourth, there are still open issues, such as the type of system that poor
and younger middle-income countries should adopt. It appears that we are
still no farther along than we were at the beginning of the 1990s. An afford-
able model with broad coverage has not emerged. The history of richer
countries suggests that it may not emerge. Another open issue relates to
who bears the risks of increasing longevity and economic shocks in pub-
licly mandated schemes in the more developed countries and the trade-off
between sharing risk and moral hazard. The risk that has only recently
received attention is the moral hazard risk of the combination of rules,
employer practices, and individual and employer attitudes that lead to early
exit from the labor force. The generation about to retire (and those who have
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retired) likes this feature, and future generations do not fully perceive the
costs to them. Both NDC PAYG and funded individual financial account
systems reduce the moral hazard risk at the cost of less exogenous risk cov-
erage. A blend of PAYG and funding allows a mix of risk sharing instru-
ments and offers more flexibility when shocks occur.

Finally, it is important to emphasize that it is not necessary to go from
unfunded PAYG DB to funded, individual account DC systems to create
sustainability in the public provision of mandatory old age pensions.
Combinations can enhance stability dramatically, as can NDC. Moreover,
traditional DB systems can be developed to bring them closer to the DC
idea. This is also occurring.

Notes

1. This is a substantially revised version of a paper prepared for the
World Bank’s conference entitled “New Ideas about Old Age Security,”
September 14-15, 1999. The authors would like to thank Robert Holzmann,
Estelle James, Olivia Mitchell, Peter Orszag, Robert Palacios, Joseph Stiglitz,
and conference participants for useful comments on previous drafts. Claus
von Restorff provided helpful research assistance. The views expressed here
reflect the authors” own and not those of the World Bank.

2. See Demirguc-Kunt and Schwarz (1999) for a more exhaustive dis-
cussion of pension reforms around the world.

3. This refers to the mandatory occupational pensions. The social pen-
sions are noncontributory and unfunded.

4. In some countries, these privately managed, decentralized individual
account systems are called provident funds.

5. Classifying Australia as pillar 2 is nevertheless problematic, since
some employers offer DB. However, the mandate is for DC, and the trend
is in that direction.

6. All OECD and many other countries have some form of minimum-
income support legislation for the elderly. Although financed on PAYG
principles (often out of general revenues), these are usually noncontribu-
tory social assistance programs (for example, the United States, Thailand,
and Latvia), and we do not cover them in this chapter. Where the pensions
are noncontributory but universal or nearly universal (for example,
Denmark, Hong Kong, or New Zealand), we consider them first-pillar sys-
tems and include them in the chapter.

7.Since1992 employers in Australia have been required to arrange a pen-
sion account and contribute a minimum percentage (rising from 3 percent
in 1992 to 9 percent in 2002) for employees. People can supplement on a
voluntary basis and are covered. Coverage of the self-employed is about



128 NEew IDEAS ABOUT OLD AGE SECURITY

35 percent; full-time employees, 95 percent; all employed, 80 percent (in
1995 for the latter). There is also an income support program for the elder-
ly financed from general revenue.

8. This will be supplemented, however, with a downside brake based on
the contribution wage sum, which will affect both the indexation of notion-
al capital and benefit payments (see Palmer 2000).

9. In principle, the Italian system should achieve a long-term equilibri-
um around the weighted contribution rates of the employed and self-
employed if contributions and accrual factors are brought more in line. In
practice, the absence of a mechanism to offset chronic divergence from the
imputed return of 1.5 percent may lead to financial difficulties. Palmer
(1999a) examines the stability conditions of the NDC PAYG system, as does
Valdés-Preito (2000).

10. For example, persons who had worked in hazardous occupations for
a certain period of time received pensions at an early age (as early as 40)
instead of higher wages. Pensions also performed the function of social trans-
fers (or tax deductions) for workers in market economies (for example, a
right to retire early as remuneration for being the parent of many children).

11. In Poland the pension ages were 65 and 60 for men and women,
respectively, but men and women could retire early with 40 and 35 years of
recorded service (work or an equivalent). This, together with the special treat-
ment of some groups (for example, miners), explains why the de facto age
of exit with a benefit in the 1990s was around 56 for women and 59 for men.

12. Poland attempted unsuccessfully to introduce a minimum pension
age of 63 for both men and women as a part of the 1998 reform.

13. Latvia has recently taken steps to close this loophole (see Fox and
Palmer 1999).

14. Croatia, Hungary, Kazakhstan, Latvia, and Poland are all either
average or above-average income countries within the group of transition
economies (per capita GDP ranges from around US$2,000 in Kazakhstan
and Latvia to US$6,000 in Hungary and Poland), with a ratio of the covered
wage bill to GDP that is among the highest for transition economies at
around 30 percent (Rutkowski 1999).

15. We discuss this model in greater detail the second section of the chap-
ter.

16. There is no evidence yet that the introduction of NDC or funded DC
financial systems has led to an increase in the number of persons covered
in these countries, although this has clearly been one of the hopes of the
reformers. In fact, evidence from other parts of the world (for example,
Chile) is discouraging in this respect.

17. This section draws from Queisser (1998) and Schmidt-Hebbel (1999).

18. The other 4 percent of the 14 percent payroll tax is used for survivors
and disability insurance and administrative costs.
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19. This section draws heavily on Holzmann, Mac Arthur, and Sin (2000)
for facts and background on pension systems in East Asia. See also Asher
(1999) on Singapore.

20. Singapore provides phased withdrawal options. Members can also
withdraw a portion of account balances during working years for other
investments (housing finance, medical savings accounts, etc.).

21. During apartheid South Africa and Namibia put in place universal
noncontributory pension schemes (demogrants) that continue to operate.

22. Valdés-Prieto (1997, p. 205). Note that this is 3.75 percent of the cov-
ered wage bill, assuming covered wages are 40 percent of GDP.

23. The same authors noted that the NDC system provides an excellent
choice for partial funding.

24. Of course, younger workers can work longer to compensate for this.

25. Note that as the reform process evolved during the 1990s in Sweden,
both blue and white collar private (quasi-mandatory) schemes also con-
verted to individual DC financial accounts, encompassing almost all the pri-
vate sector employees.

26. However, the argument for separating out redistribution from social
insurance is that proposals to change guarantees can be weighed against
alternative uses of taxes within the normal political process.

27. See James and Vittas (2000) for a discussion of these costs.

28. Many of the technical details in this section are based on the com-
prehensive tables presented in Thompson (1999).

29. In countries where there are separate institutions collecting rev-
enues and contributions for mandatory systems, each agency must perform
its own audit of an employer’s accounts. This creates extra costs for both
employers and the public sector. An additional complication arises if the
tax base is different for each of the various revenue/contribution systems.

30. It is sometimes argued that the advantage of separating the collec-
tion of, for example, general taxes and health care and pension contribu-
tions is that potential evaders might be more inclined to pay health care and
pension confributions than general taxes. However, this type of tax com-
petition has a negative effect on overall expenditure management.

31. In Sweden, about 90 percent of all returns are processed almost
immediately. The lag arises mainly in processing earnings from self-
employment.

32. This makes it impossible to compete by offering gifts and (unneces-
sary) personalized sales services (home visits, etc.). In principle, we should
expect advertising to focus on financial information and portfolio strate-
gy, although we will not know until people can make their first choices in
the year 2000.

33. Thompson (1999) claims that this can be a problem in the United
Kingdom'’s system. This is not the case in the Latin American systems.
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34. If, as we have argued above, poor performing provident funds run
the risk of bailouts, this is an even stronger argument for lowering the
investment in government bonds, since not only are the current costs of the
borrowing lowered but the intertemporal costs are totally distorted, lead-
ing to very poor resource allocation.

35. The issue of coverage receives full treatment by Holzmann, Packard,
and Cuesta in chapter 13 of this volume.
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The Political Economy of
Structural Pension Reform

Estelle James and Sarah Brooks

MANY POLICIES THAT ARE DESIRABLE for economic reasons have not been
implemented for political reasons. This discrepancy between economics and
politics has led both economists and political scientists to begin thinking
about the political economy of reform. They have already done consider-
able work on the political economy of macroeconomic reform and trade pol-
icy, emphasizing factors such as incomplete information, time inconsistency
of preferences, credibility problems, path dependency, and interest groups
as major obstacles to reform (Grindle and Thomas 1991; Nelson 1990, 1994;
Rodrik 1994; Tommasi and Velasco 1996). There is relatively less work on the
political economy of sectoral reform (but see Nelson 1997; James 1986, 1993,
1998b). Using the case of pension reform, this chapter addresses this gap.
Public pension schemes are the largest fiscal program in many countries,
and through the world these schemes are in serious trouble. Declining fer-
tility rates and increasing life expectancy have exerted financial pressures
on traditional pay-as-you-go, defined benefit (PAYG DB) systems, threat-
ening their sustainability. Thus far, most countries have reacted by alter-
ing the parameters (rates of contributions, benefit calculations, and retire-
ment age) of their existing systems. But a growing number of diverse
countries, such as Argentina, Sweden, Hungary, and Kazakhstan, have car-
ried out major structural changes, shifting from single-pillar schemes to
multipillar schemes that add a fully funded, defined contribution (FF DC)
pillar to a downsized PAYG DB pillar. Although funded systems can in
principle be publicly or privately managed, the recent wave of multipillar
reforms has conferred management responsibility for the second or fund-
ed pillar to the private sector, which invests pension funds in the market.
Proponents of multipillar systems argue that they are more fiscally sus-
tainable and growth enhancing, due to favorable impacts on labor markets,
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long-term saving, and financial market development. Opponents dispute
these claims.

This chapter does not seek to evaluate these economic arguments about
the merits of multipillar systems. Rather, it examines the political econo-
my of the reform process by analyzing the connection between the preex-
isting conditions in a country and the reforms that are likely to succeed and
by describing some of the strategies that policymakers have used to over-
come opposition to reform. The chapter addresses three central questions:

* How have political and economic forces influenced the probability of
structural pension reform?

* How have these factors influenced the nature of the reform, particu-
larly its public-private mix?

* How have reforming countries overcome resistance from powerful
interest groups?

In the first section of the chapter, we use quantitative analysis to answer
the first two questions. In the second section, we answer the third question
using qualitative case studies of a smaller number of reforming countries
in Latin America and the transition economies. In comparison to the econo-
metric analysis, these are able to provide more detailed analyses of politi-
cal strategy.

Mandatory multipillar systems are a relatively new way of providing
social security. Chile was the first country to implement this system in 1981,
followed within the same decade by Switzerland and the United Kingdom.
Six other countries implemented structural reforms during the first half of
the 1990s, and 11 more countries undertook reforms in the second half of
the 1990s (figure 4.1). Among the structural reformers, eight are in Latin
America, nine in Europe, and three in the Asia/Pacific region. Since struc-
tural reform is under consideration in many additional countries, we are not
yet at an equilibrium. Therefore, by taking this snapshot, it is more accurate
to say that we are analyzing the speed of reform rather than the ultimate
probability of reform. Is this process random, or can we predict which con-
ditions are more fertile for reform? We hypothesize that factors such as cul-
tural, linguistic, and geographic proximity to “first movers” play a key role
in explaining how reform ideas diffuse across countries via communications
and demonstration effects and find econometric support for this argu-
ment. Additionally, we expect (and find) that the existence of private finan-
cial organizations, such as funded voluntary pension plans, signals insti-
tutional interests that speed the adoption of a funded mandatory pillar.

Among countries that have implemented structural reforms, the details
vary in many ways. We focus in this chapter on differences in the public-
private mix of benefits. The proportion of total expected benefits that stem
from the private pillar ranges all the way from 0 to 100 percent. Again, we
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Figure 4.1. Diffusion of Structural Reform around the World, 1980-2000
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Source: Authors' calculations.

analyze whether this choice is random or follows some predictable order.
We hypothesize that path dependency plays a strong role here: legacies
from past systems become incentives or constraints on design possibilities
for new systems. In particular, we expect the size of the implicit pension
debt (the present value of the pension obligations of the government to con-
tributors under the old PAYG system) to play a pivotal role in determin-
ing the degree of funding and privatization that can be achieved by reform-
ing countries, and our econometric results strongly support this expectation.
Pension reform involves winners and losers. Governments that successfully
reform must gain majority support and mitigate minority opposition
through a variety of techniques that increase the number of winners,
decrease the number of losers, and change people’s perceptions about the
category into which they fit. We hypothesize that the shape of the new pen-
sion system, in particular its public-private mix, depends in part on the frag-
mentation of power within the political system, which determines how
many and which groups must be placated. The first section of the chapter
examines quantitative evidence for this hypothesis, and the second section
gives examples of many trade-offs that reformers have made to accom-
modate dissenting groups when political power is dispersed.
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The Timing and Nature of the Pension Reform Package

In this section we assess the effects of several variables on the probability
and nature of pension reform through econometric analysis. The size of the
implicit pension debt is the most important explanatory variable, but sev-
eral other variables also effect the outcome.

Dependent Variables

In this analysis we examine two dependent variables: (i) the probability that
a country has undertaken a structural reform (PROB), and (ii) among those
that have done so, the magnitude of expected benefits from the new fund-
ed, privately managed pillar relative to total benefits in the multipillar sys-
tem (%PVT).

PROBABILITY OF STRUCTURAL REFORM (PROB)

The definition of the first dependent variable is fairly straightforward, and
we use a probit to analyze it. We considered countries to have adopted a
structural reform if the government has mandated the establishment of a
privately managed, funded pillar through legislation or other official action
or if it has changed the format of its PAYG pillar from DB to notional DC,
in which benefits ultimately depend on contributions plus a shadow rate
of interest imputed by the government.!

PRIVATE SECTOR SHARE (%PVT)

The second independent variable, %PVT, is somewhat more complex. The
public-private division of responsibility is clearly a salient feature of new
social security systems, but it is also a multidimensional concept, making
quantification difficult. Basically, it is evident in terms of the inputs or out-
puts of the system, that is, in terms of the share of total contributions going
to the private pillar or the share of total benefits that the private pillar is
expected to generate. Unfortunately, the input or contribution going to the
public pillar is often unknown: in some cases (for example, Australia and
Chile), the public pillar is financed through general government revenues
rather than an earmarked payroll tax, and in other cases (for example,
Argentina and Poland), a single payroll tax covers the transition deficit
stemming from the old system jointly with the ongoing costs of the public
pillar in the new system. Therefore, we employ an output or benefit-based
measure of “privateness” in the reformed pension schemes. In this measure
we define %PVT as the proportion of the total expected benefit that derives
from the private pillar.?

Nor are expected benefits, used in this chapter, easy to measure. To
develop this variable, we simulate the benefits that a typical worker can
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expect to get in the long run from the public versus private pillars. For the
public pillar benefit, we simply apply the stated rules or formula of the state-
guaranteed pension, even though this guarantee is always subject to change
in the future. This expected benefit will vary widely among workers. For
example, in the case of a minimum pension guarantee, a high earner will
getnothing from the state, since his or her private pillar benefit will exceed
the minimum, while a low earner (and most women workers) will depend
heavily on this guarantee. Similarly, in countries with flat benefits (uniform
for all contributors), the public share of total benefits will be much higher
for women and low-wage earners generally, while this is not true when the
state benefit is positively related to earnings. We circumscribe this hetero-
geneity problem by using the “average wage” worker in each country,
according to the International Labour Organisation (ILO 1990, 1995, 1997)
statistical compendium for 1995 urban manufacturing employment.3

The private pillar is more problematic to simulate because the expected
benefit will depend on (i) the number and timing of years of payroll con-
tributions, (ii) the rate of return to the invested funds, (iii) the rate of wage
growth over working life, and (iv) the percentage of the payroll con-
tributed. Consider, for example, a 10 percent contribution rate to the pri-
vate pillar that is projected to yield a 40 percent replacement rate of final
wage. A 1 percentage point increase in the contribution rate will increase
the private benefit by 10 percent, or 4 percentage points, while an increase
of 1 percentage point in the annual rate of return will increase the benefit
by 20 percent, or 8 percentage points. Although the contribution rate is
determined by law in each country, the remaining variables must be
assumed, and the results of our simulations are highly dependent on these
assumptions. In our base case we made fairly standard assumptions: (i) 35
years of payroll contributions, (ii) 4.5 percent rate of return on invest-
ments, and (iii) 2 percent yearly growth in wages. In this analysis we make
uniform assumptions about these variables across countries (unless the gov-
ernment has dictated specific interest rates), but in the real world differences
in growth rates, interest rates and average contributory years across coun-
tries will also lead to differences in their total benefits and the private
share.*

Table 4.1 and figure 4.2 display the results of the simulation for the pub-
lic and private benefits and %PVT for the “average” worker in each reform-
ing country. The private share varies from 0 percent in Latvia and Italy to
100 percent in Chile and El Salvador. Most OECD countries are in the mid-
dle. Itis clear that significant variations exist in the anticipated role for state
versus market mechanisms in the provision of future pension benefits. We
explore whether these differences are random or follow some systematic
pattern.
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Table 4.1. Characteristics of Pension System for Average Worker after
Structural Reform

(percent)

Country Firstpillar ~ Second pillar ~ Total benefit % Private
Argentina 33 34 67 51
Australia 25 33 58 57
Bolivia 4 42 46 92
Chile 0 42 42 100
Colombia 0 42 42 100
Denmark 28 34 62 56
El Salvador 0 42 42 100
Hungary 43 27 70 39
Italy 81 0 81 0
Kazakhstan 0 38 38 100
Latvia 49 0 49 0
Mexico 3 27 30 91
Netherlands 35 35 70 50
Peru 0 42 42 100
Poland 26 25 51 49
Sweden 35 10 45 21
Switzerland 30 30 60 50
United Kingdom 17 17 34 49
Uruguay 38 25 62 40

Sources: Various reports on each system and simulations described in text.

Independent Variables and Hypotheses about Their Impact

Our major hypothesis concerns the impact of the implicit pension debt (IPD)
on PROB and %PVT. For reasons given below, we hypothesize that a large
IPD increases the probability or speed of a major reform but decreases the
%PVT that will eventually emerge. Other variables may have smaller
effects.

IMPLICIT PENSION DEBT

The term “implicit pension debt” has, unfortunately, been used to mean
several different things (see Van der Noord and Herd 1994), such as:

The stock of obligations accrued to date (also known as the termination hypoth-
esis)—the present value of the accrued rights that current workers
have in the old system at the present time

Closed system flows—the present value of the future cash flow deficit,
taking into account all future benefits and contributions of current
affiliates
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Figure 4.2. Public-Private Mix of Pension Benefits
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Source: Authors' calculations.

* Open system flows—the present value of the future cash flow deficit,
taking into account all benefits and contributions of current and
future affiliates, up to some specified date.

Each of these concepts has different uses. For our purposes, the first con-
cept is most relevant, since it informs us of the obligations of the old sys-
tem that remain and must somehow be financed when a country makes a
transition from a PAYG public system to a new system with a privately
managed, funded pillar. Additionally, the first [IPD concept is the one most
analogous to the explicit debt that is matched by bonds, which reveals how
much the government owes today. By construction, it will be larger in coun-
tries with mature systems, older populations, a high level of coverage, and
generous benefits. We measure it as a proportion of gross domestic prod-
uct (GDP).

When part of the old contribution is put into the funded pillar, govern-
ments face the “transition cost problem.” They must continue to meet their
existing obligations by raising contribution rates or other taxes or by issu-
ing bonds, thereby converting the implicit debt to explicit debt. Each of these
options, however, has disadvantages. Higher taxes or “contributions” are
always unpopular, and the governing party may fear that increasing them
will have political costs. At the same time, the government may not want
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to increase the explicit debt, which is more transparent and readily mea-
sured than the implicit debt. Policymakers may fear that a large explicit debt
will lower their credit rating or upset financial markets. Some govern-
ments face debt limits that are imposed either by their own rules or by exter-
nal actors such as the International Monetary Fund (IMF) or the European
Monetary Union. Furthermore, an explicit debt will raise the government’s
interest costs. Finally, pure debt finance means that pension reform will not
have the positive impact on national saving that is often sought by reform-
ers. These considerations set economic and political limits to the feasible
amount of debt financing of structural reform, even though the conversion
of implicit to explicit debt does not increase the total public debt.

These constraints on financing a pension transition suggest that a large
[PD might have somewhat different effects on the probability and the
nature of reform. On the one hand, it may bring social security to the fore-
front of the political agenda, thereby increasing the probability of under-
taking a major reform. On the other hand, once governments have decid-
ed to tackle the problem via structural reform, the transition cost problem
stemming from a large IPD will dominate and lead to a less aggressive
reform. We expect that when governments with a large IPD confront the
practical difficulties of financing the reform via debt or taxes, they will
choose a small %PVT in order to reduce their short-run cash flow problem
by keeping more money flowing into the public PAYG pillar.”

Beyond this purely financial argument, a high IPD may also be a proxy
for other kinds of path dependencies such as public pressure to retain
acquired rights under the old scheme or the strength of an entrenched social
security bureaucracy that will resist reform. A high IPD means many pen-
sioners and older workers expect to receive large benefits under the old sys-
tem and fear that radical change may lead to loss of support for keeping
these promises. Social security bureaucracies that managed the old public
system may have accumulated power through their monopolistic han-
dling of large sums of money and the employment of large numbers of
workers. They are likely to oppose reforms that strip them of this power.
The same may be true, in some cases, of labor unions that participated in
the administration of public social security systems. This political challenge
from older workers and entrenched bureaucrats, proxied by the magnitude
of the IPD, strengthens our hypothesis that the outcome for countries with
a large IPD will be a less radical reform, or a smaller %PVT.

The next problem concerns the measurement of the IPD. In some cases
direct estimates are available, as a result of studies done during the reform
process and for other policy reasons (Van der Noord and Herd 1994; Kane
and Palacios 1996). For countries for which a precise measure of the IPD is
unavailable, we imputed it. Because this variable plays an important role
in our analysis, we imputed it in two ways, based on current public
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pension spending and on the age distribution of the population, to ensure
that our results were not sensitive to the imputation method.

In the spending-based method, we regressed IPD on public pension
spending (as a percentage of GDP) for the set of known countries and used
the coefficients of this equation to impute the IPD of the countries for
which we do not have direct observations.® Current pension spending is
not a precise predictor of total obligations, especially for immature systerns
with few eligible retirees, but the fit is quite good—our equation explained
78 percent of the variance in IPD. However, this method of imputing IPD
might introduce an omitted variable problem: a high level of current pen-
sion spending might be correlated with a “taste” for a large public sector, so
if IPD leads to a small %PVT, we don’t know whether this is due to the IPD
per se or to the preferences with which it is correlated. To address this prob-
lem we added to the equation a second variable—total government spend-
ing on goods and services as a percentage of GDP (GOV), designed to con-
trol for taste for public spending. We also used a second method to impute
IPD that is more exogenous and less correlated with omitted variables.

One of the major determinants of the IPD is the age distribution of the
population. An older population corresponds to more pensioners and
workers near retirement and a greater present value of their accrued pen-
sion rights. Therefore, as a second method, we regressed IPD on the per-
centage of the population over age 60 for the set of known countries and
imputed IPD for the others based on this equation. Because this measure
does not take account of generosity of benefits, it explains only 68 percent
of the variance in IPD, slightly less than the previous method. This age-
based method has the advantage that it avoids the omitted variable prob-
lem discussed above. However, it has the potential disadvantage of intro-
ducing a new omitted variable—political pressure coming from older
workers and pensioners to retain the current system, which may be corre-
lated with our age-based imputed IPD. This is not really a problem for us,
as we interpret a high IPD as operating, in part, through these generational
pressures. As we shall see below, most of our results are robust to the choice
of imputation method.

GOVERNMENT SPENDING (GOV)

Although economists generally assume uniform tastes, it is possible that
some societies have a preference for or political ideology in favor of more
public sector intervention in the economy that would also influence the
nature of their social security systems. To test this hypothesis, we intro-
duced into the equation government spending on goods and services as a
percentage of GDP (GOV), expecting that it might signal such social pref-
erences and, therefore, lead to a smaller %PVT as well as a smaller proba-
bility of structural reform.
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Expricit Dest (DEBT)

From an economic point of view, the implicit and explicit debt are largely
interchangeable (except that legally it may be easier to renege on the implic-
it debt, which may, therefore, already be discounted). From a political
viewpoint, they may be quite different, since the explicit debt is much
more transparent than the implicit debt. For many governments the level
of explicit public debt is an important factor shaping the choice of policy
designs, and international organizations such as the IMF reinforce this
predisposition. We, therefore, include DEBT, the explicit debt as a pro-
portion of GDP, in our analysis.

A large explicit debt may make officials in the Ministry of Finance keen-
ly aware of the need for a pension reform that reduces the government’s
future fiscal obligation. Additionally, the creation of a funded pillar may
raise the domestic savings available to hold the national debt on a long-term
basis, thereby reducing its reliance on foreign creditors and short-term
loans. For example, policymakers in Mexico claimed this was an important
motivating factor. At the same time, high levels of debt may become an
obstacle to structural reform because of the difficulties in increasing the debt
still further to cover the short-run transitional costs of reform. The net
impact of explicit public debt on the probability of structural reform is there-
fore unclear.”

The impact on %PVT is similarly ambiguous. On the one hand, high lev-
els of public debt may diminish the %PVT among the reforming countries
because of their need to avoid the appearance that they are not creditwor-
thy and to stay within any externally or internally imposed debt ceiling
(Brooks 1999; Maxfield 1997). On the other hand, if they expect that credi-
tors will react favorably to radical pension reform as a sign of fiscal respon-
sibility, this effect may be reversed.

LEVEL OF DOMESTIC SAVINGS (SAVINGS)

Among the perceived macroeconomic benefits of structural reform are
those relating to an enhanced level of domestic savings. Policymakers
plagued by low levels of capital accumulation have been attracted by the
potential to increase national saving and develop local capital markets
through the creation of funded components to their pension systems
(Brooks 1999). Also attractive is the possibility of creating a “loyal” source
of savings that is committed for the long term, is not subject to capital flight,
permits longer maturities on public debt, and reduces dependence on for-
eign capital. While the theoretical arguments continue on the link between
pension reform and aggregate savings, the growth of private savings and
financial markets in Chile has been attributed, in part, to its pension reform.®
We expect that the lower the level of domestic savings as a percentage of
GDP (SAVINGS), the greater the value of these potential macroeconomic
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effects of funding and the more likely a country is to implement a multip-
illar pension reform.”

The expected impact of a low level of domestic savings on the %PVT is
less clear. On the one hand, the desire for more national saving might lead
reforming governments to design a scheme with a high %PVT. On the other
hand, for countries with little initial saving, partial debt financing of the
transition costs of extensive reform might use up much of the available sav-
ings, and a low level of savings may signal a high discount rate. As a
result, they may choose a pension reform with a lower %PVT. Overall, the
expected impact of domestic savings levels on the %PVT in reformed pen-
sion schemes is ambiguous.

EFrECTIVE NUMBER OF PoLITiCAL PARTIES (PARTIES)

Most of the preceding variables have a substantial economic interpretation,
albeit with political overtones. We now consider a purely political variable,
the degree of concentration of political power, as evidenced by the num-
ber of political parties in the country.

Political parties provide the principal means for the articulation of dif-
ferentiated interests in a government. These solve collective action prob-
lems among politicians and structure the legislative process along distinct
partisan dimensions (Cox and McCubbins 1993). The structure of a politi-
cal party system, particularly the number of parties it contains, affects the
range of interests represented in the reform process and, as a result, the
extent of bargaining necessary to build a legislative majority (Sartori 1976).

Multipartism is widely associated with the inclusion of a broad range
of interests, including potential “losers,” into the reform decision. The
extreme version of multipartism, the highly fragmented party systern, is
associated with unstable political coalitions, credibility problems, and
unreliable “veto partners” in reforming governments (Haggard and
Kaufman 1992). Accordingly, political theorists have argued that the pro-
liferation of political parties in the legislative arena will impede raclical
reforms. As the effective number of political parties increases, the capaci-
ty of the governing party to push through difficult reforms decreases
(Shugart and Haggard 1997). The governing party will not always want a
radical reform, but if it does, greater dispersion of political power may
enable entrenched interests to block reform (Immergut 1992; Tsebelis 1990).
We hypothesize that the governing party may be unable to undertake a
structural pension reform in the presence of a highly fragmented legisla-
tive arena. Where structural reforms are implemented, we expect that frag-
mentation requires more extensive negotiations to pass the reform, result-
ing in a more moderate design with a smaller %PVT.

Although it is a very rough measure of the dispersion of interests rep-
resented in the political process, we use the “effective number of parties”



144 NEW IDEAS ABOUT OLD AGE SECURITY

to measure the degree of legislative fragmentation. This variable is mea-
sured by N =1/X p?2, where p, is the share of seats occupied by the ith party
represented in the lower house of the legislature (Laakso and Taagepera
1979; Taagepera and Shugart 1989).10

PREEXISTING FUNDED PLANS (PREPLAN)

We hypothesize that the existing institutional structures of pension provi-
sion have important effects on the likelihood and success of structural
pension reforms. In several OECD countries, large, privately managed,
funded pension plans linked to occupational structures existed on a quasi-
voluntary, collectively bargained basis even before the issue of mandato-
ry funded plans arose (Ebbinhaus 1998). In many such countries, the
mandatory funded second pillar came into being when the government
made these plans mandatory for everyone. This was the case with Australia
and Switzerland. We expect that the prior existence of funded occupational
pension schemes (as represented by a dummy PREPLAN) increases the
probability of structural reform because it implies lower transition costs and
the existence of political constituencies that favor funded systems (finan-
cial institutions that will benefit from managing the funds). For similar rea-
sons it may lead to a higher %PVT, although this is less clear. This is
because employers are part of the political negotiation about these employ-
er-sponsored plans, and they may be willing to provide “some” benefits
but not “most” benefits.

SPANISH

One of the issues with which we are concerned is the diffusion of new
reform ideas. Countries learn about reform ideas and how they work in
other countries (the demonstration effect) by media communication, move-
ment of people, and commerce. We would expect that linguistic and geo-
graphic proximity would facilitate this learning process. In 1981 Chile was
the first country to adopt the multipillar system. We therefore use a dummy
for “Spanish as the dominant language” as our simple proxy for speed of
diffusion.

OTHER VARIABLES

A variety of other variables undoubtedly help to explain the reform deci-
sion in any particular case. For instance, alternative funding sources, such
as the preexisting treasury surplus in the case of Chile or privatization assets
in Bolivia, may facilitate the adoption of structural reform. Similarly, a total
breakdown of the old system (as manifested in high evasion and arrears
rates, an effective retirement age that is much lower than the legal age, large
system deficits, and government defaults on benefit payments) is likely to
facilitate structural reform insofar as it diminishes both the credibility and
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option of reverting to the old system. In contrast, strong pensioners’ orga-
nizations or labor unions may impede reform, since these groups may fear
that their benefits will be cut in the process (Pierson 1996). Given our small
sample size, however, along with the difficulty in obtaining consistent
data on these variables for all countries, it is impossible to include all of them
in the regression analysis. The second section of the chapter, which dis-
cusses key strategies employed by reforming governments to overcome
resistance from powerful interest groups, analyzes several of these factors.

Descriptive Statistics

Table 4.2 presents data on the mean values of the main independent vari-
ables for three groups of countries: 19 reformers, 44 nonreformers in their
regions, and 86 nonreformers around the world. Most striking is the

Table 4.2. Means of Independent Variables for Reformers and
Nonreformers

IPD PD
(spending) (age-based) PREPLAN SPANISH DEBT SAVING GOV PARTIES
Worldwide (N = 86) 87.4 90.8 0.02 0.1 824 159 15.9 —
non-reformers
Regional (N = 45) 1218 127.2 0.04 0.2 644 184 16.3 39
non- reformers
Reformers (N = 19) 138.8 1339 0.26 0.4 451 19.1 14.9 33

Note: IPD is the implicit pension debt, or present value of government liabilities for pension
benefits to current pensioners and accrued rights of current workers. This is calculatec as a
percentage of GDP. PREPLAN is a dichotomous variable coded 1 for the existence of large
occupational funded pension system: Australia, Canada, Denmark, Netherlands,
Switzerland, United Kingdom, and United States, 0 for all others. SPANISH is a dichofc-
mous variable coded 1 for predominantly Spanish-speaking countries, 0 for all others.
DEBT is Central Government Debt, average for years 1990-95, except Chile: 1980. SAV~-
INGS is Gross National Savings (percent of GDP), equal to the gross domestic savings plus
net income and net current transfers from abroad. GOV is general government consump-
tion (percentage of GDP), including all current expenditures for all levels of government
and excluding most government enterprises. It also includes capital expenditure on nation-
al defense and security. PARTIES is a measure of political fragmentation, defined in the
text. It is not available for several countries outside the reforming regions, so is excluded
from the analyses of worldwide reformers. The Regional set includes regions in which
structural pension reform has occurred: Latin America, OECD countries, and the former
Soviet Union. The worldwide set includes these plus a sample from Africa and Asia.
Sources: [PD for France, Italy, Germany, Japan, Canada, U.K,, U.S.: Van den Noord and
Herd (1993); IPD for other countries: Kane and Palacios (1996) and authors’ calculations;
PREPLAN and SPANISH: authors’ calculations; DEBT: Global Development Finance (1998)
and OECD Government Statistics; SAVINGS and GOV: World Development Indicators
(1999); PARTIES: Political Handbook of the World and Parline Legislative Database
Worldwide Elections.



146 NEW IDEAS ABOUT OLD AGE SECURITY

increase in the IPD as we move from the worldwide nonreformers to
regional nonreformers to reformers (87 percent, 122 percent, and 139 per-
cent of GDP, respectively, when IPD is imputed according to public pen-
sion spending; 91 percent, 127 percent, and 134 percent when using an age-
based imputation). This is consistent with the expectation that a high IPD
“puts pension reform on the agenda,” both for individual countries and
regionally. Interestingly, an opposite effect is seen for DEBT, which falls
from 82 percent and 64 percent to 45 percent of GDP as we move from non-
reformers to reformers. This suggests that the transparency of the explicit
debt and its use as a measure of creditworthiness may inhibit reforms that
will further raise the explicit debt in highly indebted countries. PREPLAN
is much higher among the reformers (0.26 versus 0.04 and 0.02) as is the
dominance of the Spanish language (0.4 versus 0.2 and 0.1). All of these
means values are consistent with our predictions. There is relatively little
difference in SAVINGS, PARTIES, or GOV among the reformers and non-
reformers. Interestingly, the worldwide nonreformers are most dissimilar
from the reformers, with the regional nonreformers in between, suggest-
ing that regional effects may be at work, and other countries within the
region are likely to reform before those outside do.

Preliminary Results: Rank Order Correlation between IPD and
Public-Private Pillars

As a simplified measure of the relationship between IPD and %PVT, we
ranked all reforming countries by their IPDs and compared this with the
rank order of their %PVT as well as the type of public pillar in the new sys-
tem (table 4.3; James 1998b). We classified countries into three groups,
according to their %PVT, as shown in table 4.1. The first category has a
%PVT of less than 90 percent, and its public pillar usually consists of a mod-
est minimum pension guarantee. The second category has a %PVT between
45 and 60 percent; most of these countries offer a universal or means-test-
ed flat public benefit that is medium in size and is often financed by gen-
eral revenues. The third category includes those systems whose %PVT is
40 percent or less and whose public benefits are large, positively related to
earnings and financed by a payroll tax.!! We observe a very close inverse
rank order correlation between size of the IPD and %PVT.

However, these simple descriptive statistics and rank order correla-
tions do not have the explanatory power of multiple regression analysis,
which considers all the explanatory variables simultaneously and treats
%PVT as a continuous variable. We proceed now to that analysis.

Econometric Methodology

We carried out two sets of analyses to estimate (i) the likelihood of struc-
tural reform and (ii) the degree of privatization in the subset of reformers.
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Table 4.3. Implicit Pension Debt (IPD) and Pension Reform

Age-IPD as Spending-IPD Type
Country % of GDP as % of GDP % PVT public pillar
Peru? 37 37 HI —
Bolivia 45 65 HI F
El Salvador 47 34 HI MPG
Mexico 48 43 HI MPG
Colombia 51 44 HI MPG
Chile 79 112 HI MPG
Kazakhstan 88 102 HI MPG
United Kingdom®>? 118 118 MED F
Argentina 125 100 MED F
Poland 142 241 MED ER
Australiab 145 96 MED F(MT)
Netherlands® 174 198 MED F
Latvia 175 179 LO ER
Switzerland? 195 215 MED F(ER)
Denmark? 198 170 MED F
Ttaly? 203 203 LO ER
Hungary? 213 213 LO ER
Uruguay? 214 214 LO ER
Sweden 226 197 LO ER

— Peru has not yet implemented a first pillar but will probably have an MPG.

Note: Types of public pillars: MPG = minimum pension guarantee, financed out of general
revenues; F = flat {often supplemented with means-tested benefits), financed out of general
revenues or payroll tax; F(MT) = flat with eligibility determined by means test; ER = earn-
ings-related, financed out of payroll tax; F(ER) = ER with flat structure (maximum close to
minimum). In Bolivia privatization revenues finance flat benefit until these assets are
exhausted; shape of first pillar thereafter is unknown.

a. Indicates use of actual IPD, calculated by the following sources: Hungary, Uruguay, and
Peru from Kane and Palacios (1996); United Kingdom and Italy from Van Den Noord and
Herd (1993). Other countries use spending-based IPD simulated by authors based on cur-
rent public expenditure (World Bank 1994). Age-based IPD simulated by authors based on
1990 population over age 60 (World Bank 1994). IPD is present value of accrued rights ot
pensioners and workers, under old system. %PVT is taken from table 1 according to the
following groups:

HI = > 90%; MED = 49-60%; LO = 40% or less.

b. Indicates PREPLAN countries.

The first is a probit analysis that estimates the likelihood of a structural
reform among two samples of countries: 64 countries from Latin America,
Europe, OECD, and the former Soviet Union (the regions from which the
reformers came) and 105 countries that added observations from Asia and
Africa (all the countries for which we could get the relevant data). We used
two samples because we conjectured that regional fixed effects might be at
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work, that the political economy of reform might be different in Asian and
African countries where coverage is low and confined mainly to civil ser-
vants, and employees of large enterprises, many of which are state owned.
Additionally, we did not have data on PARTIES for the larger sample but
wanted to test robustness to sample size for the other variables. As dis-
cussed above, we used two alternative methods for imputing one impor-
tant explanatory variable, %PVT.

The second analysis is an ordinary least squares regression predicting
%PVT in the 19 reforming countries included in the analysis. This is admit-
tedly a small sample, driven by the fact that only a small number of coun-
tries have thus far undertaken structural reforms. It will be important to rerun
these regressions in subsequent years, as the number of reformers grows.

Since some variables used to explain the probability of structural reform
are likewise expected to affect %PVT, there is a possibility of bias in the
results, owing to covariation in the error terms of these equations. In view
of this possibility, we tested for selection bias using a Heckman two-stage
selection model, and found no evidence of such bias. We therefore present
the results for these equations separately below. The mean values for all
variables are presented in table 4.2, the OLS results in table 4.4, and the pro-
bit results in table 4.5.

Results: OLS Analysis of %PVT

Our strongest result concerns the determination of %PVT among countries
that have undergone structural reform (table 4.4). Recall that %PVT in
these countries ranges from 0 percent in Italy and Latvia to 100 percent
in Kazakhstan and Peru. Our regressions explain 84 percent of the variance.
Clearly, systematic forces are at work, and the nature of reform is not
random.

Most striking in explaining these variations is the strong impact of the
IPD, which is almost always significant at the 0.1 percent level, whether the
spending-based or the age-based imputation methods are used. When IPD
is the only explanatory variable in the model, a change from an IPD of 50
to 100 percent of GDP decreases the degree of private provision by 20 per-
centage points. This is consistent with our predictions and with the sim-
plified picture presented in table 4.3. The close negative relationship
between IPD and %PVT is illustrated in figures 4.3a and 4.3b. Choices
made about social security in the past limit (but do not completely deter-
mine) the feasible set for the future. This is probably our strongest econo-
metric result.

Also of interest is the fact that PREPLAN and PARTIES show up as sig-
nificant when the age-based imputation is used but not with the spending-
based imputation. This suggests that current pension spending already
incorporates some of the effects of these institutional variables, thereby
hiding their independent effects. It is possible that the existence of more
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Table 4.4. Ordinary Least Squares, Predicting Percentage Private

IPD based on public pension spending

1 2 3 4
(N=19) Coeff. t Coeff. f Coeff. t Coeff. ¢
irD —0.004 -575* -0.003 —4.282 -0.003 -3.232 -0.002 -2.05°
Preplan — — — — 0.07 0.61 0.12 0.89
Spanish — — — — — — 0.03 0.16
Gov — — -0.01 -1.59 0.02 -1.56 -0.02 -1.47
Debt - — — — — — 0.001 0.41
Savings — — — — — — -0.01 -0.8
Parties — — — — -0.04 -1.39 -0.04 -1.26
Const. 11 11.20% 124 9.66% 1.31 9.65% 1.37 4132
Adjusted R-sq 0.64 0.67 0.68 0.63

IPD based on population > age 60

IrD -0.004 ~7.10* -0.005 —4.932 —0.005 -5.932 —0.005 —4.592
Preplan — — — — 0.22 2.78b 023 2.51°
Spanish — — — — — — -0.08 0.7
Gov — — 0.004 0.39 0.001 0.2 -0.001 -0.09
Debt — — — — — — 0.0004 0.24
Savings — — — — — — -0.01 -1.23
Parties — — — — -0.05 -2.13b -0.05 -2.06°
Const. 1.2 12.907 1.17 10.08* .3 13.6° 1.52 6.552
Adjusted R-sq 0.73 072 0.84 0.82

— Not included in calculations.

Note: Percentage private is expressed as a decimal. a - Significant at .1 percent level; b - Significant at 5
percent level; ¢ - Significant at 10 percent level.

Source: Authors’ calculations.

Table 4.5. Probit, Predicting Probability of Structural Pension Reform
N = 64: Latin America, OECD, and Former Soviet Union

IPD based on public pension spending IPD based on population over age 60
1 2 3 4
(N=19 Coeff. ¢ Coeff. t Coeff. t Coeff. t
IPD 0.01 204> 001 2.812 0.01 1.58 0.01 2,05
Preplan 117 2972 2.20 3.112 149 2612 1.56 2.60¢
Spanish 1.14 3.032 1.51 2.812 1.56 2772 1.60 275
Gov — — -0.09 -1.73 — — -0.06 -1.23
Debt — — 0.0 -0.82 — — —0.004 -0.69
Savings — — -0.02 —0.75 — — -0.01 —0.37
Parties — — -0.13 ~-1.02 — — -0.08 —0.70
Const. -2.07 -349* 040 -0.45 -2.10 -2.842 -1.01 -1.7.0
Log-likelihood -30.60 -26.84 -31.49 -29.41
N =105: Latin America, OECD, Former Soviet Union, Africa, and Asia
1IPD 0.1 3.152 0.01 3.182 0.01 2.81° 0.01 2.718
Preplan 2.00 3.382 2.39 3472 1.56 2732 1.67 2812
Spanish 1.69 3.92° 1.60 3.272 1.88 3.892 1.80 3.45°
Gov — — —0.08 ~-1.61 — — -0.05 -1.09
Debt — — -0.01 -0.90 — — -0.01 -0.79
Savings e — -0.02 -0.71 — — -0.01 —0.40
Const. ~2.61 -5.26* -1.21 ~1.46 -2.76 —4.67 -1.82 -2.15”
Adjusted R-sq -3245 —29.58 -33.37 0.82

- Not included in calculations.
a - Significant at .1 percent level; b - Significant at 5 percent level.
Source: Authors’ calculations.
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Figure 4.3a. Relationship between Spending-Based IPD and Private
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Figure 4.3b. Relationship between Age-Based IPD and Private Share
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voluntary funded schemes implies smaller public pension spending, and
that more fragmented political parties lead to greater public pension spend-
ing ex ante. Thus, when the spending-based imputation method is used,
PREPLAN and PARTIES are negatively and positively correlated with
IPD, respectively, and the IPD picks up their effects. When the uncorrelat-
ed age-based imputation method is used, we find that PREPLAN has a
strong independent positive impact, increasing %PVT by 22 percentage
points, while fragmented PARTIES decreases %PVT, as predicted.
Moreover, both variables affect other features of the reform: in PREPLAN
countries the new schemes have been built along occupational group choice
lines rather than the individual choice that dominates in countries without
powerful preexisting private pension plans. In countries with fragmented
political systems, much of the bargaining has been about issues of distrib-
utional concern to specific groups, as discussed in the second section.

None of the other variables in the regression is significant in the OLS
equation predicting %PVT, whether taken singly or as a group. Despite its
possible proxying for “taste for public spending,” GOV is never significant,
nor does it change the significance of IPD. Anecdotal evidence about the
importance of SAVINGS and DEBT is not borne out statistically. Although
the implicit and explicit debt are largely interchangeable economically,
clearly they have different political effects.

Results: Probability of Structural Reform (PROB)

We find quite a different pattern of explanatory factors in the probit analy-
sis determining the probability of reform (table 4.5). Table 4.6a translates
these probit results into reform probabilities. The probabilities are all much
higher in the regional sample, consistent with the fact that these are the
regions that contain the reformers. But the pattern of significance is quite
similar for the regional and global samples and the two imputation meth-
ods, so we discuss them all simultaneously. Table 4.7 presents some evi-
dence on the accuracy of our predictions. Overall, we predict the reform-no
reform decision accurately for more than 80 percent of the countries.
However, it is clear that we are less successful in predicting reform prob-
ability or timing than we are in predicting %PVT. In particular, the actual
proportion that reformed consistently exceeds our predictions.

The significantly positive effect of IPD on PROB is consistent with the
agenda-setting theory of IPD and with the descriptive statistics in table 4.2.
An increase in IPD from 50 to 100 percent of GDP doubles the probability
of structural reform, and a further increase from 100 percent to 200 percent
doubles it again (table 4.6b). The two increases together raise the probability
of reform more than 30 percentage points.

DEBT and SAVINGS have no significant impact here, as was the case in
predicting %PVT. Nor does the fractionalization of political PARTIES—in
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Table 4.6a. Impact of IPD on Probability of Reform

IPD IPD IPD IPD
=mean value =50 =100 =200
Sample size = 64

Age-based IPD 0.260 0.118 0.200 0.438
Spending-based IPD 0.252 0121 0.199 0.425

Sample size = 105
Age-based IPD 0.096 0.036 0.098 0.395
Spending-based IPD 0.095 0.042 0.101 0.350

Note: The predictions hold PREPLAN and SPANISH constant at their means.
Source: Authors’ calculations.

Table 4.6b. Impact of PREPLAN and SPANISH on Probability of
Reform

Preplan Preplan Spanish Spanish
=1 =0 =1 =0
Sample size = 64
Age-based IPD 0.753 0.210 0.692 0.145
Spending-based IPD 0.818 0.194 0.652 0.147
Sample size = 105
Age-based IPD 0.561 0.079 0.591 0.050
Spending-based IPD 0.711 0.075 0.529 0.053

Note: The predictions use the partial model, with IPD, PREPLAN, and SPANISH only. All
variables are held constant at their means except for the one being varied.
Source: Authors’ calculations.

contrast to theory and evidence from the literature on macroeconomic
reform. Possibly this is because the numerous variations in the details of
sectoral reforms discussed in the second section mute the effects of resis-
tance resulting from fractionalized parties. At the same time, these three
variables taken as a group increase the log likelihood and the accuracy of
our predictions to a small extent.

Perhaps most interesting is the consistently strong impact of PREPLAN
and SPANISH on the probability of reform. In both samples and all spec-
ifications, these are significant at the 1 percent level, and each increases the
probability of reform by over 50 percentage points (note that none of the
countries are both PREPLAN and SPANISH). Two-thirds of the reforming
countries were either PREPLAN or SPANISH, while this is true of only 25
percent of the nonreformers in the regional sample and 12 percent in the
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Table 4.7. Predicted versus Actual Reform

Spending-based Age-based
N = 64: regional IPD — predictions IPD - predictions
Actual Reform No reform Reform No reform
Reform 10 9 10 9
No reform 4 41 3 42
% of predictions correct 80 81
N =105: global
Actual Reform No reform Reform No reform
Reform 8 11 8 11
No reform 4 82 2 84
% of predictions correct 86 88

Note: These predictions are based on the full model. The partial model (with IPD, PRE-
PLAN, and SPANISH only) yielded similar results but with slightly less accuracy.
Source: Authors’ calculations.

global sample. The influence of PREPLAN is additional evidence of the path
dependency of reforms; the existence of voluntary private funded plans in
many OECD countries made it easier for them to extend this model by man-
dating it.

The influence of Spanish is particularly interesting, as it throws light on
how reform ideas diffuse across countries. We may not be able to predict
“first movers”—why was Chile the first to implement a multipillar reform?
This may have been a random event resulting from the conjunction of fer-
tile economic conditions and a receptive powerful political regime. But once
a first move has occurred, other countries may learn from it about possi-
bilities and impacts via a demonstration effect. Successful reform in one
country increases the perceived probability of success and, therefore,
decreases the perceived political and economic costs of reform in other
countries. Countries are likely to learn more quickly from others that are
linked by geographic, linguistic, or commercial proximity. Thus it appears
to be no accident that the majority of Spanish-speaking, Latin American
countries have reformed, that non-Spanish-speaking Latin countries have
been slower to reform, that most reforming countries with a low IPD were
in Latin America and that structural reform in other regions has been far
less prevalent.

At the same time, structural reform has not been limited to Spanish-
speaking countries; in fact, the majority of reformers are not Spanish-
speaking. Since the publication of Averting the Old Age Crisis (World Bank
1994), the World Bank’s analysis of global social security problems, the
World Bank and other international organizations have accelerated the



154 NEw IDEAS ABOUT OLD AGE SECURITY

diffusion of ideas via conferences, technical assistance, and study tours. This
diffusion process may help explain why actual reformers exceed predict-
ed reformers, and why the transition economies in Eastern Europe are
now reforming (and adopting the Chilean model) even though they are not
Spanish-speaking and did not have large preexisting private pension plans.

Strategies for Overcoming Opposition to Structural Reform

In the first section we saw that our capacity to explain the shape of struc-
tural pension reform, particularly its public-private mix, is much greater
than our capacity to predict whether any structural reform will actually take
place. While concerns about a growing IPD may put reform on the politi-
cal agenda in a country and reform innovations may diffuse from cultur-
ally proximate countries and through supportive institutions, a large ran-
dom term remains in determining exactly where these innovations will be
implemented. This random term may subsume factors such as the com-
mitment of key policymakers and their skill in building coalitions favor-
ing reform.

Pension reform and other social sector reforms are more complicated
politically than “first generation” structural adjustment reforms, both in
terms of the political processes required for passage and the conditions
needed for long-term success (Nelson 1997). Whereas structural adjustment
reforms could be designed by insulated technicians, implemented through
executive decree, and rarely target particular groups, social sector reforms
directly affect the interests and eventually require the active participation
of consumers and producers as well as approval by an elected legislature.
These groups are likely to have strong views that policymakers must take
into account. Through persuasion, negotiation, trade-offs, compensation,
and subtle reshaping of the reform, a majority of stakeholders must be con-
vinced that they will come out ahead, especially in a democracy. But even
Chile, which was not a democracy at the time of passage, followed many
of the strategies described below in order to gain popular support. Some
politicians will be more adept at this process than others, which results in
the large random term in the probit analysis discussed earlier.!?

Generational Politics

Many of the expected benefits of structural reform (for example, sustain-
ability, positive impact on long-term saving, reduced evasion and labor
informality, and improved economic competitiveness) are long run bene-
fits and therefore inherently uncertain. If they do materialize, the major ben-
eficiaries will be the younger generation—those under age 40—who will
have an opportunity to build up substantial rights in the funded pillar and
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whose benefits from the existing system are in jeopardy. The young are
often in favor of reform for these reasons, and we have seen that reform-
ing countries with a predominantly young population, and correspond-
ingly low IPD, are more likely to end up with a large %PVT. But even the
young face considerable uncertainty about the outcome. Although the
expected long-run return may be positive, risk is inherent in DC systems,
in which pensions ultimately depend on volatile investment earnings.
Moreover, this group is difficult to mobilize on pension reform issues,
since retirement is many years away and they have more pressing concerns
such as finding jobs and raising families.

In contrast, pension reform is a salient issue to older workers, and the
most crucial issue to retirees. In some cases, most notably Uruguay, polit-
ically potent pensioners’ organizations have formed around this issue. In
most countries pensioners have the highest voting rates and considerable
time to invest in political activity. They often see little perceived gain but
potential real cost to them from the reform. They may fear that the priva-
tization of part of the social security system will undermine political sup-
port for the public benefits upon which they depend—the “generational
compact” will have been broken. If taxes are raised to help finance the tran-
sition, they may have to pay part of the taxes without reaping the benefits.

To some degree, then, pension politics is generational politics—the
interests of the young versus the old. But more basically, both groups need
to be won over. Policymakers who want to enact structural reform must
convince the young that they will benefit despite the risk, and they must
neutralize the opposition of the older generations by promising that they
will not be hurt. This process explains some of the common features found
in pension reforms, such as the use of debt finance and the promise of sec-
ond pillar guarantees.

PENSIONERS AND OLDER WORKERS

Almost universally, pension reforms have protected the rights of older
workers and retirees. In most cases older workers (over the age of 50), who
will have few years in which to build up individual accounts and who might
feel threatened by the uncertainty inherent in financial markets, have been
exempted from the new system or strongly encouraged to stay in the old
system, and their old-system benefits have been assured. The challerge is
to make these promises of protection credible, most convincingly through
granting immediate gains, such as the payment of pension arrears
{Kazakhstan) or improved public pillar benefits and indexation (Hungary).
We saw earlier that countries with many older workers and pensioners (and
a large resulting IPD) are likely to retain a large public pillar, thereby
demonstrating that contributions will continue to flow in to pay existing
pensioners. In almost every case governments have used partial debt
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financing for the transition, thereby absolving pensioners of the costs and
largely passing them on to younger generations that will also gain the most.
When tax financing has been used, the largest component has often been
the payroll tax, which again absolves pensioners of the cost.

YOUNGER WORKERS

At the same time, governments have taken measures in every case to allay
the fears younger workers might have about risk regarding their DC plans
in the second pillar. These often involve elaborate guarantees by the state,
the employer, or the pension fund. In Hungary the state guarantees that the
second pillar will pay at least 25 percent of the first pillar benefit. This pro-
tects workers from downside risk and allows them to reap the full poten-
tial benefits of high returns. In Switzerland employers choose the invest-
ment manager and must guarantee a minimum nominal rate of return of
4 percent over the worker’s tenure with them. The state-run fund that has
attracted most affiliates in Uruguay guarantees at least a 2 percent real rate
of return on all assets. In Chile and most Latin American countries, pen-
sion funds keep reserves that are used to recompense individual accounts
if their returns deviate substantially (by 50 percent or 2 percentage points,
whichever is greater) from the average industry return. Stringent portfo-
lio limits further inhibit risky investments in all Latin American and tran-
sition countries that have reformed. These guarantees and portfolio limits
have economic costs in terms of nonoptimal investments and moral haz-
ard problems, but these are invisible to most workers. They have the more
visible political benefits of allaying fears that workers will lose their retire-
ment savings.

Even with these guarantees, switching into the new system has often
been voluntary for the entire generation of current workers, so those who
prefer the old system retain their rights to stay there. Besides allaying fears
and opposition, this is also a way of reducing the transition deficit, since
the total contributions of nonswitchers continue to flow into the PAYG sys-
tem. Moreover, if switching is voluntary, the government can set a lower
rate of compensation for past service, based on the preferences of young
and less risk-averse workers. This saves the government money while at
the same time ensures that no worker will feel he or she has been made
worse off, since he or she has choice.!? Hungary, in particular, devoted con-
siderable attention to choosing the minimum rate of compensation that
would induce the “right” number of workers to switch, consistent with its
cash flow deficit limits. But even after careful analysis, the government over-
paid, in the sense that more workers switched than was expected or desired.

While governments have designed reform policies to convince both
pensioners and workers that they will gain from change, they have also
taken active steps to convince them that the status quo is not sustainable,
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the old system is not functioning well, and under the reversion option of
the old PAYG system, they will all lose. In Chile, Jose Pinera, the minister
of labor, who processed the reform, went on radio and television weekly
to convince workers that they did not want their money to continue dis-
appearing into a “black hole.” Hungary and Poland mounted active pub-
lic relations campaigns, with separate messages targeted to the young and
old. In Argentina, Peru, and Kazakhstan, where the government was in
arrears in paying pensioners and evasion was rife, the evidence visibly
demonstrated that the old systems were not working even without a pub-
lic relations campaign. By all these means—persuasion combined with
promises of continued and improved benefits for existing pensioners, guar-
antees of benefits from the new second pillar, voluntary switching, partial
debt financing of the transition, and emphasis on the poor performarice of
the reversion option, the existing PAYG system—policymakers have tried
to assure broad groups of young and old workers as well as pensioners that
they would not be worse off, and most would be better off, after a struc-
tural reform.

Institutional Politics

Labor unions, social security bureaucrats, and financial institutions are key
stakeholders in the politics of pension reform. The first two groups are often,
although not always, in opposition to reform. This may be particularly true
of labor unions representing public sector employees, where internation-
al competitiveness is not a major issue and labor demand may be perceived
as inelastic.

LABOR UNIONS

There are several reasons why labor unions may resist reform. They may
be especially responsive to the interests of their older members, with whom
mutual loyalty and social networks have been built up over the years,
rather than their younger members whose job-based affiliation may be only
temporary. Union leaders may also support public spending on education,
health, and other services for their members and their families, and may fear
that these services will be cut to help finance the transition. In addition,
unions often play an active formalized role in running the old social secu-
rity systems, which gives them substantial power over resources and jobs.

To some extent, the reform can overcome the opposition of unions by
giving them a role to play in the new system. In Argentina, for example, in
response to intense early opposition from labor, the government offered
unions the opportunity to operate pension funds in the new system. While
their members would not be required to join these funds, the unions obvi-
ously hoped that loyalty would hold. This was a crucial deal that won the
support of labor leaders and the votes in the congress necessary to enact
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the reform. Similar deals were made in Hungary and Poland, where OPZZ
and Solidarity (the main unions), respectively, are founders (in international
joint ventures) of two of the new pension funds. Indeed, Solidarity, a union
that was promarket from the start, was actively involved in the entire
Polish reform process, and one of its officials, Ewa Lewicka, became
plenipotentiary for social security reform in the final stage. Involving labor
unions in designing the reform is probably a shrewd move, but it will only
work with unions that are basically sympathetic to the objectives of the
reform. This is most likely to be the case with unions representing private
sector workers in competitive environments, which perceive low payroll
taxes and efficiency as beneficial for survival and growth.

SOCIAL SECURITY BUREAUCRATS

For similar reasons, social security bureaucrats often oppose a structural
reform that will introduce competition into the system and take away their
monopolistic control over resources. In some cases, their fears have been
assuaged by giving them authority in the new system as well. For exam-
ple, in Mexico and Poland the government gave the social security bureau-
cracy responsibility for handling collections, record-keeping, and the
administration of health and survivors” insurance. Thus, the “privateness”
of these reforms, if measured according to bureaucratic decentralization,
is much less than privateness as measured according to investment control
and benefit provision. This administrative centralization, again, is an option
only if the old bureaucracy has the ability and willingness to carry out rather
than undermine these functions. In Poland the price of involving the
bureaucracy was several months’ delay in crediting the early contributions
to individual workers and their designated pension funds. In Hungary the
old bureaucracy was too outspokenly opposed to structural reform to
entrust it with administering the new system.

PRrRIVATE FINANCIAL INSTITUTIONS

In contrast to unions and social security bureaucracies, private financial
institutions may have a positive interest in reform. As seen in the first sec-
tion, countries with large voluntary, funded pension plans (PREPLAN) are
more likely to reform. Most developing and transitional countries do not
have these plans or other large, well-functioning financial institutions
before the reform; in fact, one object of the reform is to help them grow. But
where these institutions do exist, they often have particular interests that
must be accommodated to gain their active support. For example, in
Hungary the voluntary pension funds that existed before the reform lob-
bied successfully for regulations in the mandatory system that matched
their own organizational structure, thereby facilitating their participation
in the mandatory pillar. This accounts for the fact that the legal structure
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of the private pillar in Hungary differs from that in many other reforming
countries. In OECD countries as well, the private mandatory pillar was set
up to build upon, rather than replace, the large collectively bargained pen-
sion system that already existed.

The Politics of Compensation

Generational and institutional interests shape important dimensions of
pension reform and help explain how the new system is administered, who
can set up pension funds, how the transition is financed, and what guar-
antees are offered. However, pension reform involves many narrow dis-
tributional issues that need to be addressed directly. The government has
many tools at its disposal to compensate potential losers, including the
power to exempt certain groups from the terms of the reform, to grant cash
benefits and tax relief to particular groups, to make political appointments
that will further its reform efforts, and to make trade-offs among or link
reforms in multiple sectors, depending on its priorities (Edwards and
Lederman 1998). Governments have used each of these strategies to build
support for pension reform.

EXEMPTION FROM THE REFORM (EXCLUSIONARY COMPENSATION)

Every reforming country in Latin America has exempted certain powerful
groups and allowed them to keep their own privileged schemes. Even in
Chile, where an authoritarian military regime implemented the new pen-
sion system, exempted the military itself—as did every other reforming
country in Latin America. The judiciary often receives exemption, in order
to ensure that a judicial decision will not render the reform invalid. In
Uruguay the reform excluded special regimes for bankers, notaries, and
university professors. It is therefore critical to pay specific attention to the
political landscape and organizational power of special interests in each
country.

Governments often exempt public sector workers from the first stage of
the reform. Their pensions, to begin with, tend to be higher than those of
private sector workers. They are an older part of the workforce, with more
covered retirees. They are more articulate and better organized to maintain
their benefits. Since their services face no market test and government
directly pays their pensions, they have less to fear from unemployment and
lack of competitiveness due to high payroll taxes. In some cases, as in
Argentina, local public sector workers have been covered in second-stage
reforms, as it became clear that their localities would not have the resources
to pay the promised benefits indefinitely.

Mexico offers a prime example of the strategic exemption of public sec-
tor workers in its 1995 reform. Technocrats within the Ministry of Finance
and central bank had designed a proposal for a Chilean-style pension
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reform in 1990. Having encountered firm resistance to this plan within the
cabinet, they shelved this design. But the following year, the government
of the state of Nuevo Leon approached the same technocrats seeking tech-
nical assistance regarding the structural reform of the state-level pension
system. With the expertise accumulated from their previous studies, the fed-
eral reformers lent assistance in designing a Chilean-style pension scheme
for the public employees of Nuevo Leon. Organized interests did not
become aware of the scheme until after the state assembly had already rat-
itied it. The consequence, according to the federal technocrats, was “bru-
tal.” The outpouring of public protests, strikes, and at times violent demon-
strations led the state government to repeal the reform before its
implementation.

In designing the reform proposal, the technicians had failed to under-
stand the organizational and political power of the public sector unions, par-
ticularly that of the teachers. Nuevo Leon has a strong, well-organized
teachers’ union, which belongs to the state confederation of public sector
employees (ISSSTE-Leon). In turn, ISSSTE-Leon is affiliated with the fed-
eral public sector union (ISSSTE), which lent both financial and organiza-
tional assistance for the protest against the pension reform.

Witnessing these events unfold, the technocrats in Mexico City drew
valuable lessons that they applied to the national pension reform effort in
1995. Principally, they realized that where unions are broad and cohesive,
their interests must be taken into account in designing the reform. Since the
federal umbrella union of public sector employees had been alerted to the
reform and had lent support to its undoing in Nuevo Leon, it was clear to
the federal reformers that the 1995 pension reform would only prosper if
ISSSTE were exempted from its terms. This led Mexico to exempt all pub-
lic sector workers from the outset and avoid a battle that could have under-
mined the entire reform.

DireCT FINANCIAL COMPENSATION

Even after specified groups are exempted and guarantees are offered to oth-
ers, direct financial compensation has often been used to build support for
the reform or to convince workers to switch under a voluntary switching
regime. In Uruguay, after five previous pension reform efforts failed, the
government devised a new plan that offered a cash subsidy to middle-
income participants in the pension scheme. Workers have the option to
divide their contribution between the public and private pillar, and those
who choose to contribute 50 percent of their 15 percent contribution to the
funded DC scheme receive a 25 percent subsidy from the government
(providing their monthly income falls below 5,000 pesos or US$500).!4 The
new plan was approved, and more than 80 percent of people with the option
have chosen to enter the capitalization scheme.
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In Chile and Peru direct compensation came in the form of one-time
salary increases to offset the added employee tax burden. In both countries
the implementation of the market-based pension scheme involved shifting
responsibility for contributions to workers instead of employers. An
increase in the workers’ gross wages when they entered the new system
helped to offset the added burden and give them an incentive to switch.

Eliminating early retirement privileges (before age 55 and sometimes
before age 50) was a key element of the reform in Poland, helping to make
it financially sustainable and free up resources for the second pillar. But the
main old trade union federation (OPZZ) was willing to support reform pro-
viding that the system maintained a low retirement age for key groups (such
as miners) and/or provided direct compensation for those whose special
privileges were about to end. The “new” trade union, Solidarity, also sup-
ported the miners. The government agreed that once the reform was passed
a special commission would be set up to figure out an equitable way to
phase out these privileges, and this would involve temporary bridge financ-
ing. The compromise solution maintained these benefits in the medium
term for middle age workers but got rid of them in the long run, and remu-
nerated the transition group for their lost privileges. One might wonder
why workers and